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Preface

o

he life of an entrepreneur is exciting and dynamic. The challenge of envisioning

a new product or service, infecting others with entrepreneurial zeal, and bringing

a product to market can be one of the great learning experiences in life. All ven-
tures require financing—taking investors’ money today and expecting to return a signifi-
cantly larger amount in the future. Typically the return comes from the venture’s public
offering, sale, or merger. In the interim, the venture must manage its financial resources,
communicate effectively with investors and partners, and create the harvest value ex-
pected by investors.

TEXTBOOK MOTIVATION

The purpose of the textbook is to introduce financial thinking, tools, and techniques
adapted to the realm of entrepreneurship. We believe that, while much of traditional fi-
nancial analysis may not be ideally suited to the venture context, there is great value in
applying venture adaptations.

This entrepreneurial finance text introduces the theories, knowledge, and financial
tools an entrepreneur needs to start, build, and harvest a successful venture. Sound finan-
cial management practices are essential to a venture’s operation. The successful entrepre-
neur must know how and where to obtain the financing necessary to launch and develop
the venture. Eventually, that same successful entrepreneur must know how and when to
interact with financial institutions and regulatory agencies to take the venture to its poten-
tial and provide a return and liquidity for the venture’s investors.

THE LIFE CYCLE APPROACH

We incorporate a life cycle approach to the material in this text. Successful ventures
typically begin with an initial development stage where the entrepreneurial team gen-
erates ideas and assesses the associated business opportunities. Most entrepreneurs re-
alize that a business plan can greatly improve the chance that an idea will become a
commercially viable product or service. Startup stage ventures focus on the formula-
tion of a business model and plan. As marketing and selling products and services be-
gins, survival stage ventures often refocus or restructure. Rapid growth stage ventures
increase their momentum, and begin to demonstrate value creation. Maturity stage
ventures typically look for ways to harvest the value created and provide a return to
their investors.

Each stage in the life cycle requires a specific understanding of the financial man-
agement tools and techniques, potential investors and their mindset, and the finan-
cial institutions supporting that venture stage. During the early stages of a venture’s
life, cash management tools and survival planning are the dominant forms of financial
analysis. Cash burn rates are very high and additional sources of financing are usually
limited, making it critical for the successful venture to project and accommodate neces-
sary operating costs. The need to measure and adjust investment in working capital and
property, plant, and equipment is evident. The process of anticipating and

xvii
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accommodating costs and asset investments begins with the analysis of historical finan-
cial experience and then projects future financial positions using projected financial
statements or their proxies. Successful ventures emerging from their survival stages can
concentrate more on value creation and calibration. Consequently, our financial manage-
ment emphases for this stage are valuation tools and techniques.

Equally important as sound financial management practices is the need for the en-
trepreneur to understand the types and sources of financial capital and the related
investment processes. During the development stage, seed financing usually comes
from the entrepreneur’s personal assets and possibly from family and friends. Business
angels and venture capitalists are important financing sources during the startup stage.
First-round financing from business operations, venture capitalists, suppliers, customers,
and commercial banks may be initiated during the survival stage. The rapid growth stage
involves second-round, mezzanine, and liquidity stage financing from business opera-
tions, suppliers, customers, commercial banks, and investment bankers. Once a venture
enters its maturity stage, seasoned financing replaces venture financing. Seasoned financ-
ing takes the form of cash flow from business operations, bank loans, and stocks and
bonds issued with the assistance of investment bankers or others. Our approach is to
introduce the types and sources of financial capital that become available as we progress
through a successful venture’s life cycle.

The successful entrepreneur must understand the legal environment regulating
financial relationships between the venture, investors, and financial institutions in-
cluding venture capital funds and investment banks. We cover the basic securities laws
and regulatory agencies, particularly the Securities and Exchange Commission (SEC), rel-
evant to the entrepreneur when considering how to obtain financial capital at each stage.

To summarize, we take a comprehensive three-pronged stage-sensitive approach to
entrepreneurial finance. Our coverage of entrepreneurship-adapted financial analysis
and relevant institutional details provides a relevant financial analysis base for the entre-
preneur in each of the various stages as he or she develops the idea, brings it to market,
grows the venture’s value, and ultimately provides an exit for venture investors. We iden-
tify and explain the types and sources of financing available during the various stages
and introduce the relevant legal and regulatory environment the entrepreneur must con-
sider when seeking financing throughout the venture’s life cycle.

DISTINCTIVE FEATURES

This text considers a successful firm as it progresses through various maturity stages.
Specific examples of stage-relevant skills and techniques we introduce include:

«  Brainstorming and Screening: Chapter 2 (From the Idea to the Business Plan)
introduces qualitative and quantitative venture screening devices. Chapter 3’s
(Organizing and Financing a New Venture) treatment of intellectual property
issues demonstrates important issues and concepts for the earliest stage ventures.

« Raising External Funds: Chapter 8's (Securities Law Considerations When
Obtaining Venture Financing) treatment of securities law introduces readers to
the restrictions and warnings for the growing venture seeking external financing.

+  Venture Diagnostics and Valuation: Chapter 9 (Valuing Early-Stage Ventures)
presents our versions of traditional valuation techniques important to internal and
external perceptions of a venture’s financial health. While the material is traditional,
our treatment provides a unifying approach to projecting financial statements,
extracting pseudo-dividends, and assessing a venture’s value.

o Venture Capital Valuation Methods: Chapter 10 (Venture Capital Valuation
Methods) introduces representative multi-stage venture capital valuation methods
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and interprets them relative to more traditional procedures. It provides a unified
example of traditional pre-money and post-money valuations and the shortcuts
employed by many venture capitalists.

«  Professional VCs: Chapter 11 (Professional Venture Capital) explores the historical
development of venture capital and describes the professional venture investing cycle
from determining the next fund objectives and policies to distributing cash and
securities proceeds to investors.

« Harvest: Chapter 14 (Harvesting the Business Venture Investment) considers a wide
range of venture harvest strategies including private sales (to outsiders, insiders, and
family), transfers of assets, buyouts, and initial public offerings.

o Turnaround Opportunities: Chapter 15 (Financially Troubled Ventures: Turnaround
Opportunities?) introduces important aspects of financial distress and alternative
restructuring approaches (operations, asset, and financial) to rescue a struggling venture.

INTENDED AUDIENCE AND USE

The material contained in this text has been used successfully at the upper division
(junior/senior) undergraduate, MBA, and executive MBA levels. For MBAs, the course
can easily be conducted in two ways. In the first, what we term the life cycle approach,
we recommend the addition of illustrative cases, each at different life cycle stages. Re-
cently, entrepreneurial finance cases have been available individually from the usual pro-
viders and in collected form in entrepreneurial case books. The second, or what we term
the venture capital approach, emphasizes the money management aspects of financing
entrepreneurial ventures. For this approach, we recommend supplementing the text
treatments with venture capital cases (available individually or in collected case books)
and journal articles covering private equity (venture capital) and initial public offerings
(investment banking). For an abbreviated mini-semester course or compressed executive
MBA, we recommend concentrating on the text and using our capstone cases as focal
points for integrating the venture financing perspective.

We have also used this text for semester-long upper division (junior/senior-level) under-
graduate courses involving finance and non-finance business majors. Most academic busi-
ness programs require students to take basic background courses in both accounting and
finance prior to upper division courses such as entrepreneurial finance. Chapters 9, 10,
and 13 present a rigorous and conceptually advanced approach to financial valuation. Our
experience is that these chapters provide the greatest intellectual challenge and require rela-
tively sophisticated spreadsheet skills. The fourth edition of this textbook has been written
to support two different approaches to the undergraduate entrepreneurial finance course.
The more rigorous approach challenges undergraduate students by covering all 15 chapters
including all valuation materials and has a decision-making focus. An alternative approach
is to teach a more descriptive or conceptual course. For those preferring this latter approach,
we recommend that Part 4 (Chapters 9 and 10) and Chapter 13 from Part 5 be omitted or
covered in a descriptive (no modeling or calculations) manner. For application, while the
included capstone cases synthesize a great deal of the text’s material, some instructors find
it useful to have students prepare short cases in lieu of, or prior to, these capstones.

Regarding the accounting and basic finance background material in Chapters 4 and 5,
we provide it for student and instructor convenience when the material has not been
covered in prerequisite courses or in instances when a review of the materials is war-
ranted. The remainder of the text can be used without explicit coverage of this review
material. Additionally, for some adopters, it may be advantageous to alter the sequencing
and coverage of the securities law and investment banking material, depending on stu-
dent backgrounds and other course offerings.
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ADDITIONS AND CHANGES IN THE FOURTH EDITION

Overall changes to content and organization include:

o Addition of a new feature in each chapter: a “From the Headlines” story relating to
an entrepreneurial venture. A discussion question related to the “From the Head-
lines” feature is provided in the end of chapter material.

« Addition of pedagogical guidance: each exercise/problem at the end of each chapter
is preceded by a brief description in italics of the content or focus of the exercise or
problem.

o Chapter 1 (Introduction and Overview) was substantially rewritten to reflect the
current focus on environmentally friendly products and “clean tech” and “clean
energy” potential applications and entrepreneurial venture opportunities was added.
The appendix on “Internet Concepts and Developments” was removed. Discussion
of the 2007-2009 financial crisis and resulting entrepreneurial venture
opportunities was added.

o  Chapter 3 (Organizing and Financing a New Venture) includes updated personal
and corporate income tax information and reorganized problems to follow chapter
topics.

o  Chapter 5 (Evaluating Financial Performance) was edited to improve the clarity of
the cash burn discussion. We added new financial ratio problems and restructured
the mini-case.

o  Chapter 6 (Financial Planning: Short Term and Long Term) includes addition of
problem materials on sustainable sales growth rates and additional funds needed.
The Pharma Biotech mini-case was restructured.

o Chapter 9 (Valuing Early-Stage Ventures) was reorganized consolidating the multi-
ple approaches to free cash flow valuation methods. Some of the materials were
moved into a Learning Supplement.

o  Chapter 13 (Security Structures and Determining Enterprise Values) includes a
substantially rewritten section on “Valuing Ventures with Complex Capital Struc-
tures: The Enterprise Method” with the focus on presenting one method consistent
with Chapter 9. An alternative enterprise valuation method is now presented as
Learning Supplement 13A.

o  Chapter 14 (Harvesting the Business Venture Investment) includes new material on
“employee stock ownership plans (ESOPs).” Material in the “Post-IPO Trading”
section was updated to reflect current NYSE and NASDAQ listing requirements
data.

o New Capstone Case: Eco-Products, Inc. We added a new case for a company that
produces and sells environmentally sound food service products from renewable re-
sources. The related early-stage financing decisions involve: (a) raising funds
through a private placement memorandum, and (b) a proposed private placement
with an investment firm utilizing a term sheet. Excerpts from the private placement
memorandum and the term sheet are provided for student review and analysis.

SUPPLEMENTS

Instructor’s Manual with Test Bank

Written by the text authors, the Instructor’s Manual includes short answers to end-
of-chapter questions and answers to end-of-chapter problems. The Test Bank includes
true/false and multiple choice questions, as well as short test problems. Both Instructor’s
Manual and Test Bank are available on the text Web site for instructors only.
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PowerPoint Lecture Slides

Created by the text authors, the PowerPoint slides present a point-by-point lecture out-
line, including graphics and equations, for instructors to use in the classroom. They are
available on the text Web site for instructors only.

Excel Solutions

Excel Solutions to end-of-chapter problems requiring Excel are provided for instructors
on the text Web site.

Text Web Site

The text Web site at www.cengagebrain.com provides access to these supplements.
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CHAPTER

Introduction
and Overview

FIRST THOUGHTS

Only those individuals with entrepreneurial experience can say, “Been there, done that!”
With aspiring entrepreneurs in mind, we start at the beginning and consider how en-
trepreneurial finance relates to the other aspects and challenges of launching a new ven-
ture. Our goal is to equip you with the terms, tools, and techniques that can help turn a
business idea into a successful venture.

LOOKING AHEAD

Chapter 2 focuses on the transformation of an idea into a business opportunity and the
more formal representation of that opportunity as a business plan. Most successful ideas
are grounded in sound business models. We present qualitative and quantitative screen-
ing exercises that can help determine an idea’s commercial viability. We provide a brief
discussion of a business plan’s key elements.

CHAPTER LEARNING OBJECTIVES

This chapter presents an overview of entrepreneurial finance. We hope to convey the
potential benefit of embracing standard entrepreneurial finance methods and techniques.
We consider an entrepreneur’s operating and financial decisions at each stage, as
the venture progresses from idea to harvest. After completing this chapter, you will be
able to:

. Characterize the entrepreneurial process.

. Describe entrepreneurship and some characteristics of entrepreneurs.

. Indicate three megatrends providing waves of entrepreneurial opportunities.
. List and describe the seven principles of entrepreneurial finance.

. Discuss entrepreneurial finance and the role of the financial manager.

. Describe the various stages of a successful venture’s life cycle.

. Identify, by life cycle stage, the relevant types of financing and investors.

. Understand the life cycle approach used in this book.

IO\ U W
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4 Part 1: Background and Environment

From the Headlines

Small Wind Gets a Gust from CLEANtricity Power

According to a recent poll, 89% of U.S. vo-
ters, including 84% of Republicans, 88% of
Independents, and 93% of Democrats, be-
lieve that increasing the amount of energy
their nation gets from wind is a good idea.’
While these voters and their parties find
plenty of issues on which they vehemently
disagree, there is little doubt that the United
States and the world will continue to in-
crease its efforts to harvest energy from
the wind. In 2008, 42% of all new generating
capacity in the United States came from
wind, up from only 2% in 2004.2

Much of the public’s attention has been
focused on large-scale wind farming, com-
plete with landscape photos of rows of tow-
ering wind turbines sporting massive
propellers. Less in the limelight, but every
bit as much in the game, are ventures target-
ing small-scale wind turbine electricity gen-
eration. Like their cousins in ather renewable
energy categories, including those working
with micro biofuel and solar energy produc-
tion, small-scale wind energy generation
ventures are contributing to the debate on
viable paths forward in the renewable en-
ergy markets.

CLEANTricity Power, located in Broom-
field, Colorado, is one of the new players
in the “small wind market.” The American
Wind Energy Association characterizes that

market by the target customers and the rated
capacity of the generating technology:

Small wind turbines are electric gene-
rators that utilize wind energy to pro-
duce clean, emissions-free power for
individual homes, farms, and small
businesses. With this simple and in-
creasingly popular technology, indivi-
duals can generate their own power
and cut their energy bills while helping
to protect the environment. The United
States leads the world in the produc-
tion of small wind turbines, which are
defined as having rated capacities of
100 kilowatts and less, and the market
is expected to continue strong growth
through the next decade.

CLEANtricity's intent is to manufacture
small-scale wind turbines that “enable indivi-
duals, businesses, and communities to gener-
ate reliable, affordable clean energy where
they use it.” Their current product offering,
known as the SHAPEshifter, is a vertical-axis
self-adjusting wind turbine capable of electric-
ity generation at lower wind speeds than the
usual 30 miles per hour targeted by competing
technology. It accomplishes this versatility by
morphing into a more efficient shape depend-
ing on the speed of the wind. Co-founder and
chief executive officer Daniel Sullivan sum-

marizes this capability as “it's large in low
winds and small in high winds...the blades
move naturally to their optimum position.”*
Given that North American wind speeds at
60 feet above ground only average 7.3 miles
per hour, SHAPEshifter's functionality at lower
speeds and its ability to adapt to higher
speeds offer a potentially important advantage
in the small-scale wind generation market.

CLEANTricity is a self-funded 2009 startup
and was one of twelve semifinalists at the 2009
Rocky Mountain Region Clean Tech Open. At
the time we met with them with prototype,
provisional patent, and field tests in hand,
they were seeking $2 million in external
financing.

1 American Wind Energy Association press release,
April 22, 2010, citing poll conducted by Neil New-
house of Public Opinion Strategies and Anna Ben-
nett of Bennett, Petts & Normington; press release
available at http://www.awea.org/newsroom/
releases/04-22-10_Poll_Shows_Wind_Works_for_
Americans.html visited on 4/25/2010.

2 American Wind Energy Association, “Wind, A
Leading Source of New Electricity Generation,”
http://www.awea.org/pubs/documents/Outlook_
2009.pdf., visited on 4/25/2010.

3 http://www.awea.org/smallwind/ visited on 4/25/2010.

4 Coloradobiz, December 2009, Tech Startup of the
Month, pg. 58. This article is also available at
http://www.cobizmag.com/articles/tech-startup1/.

t is estimated that more than one million new businesses are started in the United

States each year. The Office of Advocacy of the United States Small Business

Administration (SBA) documents that “employer firm births” have exceeded
600,000 annually in recent years." Reasonable estimates place non-employer (e.g., single
person or small family) businesses started each year at a similar number. In addition to
these formally organized startups, countless commercial ideas are entertained and
abandoned without the benefit of a formal organization. The incredible magnitude of
potential entrepreneurial opportunities is a clear reflection of the commercial energy
fostered by a market economy. We believe that the time spent on this book’s treatment
of financial tools and techniques may be one of the more important investments you
make.

Small Business
Administration (SBA)

established by the federal
government to provide
financial assistance to small
businesses

1 The Office of Advocacy of the Small Business Administration (SBA) was created in 1976 by Congress to be an inde-
pendent voice for small business within the federal government. Small business statistics are available at http://
www.sha.gov/advo/research/dyn_b_d8906.pdf.
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| SECTION R}
THE ENTREPRENEURIAL PROCESS

entrepreneurial The entrepreneurial process comprises: developing opportunities, gathering resources,
process and managing and building operations, all with the goal of creating value. Figure 1.1
developmg opportunmes provides a graphical depiction of this process. Many entrepreneurship students have for-
gathering resources, and mulated ideas for possible new products and services. However, prior to committing sig-
managing and building nificant time and resources to launching a new venture, it can really pay to take the time
operations with the goal and effort to examine the feasibility of an idea, screen it as a possible venture opportu-

of creating value nity, analyze the related competitive environment, develop a sound business model, and

prepare a convincing business plan.

The second aspect of a successful entrepreneurial process involves gathering the phys-
ical assets, intellectual property, human resources, and financial capital necessary to
move from opportunity to entrepreneurial venture. The venture should organize formally
and legally, the process of which also provides an opportunity for founders to build con-
sensus for the new venture’s boundaries of authority and basic ethical framework. Every
startup needs “seed” financing and must have a strategy for acquiring it.

The third piece of the entrepreneurial process is managing and building the venture’s
operations. An effective business model must generate revenues to cover operating costs
in the foreseeable future. Eventually, a growing venture will also need to provide enough
cash flow to cover planned expansion and reinvestment. Additional financing rounds,
possibly including those available through public securities offerings, may be necessary
for growth in later years.

Figure 1.1 depicts an intersection of all three components—creating value. Each of the
components contributes to the overall value. As a reminder of the wider context, we
place the components and their intersection in the context of the venture’s economic,
legal, and social environment.

FIGURE 1.1 THE ENTREPRENEURIAL PROCESS

Economic, Legal, and Social Environment

Developing
Opportunities

Creating
Value

Managing and
Building
Operations

Gathering
Resources
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6 Part 1: Background and Environment

CONCEPT CHECK * What are the components of the entrepreneurial process?

[T 12
ENTREPRENEURSHIP FUNDAMENTALS

Successful entrepreneurs recognize and develop viable business opportunities, have con-
fidence in the market potential for their new products and services, and are committed
to “running the race.” They keep success in sight even when others may have difficulty
focusing.

Who Is an Entrepreneur?

After working for a large corporation for nearly five years, you are considering launching
a Web-based business. Product development and testing require financing that exceeds
your limited personal resources. How much external financing do you need to make a
credible attempt with the new venture? How much of the venture’s ownership will you
have to surrender to attract this initial financing?

A friend of yours, who graduated from college three years ago, started a new business
on the conviction that pumpkin stencils and special carving knives could foster an un-
precedented commercial exploration of the market for Halloween crafts. Her firm has
experienced phenomenal growth and is seeking financing for this season’s inventory
stockpiling. Do her options differ from yours? Do the possible investors for your startup
and her later-stage venture move in the same circles?

Your neighbor is the chief executive officer (CEO) of a large firm founded twenty years
ago. He has accumulated enormous paper wealth and, before retirement, wishes to diversify
his investments. How do your neighbor’s investment goals and your financial needs relate to
one another? Is your neighbor a reasonable prospect for startup funding, or is he more
likely to spend the money he has allocated for earlier-stage investing on his own idea for a
new product? Does he see himself as an entrepreneur or as one who wants to enable and
profit from other entrepreneurs?

Who will succeed? Who will fail? Who is an entrepreneur? Your pumpkin-carving
friend? Your CEO neighbor? You? All of you or none of you? We offer no infallible formula
or process for entrepreneurial success. None exists. We cannot tell you if you should drop a
Fortune 500 career track and take up drinking from the entrepreneurial fire hose. We have
no blueprint for the ideal entrepreneur and no screening device to test for the entrepreneur-
ial gene. Even if we had such a test, rest assured that for many who test positive, the news
might not be welcome, particularly to friends and family. The ups and downs of the en-
trepreneurial lifestyle are difficult for those supporting the entrepreneur financially and emo-
tionally. Nonetheless, we believe that the tools and techniques we introduce can help
entrepreneurs and others anticipate venture challenges, navigate through shortfalls, and
achieve important milestones. Fortunately for the entrepreneur, employees, backers, and
their families, these tools and techniques can help smooth out an inevitably bumpy ride.

Basic Definitions

While the academic definition of “entrepreneurship” has evolved, it is useful to formalize
our context for the term. Jeffry Timmons and Stephen Spinelli suggest that “entre-
preneurship is a way of thinking, reasoning, and acting that is opportunity obsessed,
holistic in approach, and leadership balanced for the purpose of value creation and
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entrepreneurship

process of changing ideas
into commercial
opportunities and creating
value

CONCEPT CHECK

entrepreneur

individual who thinks,
reasons, and acts to convert
ideas into commercial
opportunities and to create
value

CONCEPT CHECK
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capture.”” We adopt a somewhat shorter definition: Entrepreneurship is the process of

changing ideas into commercial opportunities and creating value. An entrepreneur is an
individual who thinks, reasons, and acts to convert ideas into commercial opportunities
and to create value. Whether entrepreneurial efforts succeed or fail, an entrepreneur’s
mission is to find economic opportunities, convert them into valuable products and ser-
vices, and have their worth recognized in the marketplace.

% What is the meaning of entrepreneurship?
% Who is an entrepreneur?

Entrepreneurial Traits or Characteristics

While we want to avoid most generalizations about entrepreneurial traits or characteris-
tics, there are three we consider important. First, successful entrepreneurs recognize and
seize commercial opportunities, frequently before others even have an inkling of their
potential. Mark Twain once said, “I was seldom able to see an opportunity, until it
ceased to be one.” Second, successful entrepreneurs tend to be doggedly optimistic. The
glass is never “half empty” and usually not even “half full.” It is “full,” and they are ready
to call for more glasses. Third, successful entrepreneurs are not consumed entirely with
the present. Their optimism is conditional. They know that certain events need to take
place for this optimism to be justified. They do not treat venture planning as the enemy.
Seeing a (conditionally) bright future, successful entrepreneurs plan a way to get there
and begin to construct paths to obtain the required physical, financial, and human
resources.

While there are caricatures, there is no prototypical entrepreneur. Many authors have
tried to identify specific characteristics of successful entrepreneurs, but accurate general-
izations have eluded them. There are numerous myths about entrepreneurs.” One hears
that “entrepreneurs are born, not made.” Yet many successful entrepreneurs have been,
or will be, failing entrepreneurs if observed at different times in their lives. While identi-
fying the fear of failure as a personal motivation propelling them forward, successful en-
trepreneurs are not paralyzed by this fear. If you see venture bumps as opportunities
rather than obstacles, perhaps the entrepreneurial lifestyle is right for you.

% What are some general traits or characteristics of entrepreneurs?

Opportunities Exist But Not Without Risks

If you feel the entrepreneurship bug biting, you are not alone. Remember, the annual num-
ber of new U.S. business formations runs in the millions. Small and growing enterprises
are critical to the U.S. economy; small firms provide 60 to 80 percent of net new jobs.*
Firms with fewer than 500 employees represent more than 99 percent of all employers
and employ over half of the private workforce. They are responsible for about half of the
private gross domestic product. During the past century, entrepreneurial firms’ innovations

2 Jeffry A. Timmons and Stephen Spinelli, New Venture Creation, 8th ed. (New York: McGraw-Hill/Irwin, 2009), p. 101.
3 Timmons and Spinelli address seventeen myths and realities about entrepreneurs and summarize prior efforts to iden-
tify characteristics of successful entrepreneurs. Ibid., pp. 59-60.

4 Small Business Economic Indicators (Washington, DC: U.S. Small Business Administration, Office of Advocacy, 2004).
An electronic version of the study including tables is available at http://sba.gov/advo/press/04-26.html.
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included personal computers, heart pacemakers, optical scanners, soft contact lenses, and
double-knit fabric. Entrepreneurial firms have long been major players in high-technology
industries, where small businesses account for over one-fourth of all jobs and over one-half
of U.S. innovations and new technologies. Small high-technology firms are responsible for
twice as many product innovations per employee, and obtain more patents per sales dollar,
than large high-technology firms. One government study suggests that some of the fastest
growing opportunities for small businesses are in the restaurant industry, medical and den-
tal laboratories, residential care industries (housing for the elderly, group homes, etc.),
credit reporting, child daycare services, and equipment leasing.’

As much as we would like to encourage your entrepreneurial inclinations, it would be
irresponsible for us to imply that starting and successfully operating a business is easy.
As a basic financial principle, risk and return go together—the expectation of higher re-
turns is accompanied by higher risks. According to the SBA’s Office of Advocacy, for the
years 2005 to 2007 employer firm births were estimated to be 659,093 per year. For the
same period, employer firm terminations averaged 578,793 annually. In 2008, however,
the estimated number of small business starts was below trend at 627,200, while the esti-
mated number of closures was above trend at 595,600. Although bankruptcies averaged
only 29,073 per year in 2005 to 2007, they rose to 43,456 in 2008.°

Phillips and Kirchhoff, using Dun & Bradstreet data, found that 76 percent of new
firms were still in existence after two years of operation. Forty-seven percent of new
firms survived four years, and 38 percent were still operating after six years.” In a more
recent study of the U.S. Census Bureau’s Business Information Tracking Series, Brian
Headd found similar results. Sixty-six percent of new employers survived two years,
50 percent were still in existence after four years, and 40 percent survived at least six
years. Headd also studied the U.S. Census Bureau’s Characteristics of Business Owners
database, which surveyed owners of closed firms on whether the owners felt their firms
were successful or unsuccessful at the time of closure. The evidence suggests that about
one-third of closed businesses were successful at closure. Thus, instead of closing due to
bankruptcy, many owners may have exited their businesses by retiring or selling.®

Nearly half of business failures are due to economic factors such as inadequate sales,
insufficient profits, or industry weakness. Of the remainder, almost 40 percent cite finan-
cial causes, such as excessive debt and insufficient financial capital. Other reasons include
insufficient managerial experience, business conflicts, family problems, fraud, and
disasters.”

Although the risks associated with starting a new entrepreneurial venture are large,
there is always room for one more success. Successful entrepreneurs are able to antici-
pate and overcome the business risks that cause others to fail. While hard work and a
little luck will help, an entrepreneur must be able to finance and manage the venture.
Commercial vision, an unrelenting drive to succeed, the ability to build and engage a
management team, a grasp of the risks involved, and a willingness to plan for the future
are some of the ingredients for success.

5 “Small Business Answer Card” and “The Facts about Small Business” (Washington, DC: U.S. Small Business
Administration, Office of Advocacy, 2000).

6 The Small Business Economy, http://www.sba.gov/advo/research/sb_econ2009.pdf.

7 B. Phillips and B.A. Kirchhoff, “Formation, Growth and Survival: Small Firm Dynamics in the U.S. Economy,” Small
Business Economics 1 (1989): pp. 65-74.

8 Brian Headd, “Redefining Business Success: Distinguishing Between Closure and Failure,” Small Business Economics
21 (2003): pp. 51-61.

9 “Small Business Answer Card” and “The Facts About Small Business.”

Copyright 2010 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.


http://www.sba.gov/advo/research/sb_econ2009.pdf

Chapter 1: Introduction and Overview 9

%k What percentage of new businesses survive four years of operation?

CONCEPT CHECK %k What are some of the major reasons why small businesses fail?

| SECTION R ¥

SOURCES OF ENTREPRENEURIAL

OPPORTUNITIES

Entrepreneurs are the primary engine of commercial change in the global economy.
entrepreneurial Entrepreneurial opportunities are ideas that have the potential to create value through
opportunities new, repackaged, or repositioned products, markets, processes, or services. One study of
Lo A S Inc. magazine’s 500 high-growth firms suggests that about 12 percent of founders feel their
ideas with potential to create . ¢ o .
value through different or firms’ successes are due to extraordinary ideas, whereas the remaining 88 percent feel their
new, repackaged, or firms’ successes are due to exceptional execution of ordinary ideas.'” In a separate survey,
repositioned products, Amar Bhide found that Inc. 500 founders often make use of existing ideas originating in

markets, processes,

_ their prior work experiences. Only 6 percent of his responding founders indicate that “no
or services

substitutes were available” for their products or services. In contrast, 58 percent say they
succeeded even though competitors offer “identical or close substitutes.”""

Megatrends are large societal, demographic, or technological trends or changes that
are slow in forming but, once in place, continue for many years. In contrast, fads are
not predictable, have short lives, and do not involve macro changes. Of course, there
are many degrees between fads and megatrends that provide entrepreneurs with business
opportunities. However, while entrepreneurial opportunities can come from an almost
unlimited number of sources, we give special focus to the following three megatrend
categories:

%  Societal trends or changes

% Demographic trends or changes
% Technological trends or changes
% Crises and “bubbles”

Societal Changes

Many entrepreneurial endeavors are commercial reflections of broader societal changes.
In 1982, John Naisbitt identified several major or megatrends shaping U.S. society and
the world."” Naisbitt recognized that the U.S. economy, by the early 1980s, centered on
the creation and distribution of information. He argued that successful new technologies
would center on the human response to information. Many of the commercial opportu-
nities in the past two decades have capitalized on information creation and organization
and its central role in human decision support.

10 J. Case, “The QOrigins of Entrepreneurship,” Inc., June 1989, p. 51.

11 Amar V. Bhide, The Origin and Evolution of New Businesses (New York: Oxford University Press, 2000).

12 John Naisbitt, Megatrends (New York: Warner Books, 1982). Although only two are presented here, Naisbitt identified
six additional megatrends. For a follow-up look at the megatrends shaping our society, see John Naisbitt and Patricia
Aburdene, Megatrends 2000 (New York: Morrow, 1990). In a 2007 article in Entrepreneur magazine, five forces that
shaped the face of entrepreneurship over the past three decades were identified as technology (the computer), the
Internet (a network to link computers), globalization (everyone can sell worldwide), baby boomers (question-authority
attitudes), and individualism (corporate restructurings forced individuals to look out for themselves). See Carol Tice,
“Change Agents,” Entrepreneur (May 2007), pp. 65-67.
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10 Part 1: Background and Environment

Naisbitt also recognized that the United States was increasingly affected by a global
economy and that Americans were rekindling the entrepreneurial spirit. It is now clear
that almost all businesses face international competition and that the pace of entrepre-
neurial innovation is increasing throughout the world. To succeed in such an environ-
ment requires an understanding of current megatrends and the anticipation of new
ones. While many possible trends are candidates for spawning entrepreneurial innova-
tion, two that will undoubtedly influence future commercial opportunities are the
demographic shifts associated with the baby boom generation and our increasingly
information-oriented society.

Social, economic, and legal changes may occur within pervasive trends. Social changes
are reflected in important changes in preferences about clothing styles, food (e.g., gluten-
free diets), travel and leisure, housing, and so forth. An anticipation of social change is
the genesis of many entrepreneurial opportunities as innovators position themselves to
satisfy the demand for the related new products and services. Economic shifts—the rise
of two-career families, higher disposable incomes, changing savings patterns—also sug-
gest entrepreneurial opportunities. Changes in our legal environment can introduce im-
portant economic opportunities by eliminating existing barriers to entry. For example,
deregulation in the banking, transportation, and telecommunications industries has al-
lowed entrepreneurs to provide cost-efficient, demand-driven alternatives.

CONCEPT CHECK  x \hat are megatrends, and how do they introduce new commercial opportunities?

Demographic Changes

One major demographic trend continuing to shape the U.S. economy is the aging of the
so-called “baby boom generation.” In 1993, Harry Dent documented major generation
waves in the United States during the twentieth century."” By far, the most important gen-
eration wave is the baby boom. After World War II, from 1946 to 1964, an unprecedented
number of babies, approximately 79 million, were born in the United States. As this gen-
eration has aged, it has repeatedly stressed the U.S. infrastructure. In the 1950s and 1960s,
it overloaded public school systems from kindergarten through high school. By the 1970s
and early 1980s, a period sometimes referred to as their innovation wave, boomers were
heavily involved in developing, innovating, and adopting new technologies.

Dent estimates that the boomers’ spending wave started in the early 1990s and peaked
in the late 1990s and the first part of the twenty-first century. The tremendous expansion
in the stock and bond markets during the 1980s and 1990s was, in part, due to the these
anticipated innovation and spending waves. Dent projects that the organization, or
power, wave, where boomers dominate top managerial positions and possess the accu-
mulated wealth to influence corporate America, will peak sometime in the 2020s.

For the entrepreneurially inclined, the good news is that the boomers continue to
spend at record levels; “consumer confidence” is a key ingredient to America’s continued
prosperity and expansion. Financing continues to be available for solid business oppor-
tunities. Venture investing, although initially reeling after the decline at the turn of this
century and the subsequent recession, is recovering. The aging boomers, with their earn-
ing and consumption power, continue to provide enduring business opportunities. Many
of the successful entrepreneurial ventures will provide goods and services tailored to this
aging, and wealthy, generation. There will undoubtedly be other business opportunities

13 Harry S. Dent, Jr., The Great Boom Ahead (New York: Hyperion, 1993). Also see Harry S. Dent, Jr., The Roaring 2000s
(New York: Simon & Schuster, 1998).
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relating to as-yet unlabeled subsets of consumers. Entrepreneurs with the ability to un-
derstand demographic shifts, and see the resulting new business opportunities, will write
their own success stories.

CONCEPT CHECK  x \Vhat is meant by the term “baby boom generation”?

Technological Changes

Technological change may be the most important source of entrepreneurial opportu-
nities.'* While the accurate dating of the arrival of major technological innovations is dif-
ficult, it is reasonable to say that the genesis of our information society was in the mid to
late 1950s and early 1960s. Transatlantic cable telephone service began. The Soviet Union
launched Sputnik, suggesting the possibility of global satellite communications. Transistors
replaced vacuum tubes in computers. Compilers opened the door to higher-level program-
ming languages, and the development of the computer “chip” was under way.

Perhaps the most important invention in shuttling us from an industrial society to an
information society was the computer chip.'> Such chips are the backbone of all modern
computing and enable the telecommunications applications and information systems that
have changed the way almost everyone lives. The worldwide distribution of computer chips
(and the software systems running on them) has paved the way for what may be the most
significant innovation in global commerce since the merchant ship: the Internet. The Inter-
net is an incredibly diffuse collection of computers networked together. It is hard to think
of anything else in history that parallels the level of international coordination (individuals
and entities) that the Internet has almost painlessly achieved, and in a remarkably short
time.'> When the Internet’s ability to provide nearly instant worldwide communication
was combined with rapid transfer of graphic images, the Internet became the infrastructure
for the “World Wide Web,” a user-friendly and commercially attractive foundation for
many new ways of doing business, including retail and wholesale operations through elec-
tronic commerce. In addition to the Web’s commercial applications, the Internet has dra-
matically changed the way almost everyone goes about daily business. Internet functionality
affects modern life in almost uncountable ways, including such common things as elec-
tronic mail (e-mail), remote access, large file transfer (including pictures, music, and
videos), instant messaging, and, more recently, cell phone-Web cross-functionality.

14 For example, see Scott Shane, “Explaining Variation in Rates of Entrepreneurship in the United States: 1899-1988,"
Journal of Management 22 (1996): pp. 747-781; and Scott Shane, “Technology Opportunities and New Firm Creation,”
Management Science 47 (2001): pp. 205-220.

15 The U.S. Patent Office appears to recognize Jack Kilby and Robert Noyce as the computer chip’s co-inventors. Kilby
conducted research at Texas Instruments during the 1950s and filed for the first “computer chip” patent. Noyce filed
after Kilby, but supposedly had a more useful design. Noyce later cofounded the Intel Corporation. See Lee Gomes,
“Paternity Suits Some Better Than Others in the Invention Biz,” Wall Street Journal, June 18, 1999, pp. A1, A10.

16 The Internet had its beginning in late 1969 when researchers at UCLA, including Professor Leonard Kleinrock and grad-
uate students Stephen Crocker and Vinton Cerf, linked two computers for purposes of exchanging data. This initial
network project, supported by the Department of the Defense (DOD), was given the name Arpanet for Advanced Re-
search Projects Agency Network. Other milestones include the inventing of network e-mail in 1971 and the use of
the “@" symbol in 1972. Cerf and Robert Kan invented the TCP protocol used in transporting data via the Internet in
1974. In 1982, the “Internet” was defined as a series of TCP/IP networks that were connected. In 1990, Tim Berners-
Lee invented the World Wide Web, and Arpanet ceased to exist. The commercial explosion really began after the cre-
ation of modern server software, hypertext markup language (HTML), and browsers (such as Mosaic, Netscape, and
Internet Explorer). See Anick Jesdanun, “Happy Birthday to the Internet,” Daily Camera, August 30, 2004, pp. 1B, 5B.
The appendix in this chapter provides further information on the Internet’s structure and the various constituent indus-
tries that provide goods and services to support the Internet.
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12 Part 1: Background and Environment

e-commerce Electronic commerce, or e-commerce, involves the use of electronic means to conduct

the use of slectronic means  business online. Although many of the simple “dot.com” and “e-commerce” business

to conduct business online models of the late 1990s did not work, the Internet economy and e-commerce are here
to stay. Simply put, we will never do business the same way we did before the Internet. It
has become too easy to compare various suppliers’ prices or check on the latest offer
from our competitors to return to conducting business in the “darkness” tolerated only
a few years ago. A simple example is online package tracking. Now, instead of using the
phone to say a package is “in the mail,” the sender is expected to provide a tracking
number to be used on the Web so that the sender and the receiver can ascertain the ve-
racity of this claim and follow the package along its route.

Attention continues to shift from the age-old strategy of owning and controlling nat-
ural resources (tangibles), to a strategy of owning and controlling information (intangi-
bles). Even Internet entrepreneurs who started their ventures intending to sell products
and services have sometimes found themselves giving their products and services away in
order to monitor their “users” and sell user demographic information. Information is
central in the modern global economy.

While new technologies suggest business opportunities, profitable commercial appli-
cation of the new technologies often occurs after trial and error. Many attempts to ex-
ploit the Internet commercially were proposed, tried, and funded. Eventually, there was
a wave of potentially appealing applications—and the vision was contagious. We are still
trying to determine the winners. That is, we know the Internet provides significant effi-
ciency improvements for commercial interaction; we’re just not sure whether the winners
are buyers, sellers, or both. The Web lets suppliers compete for consumers’ business, put-
ting the consumer in an advantageous position. It is not clear whether this benefits sup-
pliers in the long run.

It is fair to say that many e-commerce business plans were funded with the belief
that part of the benefit could be captured by sellers; that is, producers and retailers.
We now know that the Web so effectively facilitates price competition that it is hard
for suppliers and retailers to protect margins. Much of the efficiency gains go to the
buyers (in what economists call consumer surplus), making for a less-than-attractive
seller business model. Although such a plan might have received funding a few years
ago, building an e-commerce site to sell nondifferentiated goods at lower prices than
are currently available is now a nonstarter. An important characteristic of the Internet
is that physical barriers to entry are very low. That is, it is easy and relatively low cost to
launch a competing Web e-commerce site. If your business model doesn’t have a sus-
tainable purchasing cost advantage, the Internet may help defeat your business model
because it allows scores of other retailers to quickly monitor and replicate whatever
you're doing and drive everyone toward aggressive price competition and diminishing
margins.

E-commerce may not deliver the margins once conjectured, but the Internet is still
one of the most radical innovations in our lifetime. Expect it to provide profitable new
venture opportunities for many years to come—consumers are probably hooked forever.

CONCEPT CHECK  x \hat innovations drove our move from an industrial society to an information society? Why?
%k Why is e-commerce here to stay?

Crises and “Bubbles”

The first decade of the twenty-first century was characterized by extreme economic
swings accompanied by, among other things, the bursting of several asset and financial
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“bubbles,” the 9/11 terrorist attack on the United States, and the 2007-2009 financial
crisis. Cost-cutting coupled with economic growth during the 1990s led to the availability
of excessive amounts of financial capital as the twentieth century came to an end. Ven-
ture investors were chasing poorer investment opportunities than those to which they
had become accustomed. Stock prices of Internet or “tech” firms rose much faster than
those firms’ abilities to generate earnings and cash flows. As a result, the “dot.com” or
Internet bubble burst in 2000.'” Venture funding dried up to at a mere trickle relative
to the amounts flowing during the dot.com era. Many entrepreneurs with good potential
opportunities were unable to find funding.

When the dot.com economy was faltering, an economic recession that began in 2001
was exacerbated by the 9/11 terrorist attack. In response, the Federal Reserve moved
quickly to increase liquidity and lower interest rates. Government spending was in-
creased, and tax cuts were implemented in 2002. Government officials encouraged len-
ders to make mortgage loans to a wider range of potential home buyers, resulting in
sub-prime mortgages being offered to borrowers who could not afford the loans. Eco-
nomic expansion and rapidly rising home prices culminated in the bursting of the hous-
ing asset bubble in 2006. This was followed by a peak in stock prices in 2007 and an
economic recession that began in mid-2008.

By the second half of 2008, a “perfect financial storm” had been created, and many
worried about the possibility of financial collapse. Several major financial institutions
were on the verge of failing. Some financial institutions were merged into, or acquired
by, stronger institutions (e.g., Merrill Lynch was acquired by Bank of America), the Leh-
man Brothers investment bank was allowed to fail, while AIG (American International
Group) was “bailed out” by the Federal Reserve and the U.S. government. Venture fund-
ing virtually dried up. Even entrepreneurs with good opportunities were stymied by a
lack of venture capital. For the second time in the decade, the availability of venture
funds collapsed.

The U.S. government in October, responded by passing the Economic Stabilization
Act of 2008, which provided funds to the U.S. Treasury to purchase “troubled” financial
assets held by institutions. The American Recovery and Reinvestment Act (ARRA) was
passed in February 2009 and provided for tax incentives, appropriations, and increased
government spending in an effort to stimulate economic expansion.

Importantly for aspiring entrepreneurs, these dark and cloudy times almost always
come with a silver lining. For this most recent financial crisis, it appears that one nascent
sector that benefitted dramatically during the time of crisis was alternative and renewable
energy. Subsidies abounded with project credits, production and investment tax credits,
and loan guarantees.

Additionally, even in the absence of crisis-related government favoritism for certain
sectors, while many entrepreneurs suffer dearly as their ventures fail, others benefit
from consolidation and the resulting lower level of competition due to the shakeout.
Many aspiring entrepreneurs and investor connections are made during the fallout
from major economic crises.

CONCEPT CHECK  x \Vhat asset and financial “bubbles” have occurred recently?
% What kinds of entrepreneurial opportunities have occurred as a result of government efforts to stimulate the
economy after the 2007-2009 financial crisis?

17 For an example of the extreme developments see: “10 Big Dot.Com Flops,” http://money.cnn.com/galleries/2010/
technology/1003/gallery.dot_com_busts/index.html, accessed 3/14/2010.
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| SECTION R ¥/
PRINCIPLES OF ENTREPRENEURIAL FINANCE

Entrepreneurial finance draws its basic principles from both entrepreneurship and fi-
nance. New ventures require financial capital to develop opportunities, start business
ventures, and create value. It takes time to build value. Investors expect to be compen-
sated for the use of their capital and for the risk that they might not get it back. Devel-
oping a successful entrepreneurial venture is best accomplished without the sacrifice of
individual character and reputation. As the venture grows, conflicts can arise between
owners and managers, and between owners and debtholders.

We emphasize seven principles of entrepreneurial finance:

Real, human, and financial capital must be rented from owners.

Risk and expected reward go hand in hand.

While accounting is the language of business, cash is the currency.

New venture financing involves search, negotiation, and privacy.

A venture’s financial objective is to increase value.

It is dangerous to assume that people act against their own self-interests.
Venture character and reputation can be assets or liabilities.

N R

Real, Human, and Financial Capital Must Be Rented
from Owners (Principle #1)

While it is true that commercial innovation exists outside the capitalist market context
pervading the global economy, we will confine our remarks to that market context.
When you obtain permission to use someone’s land and building (real capital), you
have to compensate the owner for the loss of its use otherwise. If there are many suppli-
ers of buildings and many possible tenants, competition among them facilitates the allo-
cation of the building to a commercially worthy purpose. While this may be obvious
regarding buildings, it is equally true for money (financial capital). The time value of
money is an important component of the rent one pays for using someone else’s finan-
cial capital. When you rent the money, it cannot be rented to others, and you must ex-
pect to compensate the money’s owner for that loss.

Entrepreneurs usually understand that quitting their day jobs and starting new ven-
tures entails the loss of regular paychecks. They will, in some fashion, expect the venture
experiences to compensate them for this loss. We recommend that they each insert a line
item for a fair wage for their services in their financial projections, although we realize
that there are other non-pecuniary compensations at work. What may not be well under-
stood is that a founder’s own financial capital invested in the firm deserves a fair com-
pensation. The seed money used to start the venture could have been put to use
elsewhere to earn interest. The venture should expect to compensate all investors for
using their financial capital. This is conceptually separate from any compensation for
services rendered if the investors are also employees (human capital).

Risk and Expected Reward Go Hand in Hand

(Principle #2)

The time value of money is not the only cost involved in renting someone’s financial (or
other) capital. The total cost is typically significantly higher due to the possibility that the
venture won’t be able to pay. The rent is risky. One way humans express their dislike of
this risk is to expect more when the rent is riskier. If the U.S. government promises $0.05
for borrowing a dollar for a year, you can bet it will be virtually impossible to get someone
to rent it to a risky new venture for that same $0.05 per year. The expected compensation
for the risk involved in renting money to a new venture is the basis of the concept of the
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time value of money. For example, a new venture investor might expect to get $0.25 or
even more per year for the use of her money at the same time the government is promis-
ing $0.05. While this expectation may annoy you, it is set by competitive markets, and you
don’t have a lot of room to argue—if you want the money to build your new venture.

While Accounting Is the Language of Business,
Cash Is the Currency (Principle #3)
If you were going to be a missionary to a foreign country where a language other than
English was the official language, you would probably take the time and effort to learn
the language. Whether you like it or not—and many finance professors don’t like it—
accounting is the official language of business. It has a long and honorable history, and
most of its practitioners believe in the basic principle that using accounting techniques,
standards, and practices communicates a firm’s financial position more accurately than if
those customs were ignored. Accounting for entrepreneurial firms has two purposes. The
first is the same as for any other business: to provide for checks, balances, integrity, and
accountability in tracking a firm’s conduct. We leave discussion of that aspect of en-
trepreneurial accounting to others. The second purpose, and our emphasis for the en-
trepreneurial finance context, is to quantify the future in a recognizable dialect of the
official language. The reality is that entrepreneurs need to be able to quantify certain as-
pects of their venture’s future and translate them into appropriate financial statements.
Although we recommend bending the knee to accounting when communicating a
venture’s vision to the financial community, we recognize that the day-to-day financial
crises usually are about only one balance sheet account: cash.'® For example, while the
income statement may look great when we book an additional $50,000 sale, the real con-
cern will be how much, if any, was paid in cash. To be more specific, if the sale was on
account, it will help at some time in the future when collected, but it can’t be used to
make payroll tomorrow. Rather than as a criticism of accounting, however, we present
this as a challenge to entrepreneurs: Get enough accounting to see through the accruals
to the cash account. Accounting is not your enemy. It may take some investment for it
to become your friend, but you may be surprised how attached you become.
Entrepreneurs often underestimate the amount of cash needed to get their ventures
up and running. Consequently, we supplement traditional accounting measures—such
as profit and return on investment—with measures that focus on what is happening to
cash. Cash burn measures the gap between the cash being spent and that being collected
from sales. It’s typical for new ventures to experience a large cash burn, which is why
they must seek additional investment from outsiders. Ultimately, to create value, a ven-
ture must produce more cash than it consumes. Cash build measures the excess of cash
receipts over cash disbursements, including payments for additional investment.

New Venture Financing Involves Search,
Negotiation, and Privacy (Principle #4)

public financial Much of corporate finance deals with the financial decisions of public companies raising
markets money in public financial markets where a large number of investors and intermediaries
"""""""" compete. Corporate finance concentrates much of its attention on public financial markets
where standardized contracts . - . -

or securities are traded on where standardized contracts or securities are traded on organized securities exchanges. In
organized securities such markets, publicly traded prices may be considered good indicators of true values; in-
exchanges vestors who disagree are free to buy and sell the securities to express their sentiments to

the contrary. We say that these public markets exhibit efficiency (i.e., prices reflect

18 Cash here usually refers to bank balances and other highly liquid assets that can be quickly converted into cash.
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16 Part 1: Background and Environment

information about the company or its industry) and liquidity (i.e., investors who disagree
with prevailing prices can buy and sell the security to express their objection).

Corporate finance tends to downplay, or even ignore, significant frictions in the mar-
kets for new venture financial capital. New ventures seldom have standby financing wait-
ing to fill any gaps. Most are actively engaged in searching for financing. When they do
find potential investors, competition is weak and this leads to bargaining between the
venture and its investors. Even after a deal is struck, the venture and its investors typi-
cally are locked into the funding arrangement, because the securities are privately placed
(sold) and cannot easily be resold or repurchased to express satisfaction or discontent

private financial with the venture’s progress. New ventures usually arrange financing in private financial
markets markets. We often characterize such markets as relatively inefficient (prices may not re-
where customized contracts flect s1gn1ﬁcant 1nf0rmat1.on known to the venture or its investors) and illiquid (investors
or securities are negotiated, who disagree cannot easily sell or buy to express discontent or approval). New venture
created, and held with financing tends to require serious research, intricate and invasive negotiation, and indef-

restrictions on how they can  jnjtely long investing horizons for those buying the resulting privately held securities.
be transferred

A Venture’'s Financial Objective Is to Increase
Value (Principle #5)

Entrepreneurs can start new ventures for a host of personal reasons. They may have eco-
nomic or altruistic motives. Many serial entrepreneurs may see the challenge as the biggest
reason to start their next venture. It is only realistic to acknowledge that there can be many
nonfinancial objectives for a new venture. Nonetheless, whatever the myriad personal mo-
tivations for founders, investors, and employees, there is really only one overarching finan-
cial objective for the venture’s owners: to increase value. While all the owners might not
agree on social objectives (e.g., improving local employment or wages versus international
outsourcing), environmental objectives (e.g., providing an alternative delivery system using
only recyclables versus providing cheaper products), or other perfectly valid new venture
considerations, if there were a way to increase the venture’s value by $1 without interfering
with these other nonfinancial objectives, all of the owners would want to take the $1.
There are other candidates for a venture’s financial objective, including maximizing sales,
profit, or return on investment. It is easy to understand why these measures don’t quite sum-
marize how venture owners feel about the venture’s financial performance. Increasing sales
seems to be good, but not at the cost of greatly diminished margins. Profit is a better candi-
date than sales, but it still doesn’t provide an adequate summary. If a venture is profitable,
but has to reinvest so much in assets that no return is available to pay the owners for the
use of their money, profits don’t thrill the owners as much as you might think. At some
point, profit has to give rise to free cash to be returned to investors in a timely manner. Prof-
its alone are not a good indicator of owner sentiment. The problem with having return on
investment as the venture’s financial objective is similar. When the profit is divided by the
book value of equity, one finds the return on equity. If a venture started on a shoestring,
currently has very little operating history, but has created incredibly valuable intellectual
property, you would never want to use the venture’s return on equity as a serious input in
deciding how much to ask from an interested potential acquirer. Return on equity will be low
because profits are nonexistent and there is some book value of equity. Return on equity,
particularly in new ventures, can be a very poor proxy for what owners care about: value."

19 Chapter 9 and Learning Supplement 9A provide a more rigorous exposition of how financial markets can resolve argu-
ments between a venture's owners and create a consensus on how the venture should develop and invest. The inter-
esting point in this resolution is that, in the presence of tradable financial assets, all of the firm's owners can agree
on maximizing firm value as the venture's financial objective.
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free cash

cash exceeding that which is
needed to operate, pay
creditors, and invest in assets

free cash flow

change in free cash over time

CONCEPT CHECK

owner—manager
(agency) conflicts

differences between
manager's self-interest and
that of the owners who hired
him
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We said that profits must eventually turn into free cash in order to be available to
provide a return to a venture’s owners. More formally, free cash (or “surplus cash”) is
the cash exceeding that which is needed to operate, pay creditors, and invest in the as-
sets. Free cash flow is the change in free cash over time.”” We deal mostly with financial
projections; accordingly, we will use free cash flow instead of the more accurate projected
free cash flow. When we line up free cash flows and adjust them for risk and the time
value of money, we get value—the best proxy for common owner sentiment regarding a
venture’s prospects.

%k What is meant by free cash and free cash flow?
% How does risk affect an entrepreneurial venture's value?

It Is Dangerous to Assume That People Act
Against Their Own Self-Interests (Principle #6)

Economics is often regarded as a heartless discipline in which the view of human nature
is that people are motivated primarily by greed and self-interest. We do not propose to
debate such a claim here. However, having just said that increasing value is the owners’
primary financial objective, perhaps we should explain what we see as self-interest’s role
in our principles of entrepreneurial finance. Rather than take a position on the ethical,
religious, or philosophical underpinnings of the economic view of human behavior, we
prefer to introduce the subject as a warning. When incentives are aligned, the presence
of self-interest, even of moral or religious interest, is not at odds with economic incen-
tives. When it’s good for me to do a good job for you, we can debate the morality of my
motives, but the likely result is that I will do a good job for you.

In contrast, when doing a good job for you involves wrecking my family, living in
poverty, and seeking counseling, you should expect me to renegotiate, increase my risk
taking, cut corners, and possibly even out-and-out default. We are neither condoning
nor condemning such behavior; we are simply pointing out that incentives need to be
aligned because ignoring self-interest is not a good idea. To put this in a financial con-
text, there will be many times when financial and operational arrangements have to be
renegotiated. This should be expected. It is unwise to assume that arrangements are du-
rable in the new venture context. Owners will need to constantly monitor incentive
alignments for everyone associated with the venture and be ready to renegotiate to im-
prove failing alignments.

Of particular concern is when the need for external capital dictates that the entrepre-
neur give up some control of the venture at an early stage. To keep incentives aligned, it
is common to provide contingent increases in the entrepreneur’s ownership (e.g.,
through options grants) to improve the tie between her self-interest and the majority
owners’ interests. Watching out for managers” and other employees’ self-interest usually
dictates providing them with contingent options grants as the venture reaches mile-
stones. Venture teams typically sacrifice lifestyle and leisure during the early stages. It is
wise to allow them to visualize a future reward for their sacrifices. These future rewards
are almost uniformly structured to help solve owner-manager (agency) conflicts in the
new venture context.

20 When we use the term “free cash flow” in this text, we are referring to free cash flow to the owners or equity inves-
tors in the venture, unless specified otherwise. We discuss in great detail the process of valuing a venture using free
cash flow to equity investors in Chapter 9. An alternative definition of free cash flow focuses on free cash flow avail-
able to interest-bearing debth holders and equity investors. This approach values the entire venture or enterprise and
is discussed in Chapter 13.
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18 Part 1: Background and Environment

Although not as common in the earliest-stage ventures, different types of investors
can have dramatically different incentives depending on how their investments are struc-
tured. Perhaps the easiest way to see the potential for significant conflict and renegotia-
tion is to consider a venture that has borrowed money to help fund itself (from friends,

owner—debt holder personal loans, or even credit cards). The owner-debt holder conflict is the divergence

conflict of the owners’ self-interest from that of the lenders as the firm approaches bankruptcy.

dlvergence ‘o'f' the owners h Although it’s an extreme example, if the venture is indebted and doesn’t have the cash to

and lenders’ self-interests as~~ pay rent and payroll the following morning, it may be tempted to take whatever money

the firm gets close to it has and buy lottery tickets in the hopes of making rent and payroll. If the venture

bankruptcy doesn’t make rent and payroll, it will fold and the owners won’t get anything. If they
do nothing, they won’t make payroll. If they take what little cash is left and buy lottery
tickets, it costs them nothing and provides some chance that there will be value to their
ownership tomorrow.

We are not advocating the purchase of lottery tickets; we’re simply suggesting that it
would be prudent to expect this type of behavior in certain circumstances. We chose the
extreme example to make a point: Everyone should keep an eye on others’ self-interests
and, when feasible, take steps to align incentives. If incentives aren’t aligned, it is unwise
to assume that temptation to cater to self-interest will be overcome. It would be best to
anticipate the incentive conflicts and renegotiate to minimize value-destroying behavior.

CONCEPT CHECK  x \What is the owner-manager (agency) conflict?
%k What is the owner—debt holder conflict?

Venture Character and Reputation Can Be Assets

or Liabilities (Principle #7)

While it is customary to talk about individual character, we think it is useful to point out
that most of us characterize businesses as well. These characterizations, and the reputa-
tion associated with those characterizations, can grow and evolve as others accumulate
evidence on how the individuals and the entity behave. Simple things, such as honest
voice mail, on-time delivery and payment, courteous internal and external discourse,
and appropriate e-mail etiquette, can be the building blocks for favorable venture char-
acter and reputation.

Of course, we all know that character goes both ways. A venture’s negative character
will be difficult or impossible to hide; customers, employers, and others can be expected
to engage in substantially different behavior when doing business (if at all) with ventures
having weak or negative characters. One doesn’t have to look further than eBay auctions
to see that buyers and sellers will treat you differently if you haven’t substantiated your
character in prior commercial interactions or, worse yet, you have exhibited bad or neg-
ative character.

One survey of successful entrepreneurs indicated that a majority felt that having high
ethical standards was the most important factor in the long-term success of their ven-
tures.”’ Taking the time and money to invest in the venture’s character will help ensure
that it is an asset rather than a liability. Of course, it will be easier to build positive ven-
ture character if the founders possess that quality as individuals. In the earliest stages, the
venture’s character and the founders’ character tend to coincide.

21 Jeffry A. Timmons and Howard H. Stevenson, “Entrepreneurship Education in the 1980s,” 75th Anniversary Entre-
preneurship Symposium Proceedings (Boston: Harvard Business School, 1983), pp. 115-134. For further discussion,
see Timmons and Spinelli, New Venture Creation, chap. 10.
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CONCEPT CHECK

entrepreneurial
finance

application and adaptation of
financial tools and
techniques to the planning,
funding, operations, and
valuation of an
entrepreneurial venture

financial distress

when cash flow is
insufficient to meet current
debt obligations
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Is the financial objective of increasing value necessarily inconsistent with developing posi-
tive character and reputation? Certainly not! The typical situation is quite the opposite. It will
be very difficult to increase value—an amount reflecting all of the venture’s future economic
interactions—if a venture does not pay sufficient attention to issues of character. Following
laws, regulations, and responsible marketing and selling practices builds confidence and sup-
port for the entrepreneur and the venture. Having a good reputation can eliminate much of
the hedging and frictions that result when a venture has unproven or negative character.

On a related issue, increasing a venture’s value need not conflict with the venture’s ability to
improve the society in which it operates. Entrepreneurial firms provide meaningful work and
many of the new ideas, products, and services that improve our lives. Success in the market-
place not only provides prima facie evidence that someone (the customer) benefited from the
venture’s goods and services; it also creates wealth that can be used to continue the process or
fund noncommercial endeavors. It is no secret that successful entrepreneurs are prime targets
for charitable fundraising. Some firms, including Newman’s Own and Pura Vida, were orga-
nized to sell goods and services in a competitive marketplace while designating charities as the
recipients of the financial returns to ownership. Although the charities don’t own the firms,
they receive the financial benefit of ownership.”” Increasing these ventures’ values is the same
as increasing the value of the stream of cash support promised to the charities. It need not be
the case that ventures’ financial objectives conflict with their nonfinancial objectives. Most
ventures will not be organized with the explicit objective of benefiting charities. Nevertheless,
new ventures can and do provide dramatic benefits to society, not just to their customers.

% Why is venture character important?

[T 15
ROLE OF ENTREPRENEURIAL FINANCE

Entrepreneurial finance is the application and adaptation of financial tools, techniques,
and principles to the planning, funding, operations, and valuation of an entrepreneurial
venture. Entrepreneurial finance focuses on the financial management of a venture as it
moves through the entrepreneurial process. Recall from Figure 1.1 that the successful en-
trepreneurial process involves developing opportunities, gathering the necessary assets,
human capital, and financial resources, and managing and building operations with the
ultimate goal of valuation creation. Operating costs and asset expenditures incurred at
each stage in the entrepreneurial process must somehow be financed.

Nearly every entrepreneurial firm will face major operating and financial problems
during its early years, making entrepreneurial finance and the practice of sound financial
management critical to the survival and success of the venture. Most entrepreneurial
firms will need to regroup and restructure one or more times to succeed. Financial
distress occurs when cash flow is insufficient to meet current liability obligations. Allevi-
ating financial distress usually requires restructuring operations and assets or restructur-
ing loan interest and scheduled principal payments. Anticipating and avoiding financial
distress is one of the main reasons to study and apply entrepreneurial finance.

22 Variants of the venture philanthropy model also have been created. For example, Ben Cohen, a cofounder of Ben &
Jerry's Ice Cream, formed an investment fund that would buy firms operating in low-income areas with the intent of
raising wages and employee benefits. The intent was to use profits to buy and operate other firms in the same way.
See Jim Hopkins, “Ben & Jerry's Co-Founder to Try Venture Philanthropy,” USA Today, August 7, 2001, p. B1.
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20 Part 1: Background and Environment

Generating cash flows is the responsibility of all areas of the venture—marketing, pro-
duction/engineering, research and development, distribution, human resources, and fi-
nance/accounting. However, the entrepreneur and financial manager must help other
members of the entrepreneurial team relate their actions to the growth of cash flow and
value.” The financial manager is normally responsible for keeping the venture’s financial
records, preparing its financial statements, and planning its financial future.** Short-run
planning typically involves projecting monthly financial statements forward for one to
two years. The venture needs adequate cash to survive the short run. Financial plans in-
dicate whether the venture is expecting a cash shortage. If so, the entrepreneur should
seek additional financing to avert the shortage. Long-term financial planning typically
involves projecting annual statements five years forward. While the reliability of longer-
term projections may be lower, it is still important to anticipate large financial needs as
soon as possible. Meeting those needs may dictate several rounds of financing in the first
few years of operations.

The financial manager is responsible for monitoring the firm’s operating efficiency
and financial performance over time. Every successful venture must eventually produce
operating profits and free cash flows. While it is common for a new venture to operate at
a loss and deplete its cash reserves, it cannot continue indefinitely in that state. Venture
investors, particularly in our post-dot.com age, expect ventures to have business models
generating positive free cash flows in relatively short order. As the venture progresses
through its early stages, it must control expenses and investments to the extent possible
without undermining projected revenues.

In summary, financial management in an entrepreneurial venture involves record keep-
ing, financial planning, monitoring the venture’s use of assets, and arranging for any neces-
sary financing. Of course, the bottom line of all these efforts is increasing the venture’s value.

CONCEPT CHECK  x \What is entrepreneurial finance?
% What are the financial management responsibilities of the financial manager?

| SECTION B
THE SUCCESSFUL VENTURE LIFE CYCLE

Successful ventures frequently follow a maturation process known as a life cycle. The
venture life cycle venture life cycle begins in the development stage, has various growth stages, and

stages 'o.f‘ ; successful """ “ends” in a maturity stage. The five life cycle stages are:

venture's life from
development through various
stages of revenue growth

Development stage
Startup stage
Survival stage
Rapid-growth stage
Early-maturity stage

* ¥ K ¥ *

23 Although the entrepreneur typically serves as the venture's “chief operating officer,” the entrepreneur may also as-
sume management responsibility over one of the functional areas, including serving as the venture's financial
manager.

24 For ventures in the development or startup stage, one individual typically is responsible for both basic accounting and
financial management functions. However, as ventures succeed and grow, the accounting and finance functions often
are separated, in part because of the sheer amount of record keeping that is required, particularly if a venture be-
comes a public corporation.
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FIGURE 1.2 LIFE CYCLE STAGES OF THE SUCCESSFUL VENTURE

early-stage ventures

new or very young firms with
little operating history

seasoned firms

firms with successful
operating histories and
operating in their
rapid-growth or maturity
life cycle stages

development stage

period involving the
progression from an idea
to a promising business
opportunity

Revenues
in Dollars
L | | | | | |
(3 -5 0 +5 +15 +3.0 +45 +5.0 +6.0
Years
Development Startup  Survival Rapid-Growth Early-Maturity
Stage Stage Stage Stage Stage

Early-stage ventures are new or very young firms with limited operating histories. They
are in their development, startup, or survival life cycle stages. Seasoned firms have produced
successful operating histories and are in their rapid-growth or maturity life cycle stages.

A successful venture’s life cycle often is expressed graphically in terms of the venture’s
revenues. Figure 1.2 depicts the five basic stages in a successful business venture’s life
cycle over an illustrated time period ranging from one and one-half years before startup
up to about six years after startup. Some ideas may take less or more time to develop,
and the various operating life cycle stages for a particular venture may be shorter or lon-
ger depending on the product or service being sold.

For the typical venture, operating losses usually occur during the startup and survival
stages, with profits beginning and growing during the rapid-growth stage. Free cash flows
generally lag operating profits because of the heavy investment in assets usually required
during the first part of the rapid-growth stage. Most ventures burn more cash than they
build during the early stages of their life cycles and don’t start producing positive free
cash flows until the latter part of their rapid-growth stages and during their maturity
stages. Throughout this book, we address stage-specific aspects of a venture’s organiza-
tional, operational, and financial needs from the viewpoint of entrepreneurial finance.

Development Stage

During the development stage, the venture progresses from an idea to a promising busi-
ness opportunity. Most new ventures begin with an idea for a potential product, service,
or process. The feasibility of an idea is first put on trial during the development stage.
Comments and initial reactions from friends and family members (and entrepreneurship
professors) form an initial test of whether the idea seems worth pursuing further. The
reaction and interest level of trusted business professionals provides additional feedback.
If early conversations evoke sufficient excitement (and, sometimes, even if they don’t),
the entrepreneur takes the next step: producing a prototype, delivering a trial service, or
implementing a trial process.
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startup stage

period when the venture is
organized and developed and
an initial revenue model is
put in place

survival stage

period when revenues start
to grow and help pay some,
but typically not all, of the

expenses

rapid-growth stage

period of very rapid revenue
and cash flow

early-maturity stage

period when the growth of
revenue and cash flow
continues but at a much
slower rate than in the
rapid-growth stage

In Figure 1.2, the development stage is depicted as occurring during the period of
-1.5 to —0.5 years (or about one year at most, on average) prior to market entry. Of
course, the time to market is often a critical factor in whether a new idea is converted
to a successful opportunity. For example, a new electronic commerce idea might move
from inception to startup in several weeks or months. For other business models, the
venture may spend considerably more time in the development stage.

Startup Stage

The second stage of a successful venture’s life cycle is the startup stage, when the ven-
ture is organized, developed, and an initial revenue model is put in place. Figure 1.2 de-
picts the startup stage as typically occurring between years —0.5 and +0.5. In some
instances, the process of acquiring necessary resources can take less than one year. For
example, a business venture requiring little physical and intellectual capital and having
simple production and delivery processes might progress from the initial idea to actual
startup in one year or less. Revenue generation typically begins at what we have desig-
nated “time zero,” when the venture begins operating and selling its first products and
services.

Survival Stage

Figure 1.2 places the survival stage from about +0.5 to +1.5 years, although different ven-
tures will experience different timing. During the survival stage, revenues start to grow
and help pay some, but typically not all, of the expenses. The gap is covered by borrow-
ing or by allowing others to own a part of the venture. However, lenders and investors
will provide financing only if they expect the venture’s cash flows from operations to be
large enough to repay their investments and provide for additional returns. Conse-
quently, ventures in the survival stage begin to have serious concerns about the financial
impression they leave on outsiders. Formal financial statements and planning begin to
have useful external purposes.

Rapid-Growth Stage

The fourth stage of a successful venture’s life cycle is the rapid-growth stage, when rev-
enues and cash inflows grow very rapidly. Cash flows from operations grow much more
quickly than do cash outflows, resulting in a large appreciation in the venture’s value.
This rapid growth often coincides with years +1.5 through +4.5. Ventures that success-
fully pass through the survival stage are often the recipients of substantial gains in mar-
ket share taken from less successful firms struggling in their own survival stage.
Continued industry revenue growth and increased market share combine to propel the
venture toward its lucrative financial future. During this period in a successful venture’s
life cycle, value increases rapidly as revenues rise more quickly than expenses. The suc-
cessful venture reaps the benefits of economies of scale in production and distribution.

Early-Maturity Stage
The fifth stage in a successful venture’s life cycle is the early-maturity stage, when the
growth of revenue and cash flow continues, but at much slower rates than in the rapid-
growth stage. Although value continues to increase modestly, most venture value has al-
ready been created and recognized during the rapid-growth stage. Figure 1.2 depicts the
early-maturity stage as occurring around years +4 and +5. The early-maturity stage often
coincides with decisions by the entrepreneur and other investors to exit the venture
through a sale or merger.

We have truncated the venture at the end of six years in Figure 1.2 for illustrative
purposes only. Our focus is the period from the successful venture’s development stage
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FIGURE 1.3 LIFE CYCLE ASPECTS OF THE ENTREPRENEURIAL PROCESS
AND VALUE CREATION

LIFE CYCLE STAGE LIFE CYCLE ENTREPRENEURIAL PROCESS ACTIVITIES
Development Stage Developing opportunities

Startup Stage Gathering resources

Survival Stage Gathering resources, managing and building operations
Rapid-Growth Stage Managing and building operations

Early-Maturity Stage Managing and building operations

through its early-maturity stage, when the founders and venture investors decide
whether to exit the venture or to remain at the helm. Of course, the successful venture
may provide value to the entrepreneur, or to others if the entrepreneur has sold out, for
many years in the future and thus have a long total maturity stage.

A caveat is in order. Figure 1.2 represents a hypothetical length of time it takes for
successful ventures to progress through development into maturity. The rapid pace of
technological change shortens the life span of most products. The development time
from idea to viable business is often less than one year. For rapidly deployed ventures,
the toughest part of the survival stage may be the first few months of operation. Within
the first year, rapid growth may occur; mature-firm financing issues can arise before they
would have traditionally been expected. Such rapid maturity, in addition to being a chal-
lenge in itself, represents a tremendous challenge for entrepreneurial team members.
They must deploy a variety of financial skills within the first year.

Life Cycle Stages and the Entrepreneurial Process

Figure 1.3 displays connections between life cycle stages and the activities of the en-
trepreneurial process. The development stage in a venture’s life cycle coincides with the
developing opportunities component in the entrepreneurial process. The startup stage in
the life cycle aligns with gathering resources in the entrepreneurial process. As successful
ventures continue to operate through their life cycles, ventures often must safely negoti-
ate a survival stage. This is a time of continued gathering of resources, as well as focused
management and growth of the venture’s operations. The rapid-growth and early-
maturity stages of the successful venture are associated with the management and growth
of operations component in the entrepreneurial process.

CONCEPT CHECK  x \What are the five stages of a successful venture's life cycle?

| SECTION R Y/
FINANCING THROUGH THE VENTURE LIFE CYCLE

Early-stage ventures often are undercapitalized from the beginning. This condition
makes it essential that the entrepreneur understand, and attempt to tap, the various
sources of financial capital as the venture progresses from development to startup and
on through its survival stage. Once a venture is able to achieve a successful operating
history, it becomes a seasoned firm; new sources (and larger amounts) of financial capi-
tal become attainable.
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FIGURE 1.4 TYPES AND SOURCES OF FINANCING BY LIFE CYCLE STAGE

1. VENTURE FINANCING

LIFE CYCLE STAGE TYPES OF FINANCING MAJOR SOURCES/PLAYERS

Development stage Seed financing Entrepreneur’s assets
Family and friends

Startup stage Startup financing Entrepreneur’s assets
Family and friends
Business angels
Venture capitalists

Survival stage First-round financing Business operations
Venture capitalists
Suppliers and customers
Government assistance programs
Commercial banks

Rapid-growth stage Second-round financing Business operations
Mezzanine financing Suppliers and customers
Liquidity-stage financing Commercial banks

Investment bankers

2. SEASONED FINANCING

LIFE CYCLE STAGE TYPES OF FINANCING MAJOR SOURCES/PLAYERS
Early-maturity stage Obtaining bank loans Business operations

Issuing bonds Commercial banks

Issuing stock Investment bankers

Figure 1.4 depicts the likely types of financing sources as well as the major players or
providers of financial funds at each life cycle stage. Major types of financing include:

Seed financing

Startup financing

First-round financing

Second-round, mezzanine, and liquidity-stage financing
Seasoned financing

* K K X ¥

Seed Financing
During the development stage of a venture’s life cycle, the primary source of funds is in

seed financing the form of seed financing to determine whether the idea can be converted into a viable
funds needed to determine busmess’ opportunity. The primary source of fu'nd.s at the development stage is the .entre-
whether an idea can be preneur’s own assets. As a supplement to this limited source, most new ventures will also
converted into a viable resort to financial bootstrapping, that is, creative methods, including barter, to minimize
business opportunity the cash needed to fund the venture. Money from personal bank accounts and proceeds

from selling other investments are likely sources of seed financing. It is quite common
for founders to sell personal assets (e.g., an automobile or a home) or secure a loan by
pledging these assets as collateral. The willingness to reduce one’s standard of living by
cutting expenditures helps alleviate the need for formal financing in the development-
stage venture. Although it can be risky, entrepreneurs often use personal credit cards to
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startup financing

funds needed to take a
venture from having
established a viable business
opportunity to initial
production and sales

venture capital

early-stage financial capital
often involving substantial
risk of total loss

business angels

wealthy individuals operating
as informal or private
investors who provide
venture financing for small
businesses

venture capitalists
(VCs)

individuals who join in
formal, organized firms to
raise and distribute venture
capital to new and
fast-growing ventures

venture capital firms

firms formed to raise and
distribute venture capital to
new and fast-growing
ventures
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help finance their businesses. Family members and friends also provide an important
secondary source of seed financing; they may make loans to the entrepreneur or pur-
chase an equity position in the business. (It is often said that family and friends invest
in the entrepreneur rather than in a product or service.) Such financing is usually rela-
tively inexpensive, at least compared with more formal venture investing. While there are
a few professional and business angel investors (see below) that engage in seed-stage in-
vesting, they are not a typical source of financing at this stage.

Startup Financing

Startup financing coincides with the startup stage of the venture’s life cycle; this is fi-
nancing that takes the venture from a viable business opportunity to the point of initial
production and sales. Startup financing is usually targeted at firms that have assembled a
solid management team, developed a business model and plan, and are beginning to gen-
erate revenues. Depending on the demands placed on the entrepreneur’s personal capital
during the seed stage, the entrepreneur’s remaining assets, if any, may serve as a source
of startup financing. Family and friends may continue to provide financing during
startup. However, the startup venture should begin to think about the advantages of ap-
proaching other, more formal, venture investors.

Although sales or revenues begin during the startup stage, the use of financial capital
is generally much larger than the inflow of cash. Thus, most startup-stage ventures need
external equity financing. This source of equity capital is referred to as venture capital,
which is early-stage financial capital that often involves a substantial risk of total loss.*”
The flip side of this risk of total loss is the potential for extraordinarily high returns
when an entrepreneurial venture is extremely successful. Venture capital investors will
require the venture, if it has not yet done so, to organize formally to limit the risk as-
sumed by venture investors to the amount invested.*®

Two primary sources of formal external venture capital for startup-stage ventures, as
indicated in Figure 1.4, are business angels and venture capitalists. Business angels are
wealthy individuals, operating as informal or private investors, who provide venture fi-
nancing for small businesses. They may invest individually or in joint efforts with
others.”” While business angels may be considered informal investors, they are not unin-
formed investors. Many business angels are self-made entrepreneur multimillionaires,
generally well educated, who have substantial business and financial experience. Business
angels typically invest in technologies, products, and services in which they have a per-
sonal interest and previous experience.

Venture capitalists (VCs) are individuals who join in formal, organized venture
capital firms to raise and distribute capital to new and fast-growing ventures. Venture
capital firms typically invest the capital they raise in several different ventures in an ef-
fort to reduce the risk of total loss of their invested capital.*®

25 Venture capital sometimes has a debt component. That is, debt convertible into common stock, or straight debt ac-
companied by an equity kicker such as warrants, is sometimes purchased by venture investors. We will discuss hybrid
financing instruments in Chapter 13.

26 The legal forms for organizing small businesses are discussed in Chapter 3.

27 For descriptive information on the angels market, see William Wetzel, “The Informal Venture Capital Markets: Aspects
of Scale and Market Efficiency,” Journal of Business Venturing 2 (Fall 1987): pp. 299-313. An interesting study of how
earliest-stage technology ventures are financed is presented in William Wetzel and John Freear, “Who Bankrolls High-
Tech Entrepreneurs?” Journal of Business Venturing 5 (March 1980): pp. 77-89.

28 It has become common practice to use the terms “venture capitalists” (or VCs) and “venture capital firms” inter-

changeably. Chapter 11 provides a detailed discussion of the characteristics, methods, and procedures involved in rais-
ing professional venture capital.
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first-round financing

equity funds provided during
the survival stage to cover
the cash shortfall when
expenses and investments
exceed revenues

trade credit

financing provided by
suppliers in the form of
delayed payments due on
purchases made by the
venture

government assistance
programs

financial support, such as
low-interest-rate loans and
tax incentives, provided by
state and local governments
to help small businesses

commercial banks

financial intermediaries that
take deposits and make
business and personal loans

second-round financing

financing for ventures in their
rapid-growth stage to
support investments in
working capital

First-Round Financing

The survival stage of a venture’s life cycle is critical to whether the venture will succeed
and create value or be closed and liquidated. First-round financing is external equity
financing, typically provided by venture investors during the venture’s survival stage to
cover the cash shortfalls when expenses and investments exceed revenues. While some
revenues begin during the startup stage, the race for market share generally results in a
cash deficit. Financing is needed to cover the marketing expenditures and organizational
investments required to bring the firm to full operation in the venture’s commercial
market. Depending on the nature of the business, the need for first-round financing
may actually occur near the end of the startup stage.

As Figure 1.4 suggests, survival-stage ventures seek financing from a variety of exter-
nal sources. For example, both suppliers and customers become important potential
sources of financing. Ventures usually find it advantageous, and possibly necessary, to
ask their suppliers for trade credit, allowing the venture to pay for purchases on a de-
layed basis. Having more time to pay supplier bills reduces the need for other sources of
financial capital. Upstream users of the firm’s goods and services also may be willing to
provide formal capital or advances against future revenues. Of course, delayed payments
to creditors and accelerated receipts from customers, while good for current cash flow,
do impose a need for more careful financial planning.

Federal and some state and local governments provide some financing to small ven-
tures during their survival stages. For example, the SBA was established in 1953 by the
federal government to provide financial assistance to small businesses. Many state and
local governments have developed special government assistance programs designed to
improve local economic conditions and to create jobs. These programs typically offer
low-interest-rate loans and guarantee loans and may also involve tax incentives. Chapter
12 discusses such programs in greater detail.

Commercial banks, usually just called banks, are financial intermediaries that take de-
posits and make business and personal loans. Because commercial bankers prefer lending
to established firms with two years of financial statements, it can be difficult for survival-
stage ventures to secure bank financing.”’ Thus, while we show commercial banks as a
possible source of financing during the survival stage, successful ventures will typically
find it much easier to obtain bank loans during their rapid-growth and maturity stages.

Second-Round Financing

Figure 1.4 indicates that the major sources of financing during the rapid-growth stage
come from business operations, suppliers and customers, commercial banks, and financing
intermediated by investment bankers. Most ventures, upon reaching the rapid revenue
growth stage, find that operating flows, while helpful, remain inadequate to finance the de-
sired rate of growth. Rapid growth in revenues typically involves a prerequisite rapid
growth in inventories and accounts receivable, which requires significant external funding.
Because inventory expenses are usually paid prior to collecting on the sales related to those
inventories, most firms commit sizable resources to investing in “working capital.” With
potentially large and fluctuating investments in receivables and inventories, it is more im-
portant than ever that the venture formally project its cash needs. Second-round financing
typically takes the form of venture capital needed to back working capital expansion.*

29 Survival- and even startup-stage ventures that might not be able to obtain direct loans from banks often can get indi-
rect loans in the form of cash advances on credit cards issued by banks.

30 Depending on the size of financial capital needs, ventures may go through several rounds of financing (e.g., first, second,

third, fourth, etc.). Sometimes the various rounds of financing are referred to as “series,” such as Series A, Series B,
Series C, Series D, and so on.
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mezzanine financing

funds for plant expansion,
marketing expenditures,
working capital, and product
or service improvements

warrants

rights or options to purchase
aventure's stock at a specific
price within a specified time
period

bridge financing

temporary financing needed
to keep the venture afloat
until the next offering

initial public offering
(IPO)

a corporation’s first sale of
common stock to the
investing public

secondary stock
offering

founder and venture investor
shares sold to the public

investment banking
firms

firms that advise and assist
corporations regarding the
type, timing, and costs of
issuing new securities

investment banker

individual working for an
investment banking firm who
advises and assists
corporations in their security
financing decisions and
regarding mergers and
acquisitions

venture law firms

law firms specializing in
providing legal services to
young, fast-growing
entrepreneurial firms
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Mezzanine Financing

One study suggests that, on average, it takes two and one-half years to achieve operating
breakeven (i.e., where revenues from operating the business become large enough to
equal the operating costs), and a little more than six years to recover an initial equity
investment.’' Thus, the typical successful venture is usually well into its rapid-growth
stage before it breaks even. As the venture continues to grow after breaking even, it
may need another infusion of financial capital from venture investors. During a venture’s
rapid-growth stage, mezzanine financing provides funds for plant expansion, marketing
expenditures, working capital, and product or service improvements. Mezzanine financ-
ing is usually obtained through debt that often includes an equity “kicker” or “sweetener”
in the form of warrants—rights or options to purchase the venture’s stock at a specific
price within a set time period. At the end of the mezzanine stage, the successful firm will
be close to leaving the traditional domain of venture investing and will be prepared to
attract funding from the public and large private markets.

Liquidity-Stage Financing

The rapid-growth stage of a successful venture’s life cycle typically provides venture in-
vestors with an opportunity to cash in on the return associated with their risk; it also
provides access to the public or private capital necessary to continue the firm’s mission.
A venture, if organized as a corporation, may desire to provide venture investor liquidity
by establishing a public market for its equity. Temporary or bridge financing may be
used to permit a restructuring of current ownership and to fill the gap leading to the
firm’s first public offer of its equity in its initial public offering (IPO). Typically, part
of the proceeds of the public offering will be used to repay the bridge loan needed to
keep the venture afloat until the offering. After (and sometimes during) an IPO, firms
may directly sell founder and venture investor shares to the public market in a secondary
stock offering of previously owned shares.

Firms not seeking a public market for their equity may attempt to slow to a growth
rate that can be supported by internal funding, bank debt, and private equity. For such
firms, investor liquidity may be achieved by the repurchase of investor shares, the pay-
ment of large dividends, or the sale of the venture to an acquirer. Existing and potential
investors usually have strong preferences regarding the planned liquidity event. An in-
vestor’s perception of the firm’s willingness to provide venture investor liquidity affects
the terms and conditions in all venture-financing rounds.

Investment banking firms advise and assist corporations regarding the structure,
timing, and costs of issuing new securities. Investment banker is a broad term usually
referring to an individual who advises and assists corporations in their security financing
decisions. Investment bankers are particularly adroit at helping the successful venture
firm undertake an IPO. Although it is more common for a firm to have an IPO during
a time of rapid and profitable growth, it has become increasingly acceptable for firms
with access to new ideas or technologies to go public with little or no operating history
and before profitability has been established. Investment bankers also facilitate the sale of
firms through their mergers and acquisitions divisions.

Venture law firms specialize in providing legal services to young, fast-growing en-
trepreneurial firms. They can craft a firm’s legal structure, its tax and licensing obligations,
its intellectual property strategy, its employment agreements and incentive compensation,
as well as the actual wording and structure of the securities it sells to others. An early and
solid relationship with a law firm that specializes in the legal issues of new ventures can be
a considerable asset as the firm grows and continues to seek financing.

31 Cited in Timmons and Spinelli, New Venture Creation, pp. 426-427.
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Seasoned Financing

Seasoned financing takes place during the venture’s maturity stage. As previously noted,
venture investors typically complete their involvement with a successful venture before
the venture’s move into the maturity stage of its life cycle. Retained earnings from business
operations are a major source of financing for the mature venture. If additional funds are
needed, seasoned financing can be obtained in the form of loans from commercial banks
or through new issues of bonds and stocks, usually with the aid of investment bankers. A
mature firm with previously issued publicly traded securities can obtain debt and equity

seasoned securities capital by selling additional securities through seasoned securities offerings to the public.
offering As a mature firm’s growth rate declines to the growth rate for the whole economy, the
theoffenng of securities by . firm’s need for new external capital is not the matter of survival that it was in earlier
firm that has previously stages. Mature firms frequently approach financing as a way to cut taxes, fine-tune inves-
offered the same or tor returns, and provide capital for mergers, acquisitions, and extraordinary expansion. If
SUbSTéthtia”Y similar they have created brand equity in their securities, they may choose to fund mergers and
securities

acquisitions by directly issuing securities to their targets. Mature private companies can
sell seasoned versions of their securities directly to a restricted number and class of in-
vestors, but not to the general public. The time needed for an entrepreneurial firm to
reach its maturity stage depends on its operating characteristics, the rate of technological
change in the industry, and the drive, vision, talent, and depth of resources in its man-
agement team and venture investors.

CONCEPT CHECK % \hat types of venture financing are typically available at each stage of a successful venture's life cycle?
% What is seasoned financing?

| SECTION RY:
LIFE CYCLE APPROACH FOR TEACHING

ENTREPRENEURIAL FINANCE

We use a life cycle approach throughout this text to teach entrepreneurial finance. Figure
1.5 provides an overview of major operating and financial decisions faced by entrepreneurs
as they manage their ventures during the five life cycle stages. The fact that the entrepre-
neur is continually creating useful information about the venture’s viability and opportu-
nities means that this approach, and the diagram depicted in Figure 1.5, should be
considered as dynamic and ongoing. At each stage, and sometimes more than once during
a stage, the entrepreneur must make critical decisions about the future of the venture.
Should we abandon the idea or liquidate the venture? Should we rethink the idea, redesign
a product or service, change manufacturing, selling, or distributing practices, or restructure
the venture? Ultimately, the question becomes “Should we continue?”>>

This text is divided into six parts. Part 1, “Background and Environment,” consists of
the first two chapters and focuses primarily on development-stage financial considera-
tions faced by entrepreneurs. During the development stage, the entrepreneur screens
or examines an idea from the perspective of whether it is likely to become a viable

32 While the entrepreneur may have the most at stake when making these decisions, investors (i.e., friends, family, and/
or venture investors) and other constituencies (creditors, the management team, and other employees, etc.) will be af-
fected by what the entrepreneur decides. Thus, we choose to use “we” instead of “I" when formulating these
questions.
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FIGURE 1.5 LIFE CYCLE APPROACH: VENTURE OPERATING AND FINANCIAL DECISIONS

DEVELOPMENT STAGE
Screen Business Ideas Continue
Prepare Business Plan
Abandon/ Obtain Seed Financing
Liquidate Regroup
Continue
STARTUP STAGE
Choose Organizational Form Continue A
Prepare Initial Financial Statements N
Obtain Startup Financing
Liquidate Regroup
Continue
SURVIVAL STAGE
Monitor Financial Performance Continue A
Project Cash Needs
Obtain First-Round Financing
\
LIQUIDATE Liquidate Regroup RESTRUCTURE
. o B Operations Restructuring
—> Private Liquidation Liquidate T,
Legal Liquidati
S Continue Financial Restructuring
RAPID-GROWTH STAGE
Create and Build Value
Obtain Additional Financing
Examine Exit Opportunities
GO PUBLIC Harvest | | Harvest SELL
Initial Public OR
Offering (IPO) MERGE
_— ]
Continue
‘St‘ageq EARLY-MATURITY STAGE
Liquidation Manage Ongoing Operations Exit

Maintain and Add Value
Obtain Seasoned Financing

business opportunity, prepares a business plan for the idea that successfully passes the
“opportunity screen,” and obtains the seed financing necessary to carry out the venture’s
development stage. Earlier in this chapter, we provided a brief discussion of the sources
of, and players involved in, seed financing. Sources of financing during the other life cy-
cle stages also were presented. In Chapter 2, we introduce the ingredients of a sound
business model that are necessary to convert an idea into a viable business opportunity.
We also provide examples of qualitative and quantitative assessment exercises that can
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30 Part 1: Background and Environment

be used to help assess the viability of a business idea. The last part of the chapter dis-
cusses the key elements of a business plan.

Part 2, “Organizing and Operating the Venture,” consists of Chapters 3, 4, and 5 and
focuses on entrepreneurial finance topics relating primarily to the startup and survival
life cycle stages as depicted in Figure 1.5. The preparation of a business plan serves as
the link between the development stage and the startup stage. To start operating the
business, the entrepreneur must first decide on the organizational form for the business,
prepare pro forma or projected financial statements for the first several years of opera-
tion, and identify the amount and timing of startup financing that will be needed. Many
entrepreneurs find that it is relatively easy to start a new venture; the hard part is surviv-
ing the first year or two of operation. To progress successfully through the survival stage,
the entrepreneur must closely monitor the venture’s financial performance, understand
and project cash needs, and obtain first-round financing.

In Chapter 3, we discuss the various forms of business organizations available to the
entrepreneur, provide a discussion of the importance of developing intellectual property
and ways to protect intellectual property, and discuss sources of early-stage financing
needed during the startup and survival stages. In Chapter 4, we review the financial
statements used to measure a venture’s financial performance. Chapter 5 covers the eval-
uation of financial performance. It is worth noting that users of this text who have ade-
quate finance/accounting backgrounds can bypass Chapters 4 and 5 without loss of
continuity, as long as they have a fundamental understanding of cash flow concepts, in-
cluding how ventures build and burn cash.

Part 3, “Planning for the Future,” consists of Chapters 6, 7, and 8; it provides a tran-
sition from a venture’s survival to its ability to experience rapid sales growth and the
creation and growth of value. Again, we turn to the venture life cycle illustration in Fig-
ure 1.5. As a venture starts operating, both short-term and long-term plans must be pre-
pared, monitored, and revised to adjust to actual performance and competitive pressures.
Long-term financial planning requires the projection of annual financial statements cov-
ering the next few years, reflecting a venture’s survival stage as well as what is expected
for the venture as it succeeds and begins to grow rapidly. Of course, only those ventures
that are able to survive by regrouping and restructuring will succeed in reaching their
rapid-growth stages. Survival depends on generating sufficient cash flow to meet obliga-
tions as they come due in the short run, which makes it necessary for the venture to
prepare monthly financial projections for the next year. Chapter 6 covers short-term and
long-term financial planning topics.

Being able to move successfully from survival to rapid growth usually requires finding
ways to generate several types and rounds of financing. Chapter 7 discusses the types
and costs of financial capital available to the entrepreneur. Because the cost of financial
capital also can be viewed as the rate of return required on a specific risk class of invest-
ment, the materials in this chapter are important to understanding how ventures are val-
ued. Chapter 8 provides an introduction to securities law basics. Before the entrepreneur
starts raising financial capital, it is important that she understand which actions are legal
and which actions are illegal. Ignorance of the law is not an acceptable defense when
issuing or selling securities.

Part 4, “Creating and Recognizing Venture Value,” consists of Chapters 9 and 10. As
previously noted, the financial goal of the entrepreneurial venture is to maximize the
value of the venture to the owners. Most of a venture’s value is achieved in the form of
free cash flows generated during the latter part of the venture’s rapid-growth stage and
during the maturity stage (see Figure 1.5). To increase revenues rapidly, investments in
inventories and fixed assets are necessary. Generally, these assets require additional fi-
nancing. Once the assets are in place, however, the successful venture begins generating
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large and growing amounts of free cash flows. Chapter 9 discusses the fundamentals of
financial valuation and covers the equity perspective of valuation. We present two meth-
ods for valuing a venture’s equity: the maximum dividend method and the pseudo divi-
dend method. Chapter 10 examines common venture investor shortcut methods for
valuing the venture and relates them to the more detailed valuation methods introduced
in Chapter 9.

Part 5, “Structuring Financing for the Growing Venture,” consists of Chapters 11, 12,
and 13. As entrepreneurial ventures move successfully through succeeding stages of their
life cycles, financing sources often become more varied and, in some cases, more com-
plex. Most entrepreneurial ventures will seek financial capital from venture investors
during their progress from startup, through survival, and into the rapid-growth stage of
their lifetime. Chapter 11 discusses the history of, and current practices used by, profes-
sional VCs. Other intermediated financing is the topic of Chapter 12. In Chapter 13, we
discuss security design, including issuing various classes of stock, debt that is convertible
into common stock, and warrants. We also illustrate how ventures are valued from an
enterprise perspective, which is the value of the venture to both debt holders and equity
investors.

Part 6, “Exit and Turnaround Strategies,” consists of Chapters 14 and 15. As depicted
in Figure 1.5, it is during a venture’s rapid-growth stage that entrepreneurs and outside
venture investors examine possible exit opportunities to “harvest” the value they built.
Chapter 14 examines alternative exit opportunities that include going public through an
IPO, selling the venture to management or outside investors, and merging the venture
with another firm.

Chapter 15 recognizes that, at one or more times during a venture’s life cycle, finan-
cial distress may develop whereby a venture is unable to meet its debt obligations when
they are due. Such a situation creates a need to regroup, reorganize, and even restructure
to move the venture forward toward success. Restructuring may take the form of opera-
tions restructuring, asset restructuring, and/or financial restructuring. Sometimes it is
necessary to seek legal protection while financial restructuring takes place. At the ex-
treme, unsuccessful restructuring efforts may result in liquidation.

Now that we have introduced you to the world of entrepreneurial finance, we hope
you apply yourself to learn the concepts, theory, and practice of finance as they relate
to the entrepreneur. We remind you that mastering the materials in this book, while sat-
isfying in itself, is intended for the purpose of creating financial competence that in-
creases the likelihood your entrepreneurial firm will survive, attract financial backing,
and create value over time.

CONCEPT CHECK

% Why do many entrepreneurial ventures have to regroup and restructure?
% How can the entrepreneur exit or harvest the venture?

SUMMARY

This chapter provided an introduction to the world of
entrepreneurial finance. We began by describing the en-
trepreneurial process. We also defined entrepreneurship
and discussed the importance of small and growing ven-
tures in the U.S. economy. We recognized that starting
and successfully operating an entrepreneurial venture is

not easy. At the same time, there is always room for one
more successful entrepreneur.

We discussed the importance of understanding soci-
etal, demographic, and technological trends shaping our
society and providing many lucrative entrepreneurial
opportunities. Our attention then shifted to identifying
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and discussing the seven principles of entrepreneurial
finance:

1. Real, human, and financial capital must be rented
from owners.

2. Risk and expected reward go hand in hand.

3. While accounting is the language of business, cash
is the currency.

4. New venture financing involves search, negotiation,
and privacy.

5. A venture’s financial objective is to increase value.

6. It is dangerous to assume that people act against
their own self-interests.

7. Venture character and reputation can be assets or
liabilities.

The financial objective is to increase the venture’s
value. Behaving fairly and honestly with the venture’s
constituencies builds confidence and support for the en-
trepreneur and the venture, which contributes to in-
creasing the venture’s value. Increasing value can be
consistent with social responsibility, and many wealthy
entrepreneurs have engaged in personal and venture
philanthropy.

Conflicts may arise when incentives diverge as the
new venture matures. While entrepreneurial ventures
often can avoid or minimize the owner-manager agency
problem, the owner—debt holder conflict will arise every
time the venture faces financial distress. After discussing

KEY TERMS

bridge financing
business angels
commercial banks
development stage
e-commerce
early-maturity stage
early-stage ventures
entrepreneur
entrepreneurial finance
entrepreneurial opportunities
entrepreneurial process
entrepreneurship
financial distress
first-round financing

DISCUSSION QUESTIONS

1. What is the entrepreneurial process?
2. What is entrepreneurship? What are some basic
characteristics of entrepreneurs?

free cash
free cash flow

seasoned firms

government assistance programs
initial public offering (IPO)
investment banker

investment banking firms
mezzanine financing

owner—debt holder conflict
owner—-manager (agency) conflicts
private financial markets

public financial markets
rapid-growth stage

seasoned securities offerings

the principles of entrepreneurial finance, we turned our
attention to defining entrepreneurial finance and de-
scribed the responsibilities of a venture’s financial
manager.

We then identified and presented a five-stage life cy-
cle that successful ventures typically endure. These
stages are the development stage, the startup stage, the
survival stage, the rapid-growth stage, and the early-
maturity stage. Next, we discussed types of financing
and the sources and players involved at the various
life cycle stages. Types of venture financing include
seed financing, startup financing, first-round financing,
second-round financing, and mezzanine financing.
Liquidity-stage financing is important in allowing ven-
ture investors to achieve a tangible return through the
sale of the venture or its securities. For ventures achiev-
ing their maturity stages, seasoned financing in the form
of bank loans, bonds, and stocks is available to meet
possible external financing needs.

We concluded the chapter with the presentation of
our life cycle approach. We connected each chapter to
the life cycle stages and topics they address, from initial
idea screening in Chapter 2 through the execution of
exit strategies in Chapter 14. Chapter 15 provides guid-
ance to the many entrepreneurial ventures that will suf-
fer some form of financial distress. If these ventures are
to survive and build value, they will need to successfully
regroup, reorganize, and restructure.

second-round financing
secondary stock offering
seed financing

Small Business Administration (SBA)
startup financing
startup stage

survival stage

trade credit

venture capital

venture capital firms
venture capitalists (VCs)
venture law firms
venture life cycle
warrants

3. Why do businesses close or cease operating? What
are the primary reasons why businesses fail?
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11.

12.

. What are three megatrend sources or categories for

finding entrepreneurial opportunities?

. What asset and financial bubbles have occurred

recently? How can bubbles and financial crises lead
to entrepreneurial opportunities?

. What is e-commerce? Why are the Internet econ-

omy and e-commerce here to stay?

. Identify the seven principles of entrepreneurial

finance.

. Explain the statement: “The time value of money is

not the only cost involved in renting someone’s fi-
nancial capital.”

. How do public and private financial markets differ?
10.

What is the financial goal of the entrepreneurial
venture? What are the major components for esti-
mating value?

From an agency relationship standpoint, describe
the possible types of problems or conflicts of inter-
est that could inhibit maximizing a venture’s value.
Briefly discuss the likely importance of an entrepre-
neur’s character and reputation in the success of a
venture. What role does social responsibility play in
the operation of an entrepreneurial venture?

INTERNET ACTIVITIES

1.
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Web-surfing exercise: Develop your own list of the
five most important societal or economic trends
currently shaping our society and providing major
business opportunities. Use the Web to generate
potential venture ideas related to the trends and to
gather commentary and statistics on them.

Determine several “resources” available from the
Small Business Administration (SBA) for entrepre-
neurs that might be useful in starting, financing,
and managing an entrepreneurial venture. The
SBA Web site is http://www.sba.gov. Also, search
the SBA’s Office of Advocacy Web site (http://
www.sba.gov/advo/) for information relating to

13.

14.

15.

16.

17.

18.

19.
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What is entrepreneurial finance? What are the re-
sponsibilities of the financial manager of an en-
trepreneurial venture?

What are the five stages in the life cycle of a suc-
cessful venture?

New ventures are subject to periodic introspection as
to whether they should continue or liquidate. Explain
the types of information you would expect to gather
and how they would be used in each stage to aid an
entrepreneur’s approach to the venture’s future.
Identify the types of financing that typically coin-
cide with each stage of a successful venture’s life
cycle.

Identify the major sources, as well as the players,
associated with each type of financing for each life
cycle stage.

Describe the life cycle approach for teaching en-
trepreneurial finance.

From the Headlines—CLEANTtricity: Briefly describe
the small wind turbine market and how CLEANTri-
city’s SHAPEshifter addresses that market. Give some
examples of how CLEANTtricity might approach rais-
ing the $2 million in capital that it seeks.

recent annual numbers of employer firm births
and the importance of small businesses to the U.S.
economy.

Following are some pairs of famous entrepreneurs.
Using the Web if needed, associate the entrepre-
neurs with the companies they founded:

1. Steve Jobs and Steven Wozniak A. Google

2. Bill Gates and Paul Allen B. Ben & Jerry’s
3. Larry Page and Sergey Brin C. Microsoft

4. Ben Cohen and Jerry Greenfield D. Apple, Inc.

EXERCISES/PROBLEMS

1. [Financing Concepts] The following ventures are at different stages in their life cycles.
Identify the likely stage for each venture and describe the type of financing each
venture is likely to be seeking and identify potential sources for that financing.

A. Phil Young, founder of Pedal Pushers, has an idea for a pedal replacement for
children’s bicycles. The Pedal Pusher will replace existing bicycle pedals with an
easy-release stirrup to help smaller children hold their feet on the pedals. The
Pedal Pusher will also glow in the dark and will provide a musical sound as the
bicycle is pedaled. Phil is seeking some financial help in developing working

prototypes.


http://www.sba.gov
http://www.sba.gov/advo/
http://www.sba.gov/advo/
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B. Petal Providers is a firm that is trying to model the U.S. floral industry after its
European counterparts. European flower markets tend to have larger selections
at lower prices. Revenues started at $1 million last year when the first “mega”
Petal Providers floral outlet was opened. Revenues are expected to be $3 million
this year and $15 million next year after two additional stores are opened.

2. [Life Cycle Financing] The following ventures have supplied information on how
they are being financed. Link the type and sources of financing to where each ven-
ture is likely to be in its life cycle.

A. Voice River provides media-on-demand services via the Internet. Voice River
raised $500,000 of founder’s capital in April 2008 and “seed” financing of $1 mil-
lion in September 2008 from the Sentinak Fund. The firm is currently seeking $6
million for a growth round of financing.

B. Electronic Publishing raised $200,000 from three private investors and another
$200,000 from SOFTLEND Holdings. The financial capital is to be used to com-
plete software development of e-mail delivery and subscription management
services.

3. [Venture Financing] Identify a successful entrepreneurial venture that has been in
business at least three years.

A. Use historical revenue information to examine how this particular venture
moved through its life cycle stages. Determine the length of the development
stage, the startup stage, and so forth.

B. Determine the financing sources used during the various stages of the venture’s
life cycle.

C. Identify the venture’s equity owners and how shares have been distributed
among the owners. What portion of ownership has been allocated to manage-
ment team members? What, if any, agency conflicts can you identify?

4. [Financial Risk and Return Considerations] Explain how you would choose between
the following situations. Develop your answers from the perspective of the principles
of entrepreneurial finance presented earlier in the chapter. You may arrive at your
answers with or without making actual calculations.

A. You have $1,000 to invest for one year. (this would be a luxury for most entre-
preneurs). You can set a 4 percent interest rate for one year at the Third First
Bank or a 5 percent interest rate at the First Fourth Bank. Which savings ac-
count investment would you choose and why?

B. A “friend” of yours will lend you $10,000 for one year if you agree to repay him
$1,000 interest plus returning the $10,000 investment. A second “friend” has
only $5,000 to lend to you but wants total funds of $5,400 in repayment at the
end of one year. Which loan would you choose, and why?

C. You have the opportunity to invest $3,000 in one of two investments. The first
investment would pay you either $2,700 or $3,300 at the end of one year, de-
pending on the success of the venture. The second investment would pay you
either $2,000 or $4,000 at the end of one year, depending on the success of the
venture. Which investment would you choose and why? Would your answer
change if your investment were only $1?

D. An outside venture investor is considering investing $100,000 in either your new
venture or another venture, or investing $50,000 in each venture. At the end of
one year, the value of your venture might be either $0 or $1 million. The other
venture is expected to be worth either $50,000 or $500,000 at the end of one
year. Which investment choice (yours, the other venture, or half-and-half) do
you think the venture investor would choose? Why?
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5. [Ethical Issues] Assume that you have been working on a first-generation “prototype”
for a new product. An angel investor is “waiting in the wings,” wanting to invest in a
second-generation model or prototype. Unfortunately, you have run out of money
and aren’t able to finish the initial prototype. The business angel has previously
said that she would “walk” if you cannot produce a working first-generation
prototype.

A. What would you attempt to do to save your entrepreneurial venture?

B. Now let’s assume that the angel investor will advance you the financing needed
for the second-generation prototype based on your “word” that the first-
generation prototype has been completed and is working? What would you do?

SUPPLEMENTAL EXERCISES/PROBLEMS

[Note: These activities are for readers who have an understanding of financial statements. Accountants record the flow
of revenues and expenses over a time period such as a year in the income statement. Accountants also record the
amount in asset accounts at the end of each accounting period in the balance sheet. For readers who need to review
basic financial statements, the following problems can be completed after the materials in Chapter 4 have been
covered.]

6. [Costs or Expenses] Phil Young, founder of Pedal Pushers, expects to spend the next
six months developing and testing prototypes for a pedal replacement for children’s
bicycles. (See Part A of Problem 2 for a description of the proposed product.) Phil
anticipates paying monthly rent of $700 for space in a local warehouse where the
Pedal Pusher product will be designed, developed, and tested. Utility expenses for
electricity and heat are estimated at $150 per month. Phil plans to pay himself a sal-
ary of $1,000 per month. Materials needed to build and test an initial prototype
product are expected to cost $9,500. Each redesign and new prototype will require
an additional $4,500 investment. Phil anticipates that, before the final Pedal Pusher
is ready for market at the end of six months, three prototypes will have been built
and tested. Costs associated with test marketing the Pedal Pusher are estimated at
$7,000.

A. Determine the amount of financial capital that Phil Young will need during the
six months it will take to develop and test-market the Pedal Pusher.

B. What type of financial capital is needed? What are the likely sources of that cap-
ital for Phil Young?

C. What would be your estimate of the amount of financial capital needed if the
product development period lasted nine months?

D. What compensation arrangements would you recommend as he hires additional
members of the management team?

7. [Expenses and Revenues] Let’s assume that Phil Young does develop and successfully
market the Pedal Pusher product discussed in Problems 1 and 7. Phil’s venture will
purchase materials for making the product from others, assemble the products at the
Pedal Pusher venture’s facilities, and hire product sales representatives to sell the
Pedal Pusher through local retail and discount stores that sell children’s bicycles.
The costs of plastic pedals and extensions; bolts, washers, and nuts; reflective mate-
rial; and a microchip to provide the music when the bicycle is pedaled are expected
to be $2.33 per pair of Pedal Pushers. Assembly costs are projected at $1.50 per pair.
Shipping and delivery costs are estimated at $0.20 per pair, and Phil Young will have
to pay commissions of $0.30 per pair of pedals sold by the sales representatives.

A. What will it cost to produce and sell a pair of Pedal Pushers?
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B. What price will Phil Young have to charge for a pair of Pedal Pushers if he
wants a “markup” of 50 percent on each sale? At what price would retailers
have to sell a pair of Pedal Pushers if they, in turn, desired a “markup” before
their expenses of 40 percent?

C. Now that Pedal Pushers is up and operating, Phil Young feels he should be paid
a salary of $5,000 per month. Other administrative expenses will be $2,500 per
month. How many units (pairs) of Pedal Pushers will the venture have to sell
to cover all operating and administrative costs during the first year of
operation?

MINI CASE
Interact Systems, Inc.

Interact Systems, Inc., has developed software tools that help hotel chains solve application integration problems. Interact’s appli-
cation integration server (AIS) provides a two-way interface between central reservations systems (CRS) and property management
systems (PMS). At least two important trends in the hotel industry are relevant. First, hotels are shifting from manual to electronic
booking of room reservations; electronic bookings will continue to increase as more reservations are made over the Internet. Sec-
ond, competitive pressures are forcing hotels to implement yield management programs and to increase customer service. By inte-
grating the CRS and PMS through Interact's AIS, inventories can be better managed, yields improved, and customer service
enhanced.

All reservation traffic is routed from the CRS to individual hotel properties. This allows Interact Systems to create a database
that can be used to track customers and to facilitate marketing programs, such as frequent-stay or VIP programs, as a way of in-
creasing customer satisfaction. Interact forecasts application integration expenditures in the hospitality industry exceeding $1 billion
by 2013.

Greg Thomas founded Interact Systems in 2007 and developed the firm’s middleware software and hospitality applications. He
has twelve years of systems applications experience and currently is Interact’s chief technology officer. Eric Westskow joined Inter-
act in early 2010 as president and CEQ. He had worked in sales and marketing in the software industry for more than twenty
years.

Interact Systems’ AIS software development, which began in 2007, went through several design changes in 2008. The first
product was sold and installed in 2009. Sales were only $500,000 in 2010. However, now that the firm has dependable market-
tested AIS products ready to be shipped, revenues are expected to reach $20.8 million in 2013.

Greg Thomas founded Interact Systems with $50,000 of his own savings plus $50,000 from friends. Two private investors pro-
vided an additional $200,000 in 2008. In addition, $1 million was obtained from a venture capital firm, Katile Capital Partners, in
early 2010 in exchange for an equity position in Interact. The firm currently is seeking an additional $5 million to finance sales
growth.

A. Verify the two important trends that are developing in the hotel industry.

B. Describe how Interact Systems’ AIS software products will benefit the hotel industry from a profitability standpoint.

C. Describe how Interact Systems” AIS software will help hotels improve customer satisfaction.

D. Describe the life cycle stages that Interact Systems has progressed through to date.

E. What types of venture financing have been obtained, or are being sought, by Interact?

F. Relate major sources or players with the venture financing described in Part E.

G. What types of agency problems or conflicts should the founding entrepreneur have anticipated?

H. What, if anything, should the founding entrepreneur have done in anticipation of agency conflicts?

|. Assuming the venture succeeds, what are the potential advantages to other stakeholders (customers, employees, and society
more broadly)?

J. If internal sales growth projections are revised downward after the current financing round, what, if any, disclosure to stake-
holders (investors, employees, customers, etc.) should occur? Why?
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CHAPTER

From the Idea to the
Business Plan

PREVIOUSLY COVERED

In Chapter 1, we presented an overview of entrepreneurial finance and, we hope, kindled
your interest in learning more about the financial management tools and methods that
can help entrepreneurs succeed. We aligned the types of financing, sources, and investors
with a successful venture’s stages of revenue growth. We explained how the progression
through this book follows the venture life cycle.

LOOKING AHEAD

Part 2 focuses on starting a new venture and surviving the first year or two of operations.
Chapter 3 covers the pros and cons of alternative business organizations, including tax
and liability considerations the entrepreneur should consider when making choices re-
garding a new venture’s formal organization. We discuss important intellectual property
rights issues that can factor heavily in whether the venture survives and prospers. We
consider potential seed and startup financing sources.

CHAPTER LEARNING OBJECTIVES

In this chapter, we examine how one can move from an idea to an assessment of the
related business opportunity’s feasibility. We introduce both qualitative and quantitative
tools to facilitate this assessment. We conclude the chapter with an overview of the more
formal document that incorporates, extends, and reinforces the initial feasibility assess-
ment’s analysis: the business plan. After completing this chapter, you will be able to:

. Describe the process of moving from an idea to a business plan.

. Understand the components of a sound business model.

. Identify some of the best practices for high-growth, high-performance firms.

. Understand the importance of timing in venture success.

. Describe the use of a Strength-Weakness-Opportunity-Threats (SWOT) analysis as
an initial “litmus test.”

. Identify the types of questions that a reasonable feasibility assessment addresses.

7. Identify quantitative criteria that assist in assessing a new venture’s feasibility and its

ability to attract external financing.
8. Describe the primary components of a typical business plan.

U W N =
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From the Headlines

Brooklyn Brews During Recession Blues

On October 14, 1978, President Jimmy Carter
signed House of Representatives Bill 1337
which, among other things, created an ex-
emption from taxation for home-brewed beer
for personal and family use. Since the repeal
of Prohibition, states have held the primary
responsibility for regulating alcoholic bever-
age creation and distribution. Many states,
although not all (a warning for thirsty readers
in Alabama, Mississippi, and Oklahoma),
have legalized home brewing. Although cer-
tainly not impartial on the subject, the Amer-
ican Homebrewers Association “estimates
that nearly 750,000 Americans brew beer
at home at least once a year."’

A June 2009 Gallup poll found that 64%
of respondents consume alcoholic bevera-
ges, a number that has fallen in the range
of 55 percent to 71 percent since 1939 and
within 62 percent to 66 percent during the
wild economic ups and downs of the last
decade.” Fifty-eight percent of male drinkers
claim that beer is their most common alco-
holic beverage; the comparable share for
women is a respectable 21 percent, although
wine takes the lead at 50 percent.® The 2008
Census Bureau estimate for New York City's
population is 8,363,710.* Even without the
numbers, New York's market for beer is
significant. Stephen Valand and Erica Shea
seek their own piece of that market by help-
ing customers craft their own homebrews.

Their venture, Brooklyn Brew Shop, sells a
homebrew kit and ingredients tailor-made for

demanding connoisseurs of carefully crafted
beers. With a one- or five-gallon glass jug, an
airlock system, a special siphon, a few other
included items, and an ingredients kit, custo-
mers can quickly enter the homebrew world
and, in about four weeks, be enjoying “Choc-
olate Maple Porter,” “Rose Cheeked Blonde,”
“Grapefruit Honey Ale,” or “Bel-Gin Strong.”
Importantly for the target market, the area of
a home required to be dedicated to the pro-
cess can be as small as one square foot, a
design feature appropriate for a city with very
high rent. The use of “attractive glass” for the
jugs is a concession to the fact that the
apartment-based home brewing process may
be visible to guests.

Brooklyn Brew Shop's $40 one-gallon kits
were available originally only at the Brooklyn
Flea Market. The initial stand rent was $100
a day for its sales launch on the July 4"
weekend in 2009.° First day of sales moved
only five kits; by autumn the stand was sell-
ing 90 kits a week. Brooklyn Brew Shop's
initial profit margin was reported to be about
$12 to $15 a kit.” Its current product offerings
have expanded to include a $125 five-gallon
kit. Its products can now be found at the
Brooklyn Flea Market, a Whole Foods grocery
store (The Bowery), at Northern Spy Food Co.,
and, of course, online® It is seeking place-
ments in even more retail outlets. While
there is some debate as to whether beer
consumption is recession-proof, it's pretty
clear that Brooklyn Brew Shop's recession-

era launch was one way of addressing the
recession blues: head on.

Brooklyn Brew Shop was founded in
2008 with $10,000 in personal savings.? The
co-founders bootstrap efforts included begin-
ning operations out of their existing apart-
ment, launching their sales efforts out of the
Brooklyn Flea Market, where they still sell,
and seeking assistance from the Brooklyn
Law Schools clinic for new businesses."

1 http://www.homebrewersassociation.org/pages/
government-affairs/talking-points, viewed on 4/27/10.
The association claims 19,000 members.

2 http://www.gallup.com/poll/121277/drinking-habits-
steady-amid-recession.aspx, viewed on 4/27/10.

3 Ibid.

4 http://www.nyc.gov/html/dcp/html/census/
popcur.shtml, viewed on 4/27/10.

5 "Designed with what we think is the typical New
York apartment in mind, our kits take up less
than 1 sg. foot when in use and are made of
attractive glass because making something deli-
cious should be something you can be proud of,
not something you need to hide.” Appears on the
entry to the Web site, http://brooklynbrewshop.
com/.

6 http://www.nytimes.com/2009/09/22/nyregion/
22entry.html, viewed on 4/27/10.

7 Ibid.

8  http://brooklynbrewshop.com/locator, viewed on
4/27/10.

9  http://www.reuters.com/article/idUS-
TRE59J5BH20091020, viewed on 4/27/10.

10  http://www.nytimes.com/2009/09/22/nyregion/

22entry.html, viewed on 4/27/10.

very new venture begins with an idea. Transforming the concept in one’s mind into

a product or service that satisfies, or creates and then satisfies, a consumer need is

the first step in the entrepreneurial process. Only a small number of new business
ideas become viable business opportunities with funded business plans. We know that
venture capitalists invest in only 1 to 3 percent of business plans presented to them. To
survive the massive winnowing, particularly when seeking professional venture capital,
successful entrepreneurs overcome substantially long odds.

How do we know whether an idea has the potential to become a viable business
opportunity? The answer is that we don’t know with absolute certainty. There are
many examples of good ideas that have flopped as business ventures. Likewise,
there are many examples of ideas that were turned down by venture investors
(and professors) before ultimately making the persistent entrepreneur a wealthy
individual. While there is no infallible screening process, there are tools and
techniques that can help you and prospective investors examine similarities
between your potential venture and other successful ventures.
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salary-replacement
firms

firms that provide their
owners with income levels
comparable to what they
could have earned working
for much larger firms

lifestyle firms

firms that allow owners to
pursue specific lifestyles
while being paid for doing
what they like to do

entrepreneurial
ventures

entrepreneurial firms that are
cash flow—and performance-
oriented as reflected in rapid
value creation over time
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| SECTION X
PROCESS FOR IDENTIFYING BUSINESS

OPPORTUNITIES

In Chapter 1, we defined an entrepreneur as an individual who thinks, reasons, and acts
to convert ideas into commercial opportunities and to create value. An entrepreneur may
start a number of different types of businesses including:

%  salary-replacement firms;
% lifestyle firms;
% entrepreneurial firms or ventures.

Salary-replacement firms provide their owners with income levels comparable to
what they would have earned working for much larger firms. Examples include single-
store retailers, restaurant owners, and financial and tax services providers. Lifestyle firms
allow their owners to pursue specific lifestyles while being paid for doing what they like
to do. Examples include owning and operating a ski instruction or whitewater rafting
business.

Entrepreneurial ventures strive for high growth rates for revenue, profit, and cash
flow. Typically, entrepreneurial ventures will not be able to grow at the targeted rate
without attracting external investment above and beyond that provided by the entrepre-
neur and retained profits. Salary-replacement and lifestyle firms experience some of the
trauma and rewards of the entrepreneurial lifestyle, but remain centered on a small-scale
format with limited growth and employment opportunities. In the United States, small
businesses are predominantly salary-replacement or lifestyle firms; many provide their
owners with perceived business enjoyment and a reasonable amount of wealth.! For
such firms, rapid growth and international market domination are of secondary, if any,
interest to the owners. While we don’t want to diminish the contribution of this very
large and economically critical class of entrepreneurial firms, we do want to make it clear
that our focus is on the subset of entrepreneurial firms seeking growth and market dom-
ination. Such firms experience traumatic growth pains and are the primary targets for
professional venture investing. To emphasize the particular challenges faced by such
firms, we will refer to our growth-driven subset as entrepreneurial ventures.

In Chapter 1, we defined entrepreneurial opportunities as ideas that have the potential
to create value through new, repackaged, or repositioned products, markets, processes, or
services. A well-designed entrepreneurial venture begins with an idea that survives an
analysis of its feasibility and results in a business plan. Figure 2.1 depicts a graphical re-
presentation of moving from the idea or entrepreneurial opportunity stage through the
feasibility analysis stage and into the business planning stage. Many introductory entre-
preneurship textbooks spend considerable time on identifying ideas, conducting feasibil-
ity analyses, and preparing business plans.” Rather than repeating that material here, our
objective is to provide insights into the process while maintaining an entrepreneurial fi-
nance perspective.

Once conceptualized, a new idea should be examined for its business feasibility. The
second element in Figure 2.1 is an initial feasibility review. This review focuses on whether
it is possible to convert the idea into a product or service meeting a lucrative unfilled need.

1 For example, see Thomas J. Stanley and William D. Danko, The Millionaire Next Door (New York: Longstreet Press,
1996).

2 See Jeffry A. Timmons and Stephen Spinelli, New Venture Creation, 8th ed. (New York: McGraw-Hill/Irwin, 2009),
chaps. 5, 6, and 8. Also see Bruce R. Barringer and R. Duane lreland, Entrepreneurship: Successfully Launching New
Ventures, 3rd ed. (Upper Saddle River, NJ: Pearson/Prentice Hall, 2010), chaps. 2, 3, and 4.
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FIGURE 2.1 FROM ENTREPRENEURIAL OPPORTUNITIES TO NEW BUSINESSES, PRODUCTS, OR SERVICES

Ideas

Feasibility Business Plan

Societal Trends or Changes
Demographic Trends or Changes
Technological Trends or Changes
Other Sources

Business, Product, or
Service Opportunity >
(an unfilled need)

New Business,
Product, or Service

y

Much insight can be gained from this initial feasibility “litmus test.” Entrepreneurs pursu-
ing a salary-replacement or lifestyle business requiring little outside financing may move
rapidly from such a basic qualitative screen to preparing a business plan. However, for en-
trepreneurial ventures requiring external financing, a more rigorous feasibility analysis with
qualitative and quantitative components offers important additional insights.

Later in this chapter, we will return to a simple initial approach and more detailed in-
depth approaches to feasibility analysis. First, however, we want to discuss the basic in-
gredients of a sound business model. Knowing the best practices of successful startup
businesses can help an entrepreneur make better judgments and distinctions when
conducting a feasibility analysis or writing a business plan.

CONCEPT CHECK  x \What are three types of startup firms?

BT 22
TO BE SUCCESSFUL, YOU MUST HAVE A SOUND

BUSINESS MODEL

A good idea is not enough. If an entrepreneur hopes to turn an idea into a business op-
sound business model portunity, a viable business model should be in place. A sound business model provides

a plan 1o generate revenues, a framework for the venture to:

make profits, and produce

%  generate revenues;
free cash flows

% make profits;
% produce free cash flows.

Each of these components needs to be achieved within a reasonable time. Having a
sound business model helps the entrepreneur attract financing and increase the likeli-
hood that the venture will survive and build value over time.

Component 1: The Plan Must Generate Revenues

First, the venture must generate sales or revenues.” An important component of a
venture’s perceived present and future value is its current level of revenues (which may
be zero, if the venture is in its development stage or at the beginning of its startup stage)

3 We use the words “sales” and “revenues” interchangeably throughout this book because both connote a dollar
amount. However, there are times when it is useful to refer to unit sales and the growth in units sold. Technically,
revenues can grow by raising prices of the products or services being sold, by selling more units, or by a combination
of both.
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and the expected growth of those revenues. A successful business model provides a prod-
uct or service that customers will purchase. Sound marketing plans and selling efforts are
almost always necessary to generate initial sales and growth in sales over time.

In addition to marketing existing products and services, a venture’s management team
must develop and market new products and services to increase sales revenue. Branding
the venture’s products and services—to facilitate new product introduction and inhibit
competitive inroads—is an important part of most ventures’ marketing strategies. It
would be easy if the venture could somehow keep selling its existing products and ser-
vices at prevailing prices or higher. More typically, however, innovation and competition
drive down prices and erode the market share held by a venture’s existing products and
services. In extremely competitive industries, it can be difficult to increase existing prod-
uct prices at all, even just to keep up with inflation. Anyone who has bought electronic
goods in the last thirty years understands this.

It is common for ventures that get to market first, or that generate defensible intellectual
property, to price new products or services at high markups. The realization of high mar-
gins, however, is the bait that lures new competitors into mimicking the first mover and
into investing in research, development, and legal advice to chip away at protections offered
by intellectual property rights. In a competitive market economy with restricted intellectual
property rights (e.g., finite patent lives), no venture can expect to sustain abnormally high
margins forever. The ravages of competition may be delayed; they cannot be avoided.

Component 2: The Plan Must Make Profits

The second component of a sound business model is after-tax operating profits. A suc-
cessful venture cannot target sales growth alone. It must target growth in total venture
profitability even when prices decrease as sales grow. A venture’s revenues must be large
enough to exceed its costs of production and services, as well as pay the venture’s man-
agement team, other employees, liabilities owed to its creditors, and tax obligations. A
venture’s management team must be capable of managing the firm’s operations effi-
ciently, and of finding and retaining the human resources necessary to carry out produc-
tion and service functions. Seeking a sustainable competitive advantage on any or all of
these fronts is an important component of long-term venture viability. In most cases, a
successful venture that survives its rapid-growth stage understands that durable future
revenues and profits require ongoing innovation, marketing, and attention to the indus-
try’s cost structure and competitive landscape.

Profitability, however, is still not enough. When a venture consumes resources, it di-
verts them from other potential uses. A basic principle of market economics and capital-
ism is that capital providers must be compensated for the venture’s use of that capital.
Capital can be loaned out to others or otherwise employed; consequently, the venture’s
plan must incorporate a return to capital providers over and above simple profitability.
To understand this, suppose a venture requires a warehouse to store intermediate pro-
ducts before finishing them for sales. If the venture doesn’t own that warehouse, it
must be rented. This type of cost is easy to see because the rent typically appears directly
on a statement of profits and losses (an income statement). No one overlooks the cost of
this capital when there is a highly visible market for the use of that capital, and account-
ing conventions allow the venture to “expense” the rent payment.

Some forms of capital, however, are not so easy to see, and accounting conventions
may not emphasize their immediacy and accumulation. For example, if a founder allows
a sibling to invest $200,000 in a new venture, even the most charitable of siblings will
likely expect to get the $200,000 back, with appreciation, at some future date. This is
simply because that money could have been invested elsewhere. The expected apprecia-
tion is the cost of using the $200,000, even if it only went to purchase inventory (which
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appears as an asset on the venture’s balance sheet rather than as a “rent” on the state-
ment of profit and loss). Capital costs are real; while the associated payments may be
deferred, no venture can ignore them in the long run. It is not prudent to ignore them
even in the short run.

Component 3: The Plan Must Produce Free Cash Flows

The third component of a sound business model is a future ability to pay accumulated
equity capital costs by what many term “free cash flow to equity”—what remains of prof-
its after all investment costs have been subtracted. A sound business model anticipates
the cash flow associated with expansions in the venture’s asset investments. In particular,
growing firms typically need to expand their investments in inventories, facilities, and
equipment.* Not all of the profit generated by selling a product (or providing a service)
is “free” to be paid back to the investors when the venture must increase its asset
investments.

Frequently, students (and entrepreneurs unfamiliar with accounting) will inquire
where retained earnings are kept—as though they are stored inside a vault somewhere
in venture headquarters. When the venture generates a profit that is not paid out to the
owners, the account that grows is usually labeled “retained earnings.” As this account
increases over time (indicating profitability), it is natural to look for this great store of
earnings and, presumably, value. However, in many—if not most—cases, these retained
earnings are long gone, as the associated liquid asset (e.g., cash) was spent on increasing
the assets so production and sales could rise. Only when the venture’s profit rises above
these reinvestment flows does it offer a free cash flow that can be used to repay the ven-
ture’s capital providers.”

The venture’s value to its owners is determined by the size and timing of its future
free cash flows (to equity). However, having to wait to receive those future free cash
flows imposes the opportunity cost of not having them now. That is, everyone would
prefer to have the cash now rather than in the future. The opportunity cost of this delay
is referred to as the time value of money and is due to the investor’s foregone return on
current use of the cash. In addition to the time value of money, investors expect to be
compensated for risk—that is, the risk that the venture will be less successful than antic-
ipated, or even a failure.

CONCEPT CHECK % \What are the components of a sound business model?

| SECTION X
LEARN FROM THE BEST PRACTICES OF

SUCCESSFUL ENTREPRENEURIAL VENTURES

It is important to realize that one can learn critical lessons from the experiences of other
entrepreneurs. Knowing some of the characteristics and practices of existing, successful
high-growth, high-performance entrepreneurial ventures can help an aspiring entrepreneur

4 We will occasionally refer to expenditures for plant and equipment as “capital expenditures,” or CAPEX for short.

5 While it is important to establish a sound business model where revenues will convert to profits and cash flows, it is
growth or scalability of the model that creates value for the owners. The importance of growth is noted annually in
various business publications. For example, see “Hot Growth Companies,” Business Week, June 4, 2007, pp. 70-74;
and “The Fastest-Growing Technology Companies,” Business 2.0, June 2007, pp. 58-66.
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understand and deliver the necessary ingredients for success. Figure 2.2 lists some of the
leading practices that Donald Sexton and Forrest Seale identified in a study of successful
fast-growth (high-growth, high-performance) companies for the Kauffman Center for Entre-
preneurial Leadership.® We group these leading or “best” practices into three categories:
marketing, financial, and management.

Best Marketing Practices

Successful high-growth, high-performance firms typically sell high-quality products and
provide high-quality services. These firms generally develop and introduce new products
or services considered to be the best in their industries. That is, they are product and
service innovation leaders. Their products typically command higher prices and profit
margins. Providing high-quality products or services, being product or service innovation
leaders, and being able to sell products or provide services that command high profit
margins are characteristics of successful entrepreneurial ventures. Successful ventures
tend to offer high-quality products and services while demonstrating innovative leader-
ship and market (pricing) power.

Best Financial Practices

Many successful entrepreneurs understand the financial challenges facing rapid-growth
ventures. Not surprisingly, the financial planning function becomes critical to venture
success and cannot be neglected even when the entrepreneur feels her talents are best
suited to other areas such as product development, marketing, or operations. Financial
plans incorporating multiple contingencies are important for dealing with the financial
fragility of early-stage ventures. Slight delays, lower-than-expected consumer acceptance,
and key employee departure all have financial ramifications that can cripple a new ven-
ture and send it spiraling downward.

Even unexpected success can present significant financial challenges that may not be
immediately obvious without a detailed financial plan. Anticipating the consequences of
ramping up to meet a favorable demand shock is an important prerequisite to being able
to enjoy that unexpected success. Examples of the financial tools that assist in anticipat-
ing challenges in a venture’s potential future include at least one year of monthly cash-
oriented projections and projected annual financial statements for the next three to five
years. Rapid growth typically requires multiple rounds of financing. Successful ventures
anticipate financing needs and search for the financing before the funds are actually re-
quired. Since most entrepreneurs want to retain control of the venture, their searches for
financing involve some important stated and unstated constraints that can significantly
increase the time spent obtaining financing.

Successful high-growth firms understand the resources required to manage the firm’s
assets, financial resources, and operating performance, while putting out any current
“fires” and monitoring and positioning the venture for future expansion. They also de-
velop preliminary harvest or exit strategies and, at times, consider the ramifications of
current financing, investment, and operating decisions on a potential future liquidity
event. They may even reflect these contemplations in a formal business plan. Keep the
following in mind as you look for the business opportunities in your ideas:

Everything started as a dream. You gotta have insight, know what you want. You
gotta have a plan. Like I tell anybody, if you fail to plan, you’re planning to fail.
—Lawrence Tureau (Mr. T), actor, 1993 (interview with The Onion)

6 Donald L. Sexton and Forrest |. Seale, Leading Practices of Fast Growth Entrepreneurs: Pathways to High Performance
(Kansas City, MO: Kauffman Center for Entrepreneurial Leadership, 1997).
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FIGURE 2.2 BEST PRACTICES OF HIGH-GROWTH, HIGH-PERFORMANCE FIRMS

Marketing Practices

%  Deliver high-quality products or services

% Develop new products or services that are considered to be the best

%  Offer products or services that command higher prices and margins

% Develop efficient distribution channels and superior service support facilities

Financial Practices

% Prepare detailed monthly financial plans for the next year and annual financial
plans for the next five years

% Anticipate and obtain multiple rounds of financing as the venture grows

%  Efficiently and effectively manage the firm’s assets and financial resources and
its operating performance

% Plan an exit strategy consistent with the entrepreneur’s objectives and the firm's
business plan

Management Practices

% Assemble a management team that is balanced in both functional area coverage
and industry/market knowledge

% Employ a decision-making style that is viewed as being collaborative

% Identify and develop functional area managers who support entrepreneurial
endeavors

% Assemble a board of directors that is balanced in terms of internal and external
members

Best Management Practices

Successful entrepreneurial ventures assemble well-balanced and experienced manage-
ment teams. Members of the teams have expertise across the functional areas of market-
ing, finance, and operations. They typically have prior success in the venture’s industry
and markets. While successful entrepreneurs exhibit many different managerial styles,
they usually view decision making as a collaborative effort. It is critical that functional
area managers share in the founder’s entrepreneurial drive. Successful entrepreneurial ven-
tures make use of the expertise provided by their boards of directors (or advisers). Summa-
rizing, the effective entrepreneurial management team should provide expertise in the
functional areas of marketing, finance, and operations; have successful experience in the
venture’s industry and markets; work collaboratively; and share the entrepreneurial spirit.
A venture’s management profile is extremely important. Some potential investors view a
detailing of the management team as the most important section of a business plan.

Best Production or Operations Practices
Are Also Important

Although Figure 2.2 does not include specific operations or production practices, we want
to make sure that the importance of this functional area is not overlooked. Recall that
the first item under marketing practices is to deliver high-quality products or services. It is
the venture’s production or operations area that carries this responsibility. Furthermore,
products and services must be delivered on time. Businesses operate in real time. Customers
want their products or services now or, at least, when they are promised. Otherwise,
customers are likely to turn to a competitor who delivers on time. Remember that, as you
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move from the idea to a viable business opportunity and then to actual startup, many as-
pects of your products and services (like quality and timing) are critical.

CONCEPT CHECK  x \What is an entrepreneurial venture?

| SECTION I
TIME-TO-MARKET AND OTHER TIMING

IMPLICATIONS

Business opportunities exist in real time, and most ideas have a relatively narrow window
of opportunity to be transformed into successful business ventures. Sometimes ideas are
ahead of their time—at least, they are too early to become viable business opportunities
for the inventor or innovator.” For example, although the Wright brothers were pioneers
in flight, their prototype was not commercially viable. Military and early commercial uses
exploiting related technologies marked the beginning of that viable business opportunity.
Not long ago, neither the World Wide Web nor e-commerce existed. Selling groceries “on-
line instead of in line” and writing electronic mortgage loans were not viable business op-
portunities until recently. Many innovations that are now technologically feasible
(including online groceries) are still struggling to become the foundations of successful
commercial ventures. Often, the first attempts to deploy a new technology only partially
clear the necessary education and adoption hurdles and end up merely providing data for
the next generation of ventures seeking to commercially exploit the new technology.

Ideas can also be past their time. That is, the window of opportunity may close when
someone beats you to market or when the idea focuses on a technology that is aban-
doned shortly after the venture is launched. If you are thinking about starting an online
auction business, it is certainly technologically feasible. However, it is probably a bit late,
unless you exploit a lucrative niche that for some reason has remained undiscovered by
the scores of other entrepreneurs who have considered launching online auctions in re-
cent years. Similarly, an idea to construct an infrastructure of wires and cables, to pro-
vide voice and other services to customers in developing countries, may not be a viable
business idea when wireless broadband technology offers a more cost-effective means of
providing high-speed, high-capacity data and voice services.

Time-to-market, particularly when one is first to market, is often important in deter-
mining whether an idea becomes a viable business. Time is particularly critical when
ideas involve information technology because the difference of a few months may deter-
mine success or failure. eBay, Inc., an online auction house, is an interesting example of
a firm’s moving quickly and successfully to dominate a type of Internet business (person-
to-person). Pierre Omidyar launched eBay in September 1995 after a casual dinner con-
versation with his fiancée, an avid collector of Pez™ candy dispensers. Omidyar had his
initial contact with Internet shopping in 1993 with a firm called eShop, which was sub-
sequently purchased by Microsoft. He then developed Web applications at General
Magic. With a vision of the potential demand for consumer trading via the Internet,
Omidyar designed eBay as an initial experiment to assess consumer demand. When ex-
pectations were quickly exceeded, eBay became Omidyar’s full-time job. eBay currently

7 Of course, patents and copyrights may provide some protection until an idea can become a viable business opportu-
nity. We discuss intellectual property in Chapter 3.
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CONCEPT CHECK

viable venture
opportunity

an opportunity that creates or
meets a customer need,
provides an initial
competitive advantage, is
timely in terms of time-
to-market, and offers the
expectation of added value to
investors

SWOT analysis

an examination of strengths,
weaknesses, opportunities,
and threats to determine the
business opportunity viability
of an idea

hosts well over two million auctions each day. Movement from the idea to the business
opportunity and actual startup was very quick, even by Internet standards. As a result of
being first and quick to market, eBay has not been seriously threatened by competition.

Of course, being first to market does not necessarily ensure success. Adam Osborne is
generally given credit for having been first to market with a portable computer. Several
of our faculty colleagues purchased “Osbornes” when they were introduced to the mar-
ketplace. Although we recall that the computer worked reasonably well, Adam Osborne
had no sustainable competitive advantage. Other computer manufacturers that were
more soundly financed and had larger support stafts quickly brought out their own ver-
sions of the portable computer; the rest is history. Dan Bricklin was first to market with
spreadsheet software: VisiCalc, a name unfamiliar to most of our younger readers. Visi-
Calc was quickly buried by the introduction of Lotus 1-2-3, and, as we all know, the
dominant product in the category was soon revealed to be Microsoft’s Excel .

% What is meant by time-to-market?

| SECTION X
INITIAL “LITMUS TEST” FOR EVALUATING THE

BUSINESS FEASIBILITY OF AN IDEA

Good business ideas often result from creative thinking and hard work. They may reflect
new insights into particular existing products, services, or processes. They can result
from more widespread product and service trends related to the evolution of our socie-
ties (so-called “megatrends”). Of course, new business ideas can also be a response to
confusion and chaos. Nottingham-Spirk, a successful industrial design firm, sends em-
ployees to retail establishments such as Wal-Mart to generate product improvement
ideas. They then have a “diverging” or brainstorming session involving several product
designers. This initial meeting is followed by a second round of “converging” meetings
where the ideas are judged.®

The key ingredient is the idea that provides an opportunity to create economic value
for the entrepreneur (and others). In other words, a viable venture opportunity must
meet (or create and meet) a customer need, provide at least an initial competitive advan-
tage, have an attractive time-to-market profile, and offer the expectation of attractive in-
vestment returns.” We know that, during the development stage, it is normal for ideas to
be abandoned along the way as the entrepreneur and venture investors evaluate whether
an idea can be transformed into a viable business opportunity. Product prototypes may
be required, software developed, and new process designs market-tested. While we can’t
tell you which ideas will make good business opportunities, we can offer some insights
into criteria that potential investors may consider when assessing the viability of the
commercialized version of your idea.

A useful tool in an initial investigation of business feasibility is a SWOT analysis. The
focus of such an analysis is the strengths (S), weaknesses (W), opportunities (O), and

8 For more comprehensive discussions of how business opportunities are identified and developed, see Jeffry A. Timmons,
New Business Opportunities (Acton, MA: Brick House Publishing, 1989); and Timmons and Spinelli, New Venture Creation,
chap. 5.

9 See Anne Fisher, “ldeas Made Here,” at http://money.cnn.com/magazines/fortune/fortune_archive/2007/06/11/
100061499/index.htm.
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threats (T) of the business, product, or service idea. Figure 2.3 illustrates a SWOT
analysis approach. The strengths and weaknesses assessment focuses on the internal as-
pects of the idea; the opportunities and threats focus on the external or competitive
environment.

The baby boomer population is aging quickly. As people get older, they find it more and
more difficult to open food products that have twist-off caps. Consider an entrepreneur who
has invented a relatively simple product to make it easier for senior citizens to open food pro-
ducts. Can such an idea be converted to a viable business opportunity? At a minimum, the
SWOT analysis should consider the following areas as potential strengths or weaknesses:

Unfilled customer need
Intellectual property rights

First mover

Lower costs and/or higher quality
Experience/expertise

Reputation value

AN

To begin, we ask whether there is an unfilled customer need for the new senior-
friendly jar opener. Healthy demand is a strength; unproven or questionable demand is
a weakness. Next, we need to determine whether there are any intellectual property
rights that might shield the venture from the ravages of immediate competition. For ex-
ample, can the product be patented? The ability to affordably establish intellectual prop-
erty protection is a strength; the threat of immediate knock-offs is a definite weakness.
By the time it is distributed, will the product be first to market? If so, first-mover advan-
tages can be considerable strengths; if not, there are many challenges in taking a weaker
position as second (or even later) to market. High-quality production at low cost is an
ideal strength; lower-quality production at any cost is most likely a weakness. Past expe-
rience can be a strength or weakness, depending on the amount and context. Reputation
can open or close important doors.

FIGURE 2.3 SWOT ANALYSIS FOR INITIALLY ASSESSING THE
FEASIBILITY OF A BUSINESS IDEA

. Internal Environment

Strengths Weaknesses
High 1 1

2 2

3. 8,
Low 1. 1.

2 2

3 3
II. External Environment

Opportunities Threats
High 1 1

2 2

3. 3,
Low 1. 1.

2 2

3 8
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The SWOT analysis should, at a minimum, consider the following areas as potential
opportunities or threats:

Existing competition

Market size/market share potential
Substitute products or services
Possibility of new technologies

Recent or potential regulatory changes
International market possibilities

ISR S o A

Competition in the targeted market is not usually considered a strength, unless it
means that the market accepts new entrants (one of which is your venture’s product or
service). What current products assist in removing twist-off caps on food products?
Well-defined existing and potential competitors that can provide comparable products
are almost always a threat. Is the market large and waiting for a category killer? If so,
there is probably a great opportunity; if not, then death by attrition is a definite threat.
What are the substitutes for this new jar-opening technology? It is usually hard to see a
large range of substitutes as anything other than a threat. On the other hand, if the prod-
uct deploys some new technology that sufficiently dominates all existing ones (and is
protected), then perhaps the opportunity can overcome competitors’ threats involving
their substitute products.

What if all existing jar-opening technologies had been deemed dangerous by regula-
tory authorities, but the venture’s technology is fundamentally safer. This would be an
important opportunity. On the other hand, if the new technology involves mechanics
or materials with unproven safety, there could be a serious regulatory threat. With re-
spect to international opportunities, there are seniors around the world and food jars
are almost universal. The possibility for selling internationally might be an important op-
portunity if the product can be produced cheaply.

Once the SWOT analysis is completed, we should have a better (first-pass) under-
standing of the potential for the new jar opener to form the basis of a viable business
opportunity. Should competition already exist, it would be wise to prepare a similar anal-
ysis for each major (potential) competitor. The side-by-side comparison of SWOT anal-
yses provides an important multidimensional view of the new venture’s relative
competitive position.

CONCEPT CHECK  x \What is meant by a SWOT analysis?

[T 26
SCREENING VENTURE OPPORTUNITIES

After passing an initial SWOT analysis, a venture seeking external financing should be
subject to more formal feasibility analysis addressing qualitative and quantitative aspects
venture opportunity of its expected growth and performance. While there are many variations in the theme of
screening business feasibility analysis, all suggest substantial, more significant investment of time
A and effort to provide external reference points and data in support (or refutation) of
assessment of an idea’s . . . .
. . the basic conjectures used in the SWOT analysis.
commercial potential to R . . . o
produce revenue growth, Venture opportunity screening is the process of creating useful qualitative and quan-
financial performance, and titative assessments of an idea’s commercial potential and its likelihood of producing rev-
value enue growth, financial performance, and value. An analogy used in the entrepreneurship
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literature is that venture screening involves finding “caterpillars” (ideas) that are likely to
become “butterflies” (successful business or venture opportunities). When evaluating
business opportunities, it is important to consider a number of different factors: industry,
market, economics, competitive advantage issues, management team, and so on.'°

We present a two-stage approach to assessing a venture’s viability. The first stage em-
phasizes a qualitative assessment using a systematic interview with the entrepreneurial
team.'" While an interview can quickly lead to dismissing the idea, in other cases the
interview highlights the tasks to be done before more formal planning (i.e, moving
from the development stage to the startup stage). The interview, in some cases, provides
the first building block for a successful launch. If we assume that the interview indicates
a potential “butterfly,” our second stage involves applying a more quantitative screen to
help determine whether venture investors are likely to fund the metamorphosis.

An Interview with the Founder (Entrepreneur) and
Management Team: Qualitative Screening

Our qualitative screening takes the form of question-and-answer dialogues. While it is
possible for the entrepreneur to respond in privacy, we believe that it is much more use-
ful to seek out others to engage in a little role playing. For example, if one can seek out a
friend, spouse, or other supportively skeptical party to play the role of the interviewer,
the screening exercise may generate more useful input than when the entrepreneur an-
swers the questions in isolation. Moreover, if there are other members of the manage-
ment team in place, each can take the lead responsibility for responding in his areas.'*
The four individual roles are:

% Founder

%  Marketing manager
%  Operations manager
%  Financial manager

In the event that a management team is not in place at the time of the qualitative screen-
ing, the entrepreneur or founder may have to play all of the roles.

Figure 2.4 begins the interview process with the entrepreneur and is aimed at under-
standing the big picture. This interview seeks information regarding the intended custo-
mers, possible competition, intellectual property, challenges to be faced, and so on. At
the conclusion of the interview, the interviewer prepares a subjective assessment and in-
dicates one of the following:

1. High commercial potential
2. Average commercial potential
3. Low commercial potential

Figure 2.5 addresses marketing. This interview seeks information on who makes the
purchase decision for the venture’s product or service and who pays for the purchase. Other
questions focus on market size and growth, channel and distribution challenges, and mar-
keting and promotion needs. After receiving the responses, the interviewer appraises the
venture’s marketing aspect as having high, average, or low commercial potential.

10 For further discussion of the venture opportunity screening process, see Timmons and Spinelli, New Venture Creation,
chaps. 5 and 6.

11 We have used variations of this approach on many occasions to assist potential entrepreneurs at the very beginning
of their process of launching a venture.

12 In a classroom or executive retreat context, we like to see group members acting as the skeptical interviewer while
the rest of the team formulates the best responses the context will allow.
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FIGURE 2.4 DIALOGUE WITH ENTREPRENEUR OR FOUNDER: THE BIG PICTURE

Interviewer: So, let's start with the 30,000-foot view; what's this all about?
Founder:

Interviewer: OK, it passes my “laugh test” although I'm a little light headed at this altitude. Plunging
back down to earth, can you tell me a bit more about your intended customers and what they
see as the benefits your venture offers?

Founder:

Interviewer: | can see the potential, but aren't others targeting those same customers? Are none of the
existing competitors’ offerings similar in use and cost?

Founder:

Interviewer: Granted, it sounds like a promising strategy, but won't others knock you off in relatively
short order? Is there anything proprietary in your approach, and if so, do you have a plan to
protect the related intellectual property?

Founder:

Interviewer: Intellectual property usually means that something’s new and unfamiliar. Will there be
significant consumer education issues involved in using your product and services?

Founder:

Interviewer: You're doing pretty well in your current career and one never knows when to take the
plunge. So, why start now rather than later?

Founder:

Interviewer: Will you be able to leverage your existing contacts and network? Is your network a
strength or weakness relative to the competition?

Founder:

Interviewer: Experience tells us that there's a lot of uncertainty and learning that takes place in a startup.
Of course, learning takes time and resources. For your venture, how do you see the relationship
between the size or scale of your startup efforts and its ability to progress through the
uncertainty about viability or market acceptance? In particular, can the uncertainty be resolved
more quickly if you are better financed?

Founder:

Interviewer: Everyone understands that a business plan is outdated by the time it's printed. I'm thinking
about the inevitable trade-offs each venture makes regarding things like in-house production
versus outsourcing or human crafted versus robotics. What challenges does the venture face in
making these decisions and subsequently adjusting them, if necessary, to changing conditions?

Founder:

Interviewer: We look forward to watching your venture grow and prosper. Thank you for taking time

out of your hectic schedule so we can look back on today and say, “We knew you when
..." [Or: You seem to have an interesting idea; however, our funds are committed at this time.]

Figure 2.6 presents a dialogue with the venture’s operations manager. Information is
sought on the state of the idea in terms of prototypes and whether they have been tested.
What risks remain between now and successful market delivery? Are there potential de-
velopment or production concerns? Again, the interviewer appraises the developmental
and operational aspects as having high, average, or low commercial potential.

Figure 2.7 focuses on a dialogue with the venture’s financial manager. Important
questions include: What is the length of time projected before the venture will achieve
breakeven? How will the venture be financed? How much outside financing will be
needed and when? Again, after the responses have been given, the financial aspects are
judged as having high, average, or low potential.

We recognize that an entrepreneur may choose to continue to pursue her idea even if
the qualitative assessments are not very high. However, if the entrepreneur needs to raise a
substantial amount of financial capital from outside investors, the viability of a venture
with low qualitative scores should be reassessed. Only ventures receiving at least a majority
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FIGURE 2.5 DIALOGUE WITH MARKETING MANAGER: KNOW THY CUSTOMER

Interviewer: I've naticed in the past that it's pretty important for a new venture to know its
customers and how they make buying decisions. Who will write the check for the product
or service you intend to sell? Is there a point person or a team that makes the purchase?

Marketing manager:
Interviewer: Do you see these customers as one-timers or repeat buyers?
Marketing manager:

Interviewer: What about add-ons, support, service, and consulting? Are they integral to your
product or revenue strategy?

Marketing manager:

Interviewer: As buyers get to know your venture, how does their experience with the product or service
translate into reputation for the venture? Is there a lot of word-of-mouth opportunity or
risk? Do you have to take a more direct approach to establishing your “brand”?

Marketing manager:

Interviewer: Many early-stage ventures don't have the resources for extensive market research. None-
theless, everyone agrees that one of the big issues with new ventures is making sure the
entrepreneurial team understands the market's needs and how the venture's products and
services fit in. Have you conducted any formal market research for the venture? Do you
have a good idea what characteristics are important to potential customers?

Marketing manager:

Interviewer: Tell me about the overall market. How fast is it growing? How much of this market
can the venture capture in the next five years?

Marketing manager:

Interviewer: Who else currently shares your market? Who will survive the five years of your
expansion? How do their products and services compare to yours?

Marketing manager:
Interviewer: What are your channel and distribution challenges?

Marketing manager:
Interviewer: What are you thinking in terms of promoting your products and services?

Marketing manager:

Interviewer: What is your plan for moving ahead? Are you conducting ongoing market research?
What customer questions need to be answered for you to take the plunge?

Marketing manager:

Interviewer: It sounds like you have a great opportunity. Thanks for taking the time to provide a
glimpse into your world. [Or: You have an interesting idea, but we will be unable to
participate at this time. Maybe we can have a further discussion in the future.]

of “high” assessments are likely to be candidates to “pass” our second-stage quantitative
assessment of venture investor interest."?

Scoring a Prospective New Venture:
Quantitative Screening

A more quantitative approach to assessing a proposed new venture’s viability or feasibil-
ity also can be developed. Factors often considered important in evaluating a new ven-
ture’s feasibility include: market size potential, industry barriers to entry, size of expected

13 The main purpose of the interviews is to stimulate reasonable and important introspection by the founder or team.
The aspiring entrepreneur often has a solitary perspective on the viability of the new venture. Completing the dialo-
gues allows impressions and biases to be identified and confirmed, rejected, or, in most cases, subjected to more for-
mal inquiry before proceeding further. While we do not provide sample answers to the questions of Figures 2.4-2.7,
we believe that the questions themselves, when addressed seriously, will stimulate important insights on the likeli-
hood that a caterpillar will become a butterfly.
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VOS Indicator™

FIGURE 2.6 DIALOGUE WITH OPERATIONS MANAGER: PRODUCTION AND
DEVELOPMENT CHALLENGES

Interviewer:

Operations manager:

Interviewer:

Operations manager:

Interviewer:

Operations manager:

Interviewer:

Operations manager:

Interviewer:

Operations manager:

Interviewer:

Operations manager:

Interviewer:

Operations manager:

Interviewer:

Operations manager:

Interviewer:

Operations manager:

Interviewer:

Operations manager:

Interviewer:

We've all heard of vaporware and experienced significant delays in products we were
told were coming to market. | know it sounds a bit pessimistic, but does the venture
have prototypes? Can we kick the tires, as it were?

What do you see as the big hurdles between where you are now and successful market
delivery of the venture’s products and services?

What steps are you planning to take to deal with the risks of development delays and
production challenges? Do you have a position on quality standards?

What are the staffing, outsourcing, and supply challenges in bringing your products to
market?

Where will the business be located and how much square footage are you planning to occupy?
Are you ready to move in or do you have to renovate first?

What are your production and headquarters equipment needs? Can you lease this equipment
or are you facing a big initial financing challenge?

Do you have a formal organizational structure? If so, what is it and why did you choose that
structure?

Is there any significant legal work facing the venture (patents, trademarks, licensing,
external financing, etc.)?

Will you be cultivating vertical or horizontal strategic alliances? If so, what is the plan for
when and how these alliances will be negotiated and effected?

It sounds like you've got a good handle on the challenges. We wish you success. Thanks.
[Or: You seem to have a good handle on the likely operations challenges for the venture;
however, we need to develop a further understanding before considering a commitment.]

profit margins, accounting-based rates of returns, expected investment returns, potential
for a future public offering, and quality of management team. These factors can, in turn,
be grouped into four factor categories:

% Industry/Market (market size potential, industry barriers to entry)

%  Pricing/Profitability (size of expected profit margins, accounting-based rates of
returns)

%  Financial/Harvest (expected investment returns, potential for an initial public offer-
ing [IPO])

% Management Team (quality of management team)

Figure 2.8 is a template developed to help quantify or score each these four factor cate-

checklist of selected criteria
and metrics used to screen
venture opportunities for
potential attractiveness as
business opportunities

gories. We call it the VOS Indicator™. It contains a checklist to consider when calibrating
a new venture’s feasibility and attractiveness to venture investors. For each factor category,
there are four specific items. Each item is evaluated as being high, average, or low in terms
of potential attractiveness. Assign a point value of 3 for a high rating, 2 for an average
rating, and 1 for a low rating. For items where there is insufficient current data to provide
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FIGURE 2.7 DIALOGUE WITH FINANCIAL MANAGER: FINANCIAL FORTUNE
TELLING

Interviewer: 0K, you're going to have to be patient with me. Typically, I'm a big-picture person, so
I'll need to keep it simple. Let's start with profit. Tell me why you think you can make
a profit in this business.

Financial manager:

Interviewer: Is there a minimum scale for breaking even and pushing the venture into profitability?

Financial manager:

Interviewer: When you say “profit,” does that include paying the entrepreneurial team a competitive
wage or are they deferring compensation to foster an earlier appearance of profitability?
(More directly, are you expensing those compensation options, at least in how you
think of profitability?)

Financial manager:

Interviewer: Do you have projections we can look at for the next few years? I'm interested in how
fast you think you will get to a sustainable market position with reasonable margins.

Financial manager:

Interviewer: One of your functions is to help arrange for financing this new venture. On that front,
one of your priorities is covering the startup costs. What are these and how do you plan
to secure the requisite financing? Do you have a targeted piece of the equity you're
planning to sell off?

Financial manager:

Interviewer: About that initial balance sheet: Are you carrying any deadweight from the venture's past?

Financial manager:
Interviewer: Can you give us any idea what your first six months’ and year’s profit and loss are going
to look like?

Financial manager:
Interviewer: How about projected balance sheets to go with them?
Financial manager:

Interviewer: I'm glad to see that the venture team has someone who can see the financial
reflections of the venture's future achievements. Have you thought about a little longer
horizon, say, five years out?

Financial manager:

Interviewer: What kind of investors are you planning to pitch and how much return (1x, 2x, 5x, etc.)
do you expect they will demand to help finance your venture's youthful exuberance?

Financial manager:

Interviewer: Let's say I'm ready to invest. How and when do you plan to get my investment and
retun back to me?

Financial manager:

Interviewer: Sign me up. Thanks for taking this time. We'll see you at the IPO! [Or: While you have
an interesting idea, money is very tight now. Let's talk again in a few months.]

a reasonable approximation, an N/A (not available) can be used for a response.'* Points
are totaled for each of the three columns and added together to get the overall total. Cal-
culate an average score by dividing the total points by the number of scored individual
items (omit the N/As in this count). For example, there are sixteen items. With no N/As,
a perfect score would produce forty-eight total points with an average score of 3.00, while
the lowest score would be sixteen points and an average of 1.00.

14 Not being able to judge an item may indicate that further due diligence is needed to accurately evaluate the potential
attractiveness of the proposed venture. On the basis of the scores for the other items, further investigation efforts
may be warranted.
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FIGURE 2.8 VENTURE OPPORTUNITY SCREENING GUIDE:
THE VOS INDICATOR™

POTENTIAL ATTRACTIVENESS

FACTOR CATEGORIES HIGH AVERAGE Low

Industry/Market
Market size potential

Venture growth rate
Market share (Year 3)
Entry barriers

Pricing/Profitability
Gross margins
After-tax margins

Asset intensity

Return on assets

Financial/Harvest
Cash flow breakeven

Rate of return
IPO potential
Founder's control

Management team
Experience/expertise

Functional areas

Flexibility/adaptability

Entrepreneurial focus
Total points by ranking
Overall total points (OTP)
Average score (OTP/16)

Figure 2.9 contains metrics or verbal labels to be used for judging each item in the
VOS Indicator™ These response categories will help the evaluator determine how each
item adds to the proposed venture’s overall appeal.’> As we are trying to represent a
quantitative approach that entrepreneurs and venture investors alike might utilize, it
should not surprise us to find very high “expectations” for attractive new ventures. For
example, for a proposed venture “home run,” investors would most likely want the ven-
ture to have significant prospects for an industry demand in excess of $100 million
where sales growth rates exceed 30 percent annually and the new venture anticipates
capturing greater than 20 percent market share in that industry.'®

15 It is important to understand that the metrics used in Figure 2.9 represent general guidelines in use today but are not
cut-and-dried rules. In fact, some of these metrics will probably change over time as economic and operating condi-
tions change.

16 Venture investors often like to draw analogies between baseball terms and venture performance or attractiveness. For
example, a “home run” is an investment that returns at least five times the venture investor's initial investment. Of
course, only a few business opportunities will be home runs. A “double” refers to expecting a doubling of the invest-
ment. A “single” returns only a portion of the initial investment. A “strikeout” reflects a total loss of the investment.
Venture investors need an occasional home run to make up for several strikeouts.
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FIGURE 2.9 CLASSIFICATION GUIDELINES FOR COMPLETING THE VOS
INDICATOR™

POTENTIAL ATTRACTIVENESS

FACTOR CATEGORIES HIGH AVERAGE Low
Industry/Market
Market size potential >$100 million $20-$100 million <$20 million
Venture growth rate >30% 10%-30% <10%
Market share (Year 3) >20% (leader) 5%-20% <5% (follower)
Entry barriers Legal protection Timing/size Few/none
Pricing/Profitability
Gross margins >50% 20%-50% <20%
After-tax margins >20% 10%-20% <10%
Asset intensity >3.0 turnover 1.0-3.0 turnover <1.0 turnover
Return on assets >25% 10%-25% <10%
Financial/Harvest
Cash flow breakeven <2 years 2-4 years >4 years
Rate of retun >50% per year 20%-50% per year <20% per year
IPO potential <2 years 2-5 years >5 years
Founder's control Majority High minority Low minority
Management team
Experience/expertise Industry/market General/general Little/none
Functional areas All covered Most covered Few covered
Flexibility/adaptability Quick to adapt Able to adapt Slow to adapt
Entrepreneurial focus Full team Founder None

Notes: Market size potential refers to the expected size of the industry revenues at maturity; venture growth
rate and market share are expressed in terms of the venture's revenues. These industry/market items, as well
as the items under each of the other three factors, are discussed in the chapter.

Ideas that have the potential to become high-growth, high-performance ventures, or
home runs, would be expected to have a preponderance of “highs” indicated on the
potential attractiveness scale with an average score in the 2.34-3.00 range. An idea/opportu-
nity that scores average (1.67-2.33) in terms of potential attractiveness also may be a viable
venture opportunity; however, the expectations of the entrepreneur and venture investors
for an average opportunity should be equivalent to “hitting a double.” If you proceed with
such a venture, it is unlikely that it will become a home run; attracting venture investors
may be more difficult. If your idea/opportunity generates a low average score (1.00-1.66)
in terms of its potential attractiveness, it is probably wise to abandon the idea/opportunity
and seek other ideas that might have greater venture opportunity potential. Later in this
chapter, we will provide an example of the application of our VOS Indicator™.

Many of the interview questions are “leading,” in the sense that one may have an idea
of what constitutes a “good” answer; however, for some of the more quantitative interview
questions—and most of the categories involved in VOS™ scoring—some additional expla-
nation of the range of expected answers is needed. While we believe it is sufficient to allow
the entrepreneur or investor to grapple with most of the qualitative questions without
much guidance, we now digress to expand on some of those more quantitative categories
before giving an example of the application of our scoring procedure.
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CONCEPT CHECK % \Vhat is meant by a viable venture or business opportunity?

Industry/Market Considerations

The size of the industry, currently and expected, is a critical factor in the likelihood of your
venture’s becoming a high-growth, high-performance firm in that industry, something very
attractive to venture investors. Making generalizations is risky because there are always ex-
ceptions, but generalizations do provide benchmarks for appraising the viability of business
opportunities. Of course, when exceptions arise, they should be handled qualitatively or
strategically with some regard given to why the benchmarks are not relevant.

Your idea may be about an innovative product/service in a well-established industry,
an industry that is in its infancy, or an industry that does not yet exist. While there is
development variance across industries, we provide the following general industry guide-
lines for identifying potential high-growth, high-performance ventures. One rule of
thumb is that the industry must have potential sales or revenues of more than $100 mil-
lion to score a “high” in terms of potential attractiveness. For new industries, the projec-
tion of industry revenues should generally be for three to five years in the future.
Industry revenues or sales also should be growing rapidly. Expected revenue growth dur-
ing the industry’s rapid-growth stage is one comparative benchmark; industries that are
growing, or are expected to grow, at compound rates in excess of 30 percent per year are
likely to contain high-growth, high-performance ventures. While slower-growth indus-
tries are not necessarily bad, firms in these industries are less likely to be able to attract
venture capital unless they are substantially changing or consolidating the industry.

Operating in a high-growth industry, however, is not enough. A venture’s expected rev-
enue growth rate also must be assessed. High-growth, high-performance potential is gener-
ally associated with an expected annual compound growth rate in excess of 30 percent
during the venture’s rapid-growth stage. Potential high-growth, high-performance ventures
also are expected to be industry leaders by the third year of operation. This generally means
that such business opportunities will need to garner more than 20 percent market share of
the industry’s revenues. (Of course, this percentage depends on industry concentration.)
What is important is the expectation of becoming a top player in the industry. While being
first is preferred, in some industries the third- or even fourth-place firm can still be a suc-
cessful entrepreneurial venture. In contrast, if the potential venture’s market share of indus-
try revenues is expected to be small (e.g., less than 5 percent), the venture will be a follower,
and, unless there are other compelling considerations and non-venture sources of capital,
serious thought should be given to reformulating or abandoning the idea/opportunity.

For almost all businesses to survive, it is important that they plan to at least match
their industry’s average growth rate to avoid the ravages of a declining market share.
Entrepreneurial ventures are typically expected, and projected, to achieve revenue growth
rates in excess of the relevant industry average. If you expect a revenue growth rate be-
low the industry average, your strategy must include some plan for operating at a com-
petitive disadvantage in terms of economies of scale.'” In summary, initial survival and
eventual success often depend on a venture’s ability to maintain or grow market share
over time. Potentially successful entrepreneurial ventures should have revenue growth
rates that exceed the industry average growth rate.

17 Annual sales growing at a rate that is less than the industry average is a waming sign that you may need to reorga-
nize, restructure, or even dissolve the venture. Financial distress, restructuring, and liquidation topics are covered in
Chapter 15.
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CONCEPT CHECK

cost of goods sold

direct costs of producing a
product or providing a service

gross profit

revenues less the cost of
goods sold

gross profit margin

gross profit divided by
revenues

net profit

dollar profit left after all

expenses, including financing
costs and taxes, have been
deducted from the revenues

net profit margin

net profit divided by revenues

asset intensity

total assets divided by
revenues; the reciprocal of
asset turnover
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One should also consider barriers to entry when evaluating potential business opportu-
nities. We look at the degree to which the proposed venture may be able to inhibit or out-
pace the competition. When intellectual property rights can be protected through patents,
copyrights, trademarks, and so on, the potential for the idea to become a viable business
opportunity is greatly enhanced. Protection can be particularly important if the idea is
ahead of its time—that is, no developed market exists yet. Timing or size can also provide
some protection against competitor entry into the proposed market. Being first with the
idea, even if the idea cannot be legally protected, provides some competitive advantage
that may discourage others from entering the market. Being relatively larger in human
capital and financial backing can also inhibit competition. If, however, your venture idea
faces current entry barriers and promises no future entry barriers, its potential attractive-
ness is low (other things being equal). The best situation is when no current barriers in-
hibit your venture but barriers to future entrants will protect your venture’s future.

%k What is the rule-of-thumb revenue growth rate for a high-growth venture?

Pricing/Profitability Considerations
Several pricing and profitability tests or metrics, shown in Figure 2.9, are useful. Seeing
future paying customers is not enough; at least it’s not enough for a venture that may
need to attract outside investors. In addition to expectations of how much customers
are willing to pay for the venture’s products and services, it is important to consider
the direct costs of producing a product or providing a service: the cost of goods sold.
Revenue minus the cost of goods sold gives the venture’s gross profit. However, the dol-
lar amount of gross profit is not a useful metric because it depends on size. Rather, it is
more common to calculate the gross profit margin, which is gross profit divided by rev-
enues. The magnitude of the gross profit margin is one of the most important measures
of a venture’s potential. The larger the gross profit margin, the greater the cushion for
covering all other business expenses while still being able to provide a sufficient return
for investors. A gross profit margin greater than 50 percent indicates an attractive poten-
tial. In contrast, a gross profit margin of less than 20 percent is a serious warning sign.
A second measure of profitability is the after-tax or net profit margin. A venture’s
net profit is the dollar profit left after all expenses, including financing costs and taxes,
have been deducted from the firm’s revenues.'® The net profit margin is calculated by
dividing the expected net profit by the venture’s revenues. Typically, after-tax margins
greater than 20 percent suggest that the business opportunity has sufficiently attractive po-
tential. The would-be entrepreneur probably should pause and reconsider when the after-
tax margin is less than 10 percent, at least if the venture requires external financing.
When you are screening business opportunities, it is important to examine the venture’s
asset intensity. Asset intensity, or its reciprocal asset turnover, is a measure of the investment
in assets necessary to produce or support the projected revenues. Asset intensity is calculated
by dividing the venture’s total assets—including cash, receivables, inventories, property, plant,
and equipment—Dby its total revenues. It is the dollar amount of assets necessary to support a
dollar of revenue. Firms that require a lot of fixed assets or NWC (the current assets above
the amount funded by current liabilities) have high asset intensity (and therefore low asset
turnover). When firms with high asset intensity try to grow rapidly, they are likely to need
large amounts of external financial capital, although some types of equipment may be

18 Chapter 4 provides a review of basic accounting terms and basic financial statements for readers who need or want
to undertake such a review.
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return on assets (ROA)

net after-tax profit divided by
total assets

return on assets (ROA)
model

return on assets is the
product of the net profit
margin and the asset
turnover ratio

bundled with financing through leasing arrangements. Working capital management, using
such approaches as “just-in-time” inventory policies, can help reduce the working capital re-
quired to conduct business. In rare cases, supplier trade credit and a fast turnover of inven-
tory may actually be a net source of financing. This happens when current liabilities exceed
current assets: The venture is operating with “negative NWC.” Although we can provide nu-
merical benchmarks for investments in NWC, we caution that many business approaches,
including much of e-commerce, may result in low inventories, low fixed assets, and, there-
fore, extremely high asset turnovers. We suggest as a starting point that a high score for
asset turnover (low asset intensity) be associated with a ratio of revenues to total assets exceeding
3 (or asset intensity of 1:3; 1 dollar of assets for 3 dollars of revenue). Asset turnover ratios
less than 1 (or asset intensities higher than 1) would get a low score.

To many, one of the most important measures of efficient use of assets is return on
assets (ROA). It is calculated by dividing the net after-tax profit by the venture’s total
assets. The return on assets measure can be viewed in the context of the return on assets
(ROA) model, which expresses the return on assets as the product of the net profit mar-
gin and the asset turnover measures. This relationship is:

Return on Assets = Net Profit Margin x Asset Turnover
Net Profit/Total Assets = Net Profit/Revenues x Revenues/Total Assets

Figure 2.10 depicts the dynamics of the ROA model. Net profit margins are plotted on the
vertical axis; asset turnover ratios are plotted on the horizontal axis. In this model, industries
that command high profit margins typically face relatively low asset turnovers. That is, sub-
stantial asset investments are usually necessary to produce high-margin products or services;
if not, the high margins will tend to be decreased by entrants and competition. The computer
industry is often used as an example to illustrate the Case 1 and Case 2 situations. The
manufacturing and selling of computer mainframes (high margins but low sales volume) is
a Case 1 example. Most products and services that are the result of technological innovations
start out as Case 1 examples; this is what most entrepreneurs envision. High margins can be
charged because you offer a unique (differentiated) product or service that is valued by con-
sumers. A time-to-market lead over competition also usually allows for higher margins.

FIGURE 2.10 RETURN ON ASSETS (ROA) MODEL

Net Profit Margins

High

Moderate

Low

Low Moderate High

Asset Turnover Ratios
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Case 2 depicts the opposite extreme, where the product or service is basically a commodity.
Profit margins are low; thus, the only way that a reasonable ROA can be achieved is by selling the
product (or providing the service) in large volumes. In terms of the computer industry, personal
computers (PCs) represent an example of the Case 2 situation. Because PCs are sold at low
margins, a reasonable return on an investment in assets can be achieved only if a large number of
these products are sold. However, because the product is virtually a commodity, demand is often
influenced by the condition of the economy—a factor outside the control of PC manufacturers.

The curve passing through Case 1 and Case 2 in Figure 2.10 shows how the same ROA
can be achieved through different combinations of net profit margins and asset turnovers.
This curve can be viewed as reflecting an industry average ROA. Alternatively, the curve can
represent a target or benchmark ROA, the objective being to outperform the benchmark. In
this context, the goal would be to try to produce a combination of a net profit margin and
an asset turnover that results in a ROA above and to the right of the curve.

This traditional ROA business model can be applied to most business models, includ-
ing e-commerce models. Profit margins are ultimately a critical component. Revenues
may be stimulated through advertising or other methods, but in the end, those revenues
need to exceed all the relevant costs and lead to profits and cash flows that can be re-
turned to the venture’s owners and investors. If, in an effort to dominate a market, a
venture continues to sell products or services at a loss, increasing revenues alone will
not result in a positive ROA or a return to investors.'”

CONCEPT CHECK  x \What is meant by the ROA model?

Financial/Harvest Considerations

We list several criteria under the financial/harvest category in Figure 2.8. One important
aspect of this category is the length of time expected for the venture to reach operating
cash flow breakeven. It is common practice to consider two types of cash flow. The first
operating cash flow is operating cash flow, the cash flow associated with producing and selling a product or
e with providing a service. The operating cash flow is the amount remaining after the cost
cash flow from producing ) . . .. .
and selling a product or of goods sold and other business expenses (primarily general and administrative ex-
providing a service penses, along with marketing expenses) are subtracted from revenues. Because both the
revenues and the expenses reflect an approximation of cash inflows and outflows associ-
ated with operations, the residual amount is an approximation of the operating cash
flows over a specified time period such as one year.

In accounting terminology, operating cash flow is comparable to the venture’s earn-
ings before interest, taxes, depreciation, and amortization, or EBITDA (pronounced ee-
bit-dah). As long as the costs associated with operating the venture are higher than the
revenues received, operating cash flow is negative and the venture is operating below its
cash flow breakeven point. Whether an idea is likely to be viewed as a viable business
opportunity depends, in part, on how quickly the venture is expected to reach its operat-
ing cash flow breakeven point. Reaching operating breakeven in less than two years
would give the proposed venture a high mark in terms of potential attractiveness. If
reaching operating breakeven is expected to take more than four years, strong consider-
ation should be given to restructuring or abandoning the venture’s approach, particularly
if patient external financial capital is not available to help the venture endure this lengthy
drought of internal cash flow.

19 Of course, if increased volume lowers the cost of producing a product or providing a service by spreading out fixed
costs over more units, profit margins could become positive. We discuss breakeven concepts in Chapter 4.
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free cash flow to

cash remaining after
operating cash outflows,
financing and tax cash flows,
investment in assets needed
to sustain the venture's
growth, and net increases in
debt capital

internal rate of return

compound rate of return that
equates the present value of
the cash inflows received
with the initial investment

The second type of cash flow to consider is free cash flow. Value creation ultimately
depends on the venture’s ability to produce cash flow that can be used to pay back in-
vestors, that is, free(able) cash flow. Free cash flow to equity is the cash available to the
entrepreneur and venture investors after deducting other expenses (including debt and
tax expenses) and increases in investments, and adding net new debt financing from op-
erating cash flow.”” Free cash flow to equity is calculated as the venture’s revenues minus
operating expenses, minus financing expenses and tax payments, after adjustment for
changes in net working capital (NWC), physical capital expenditures (CAPEX) needed
to sustain and grow the venture, and net additional debt issues to support the venture’s
growth. In operational terms, free cash flow to equity = net profit + depreciation charges —
ANWC - CAPEX + net new debt.”' Because this is a particularly important concept, we
will devote considerable time in later chapters to explain how and why the free cash flow
to equity concept is applied and used. Free cash flow is one of the primary types of valua-
tion cash flows used to value a venture’s financial securities.””

It is never too early to think about how the proposed venture might be harvested,
and how investors will perceive that harvest. Venture investors expect to be compen-
sated with higher-than-average rates of return for investing in the riskier early stages
of a venture’s existence. The internal rate of return (IRR), which is the most com-
monly used measure, is the compound rate of return that equates the present value of
an investor’s projected future cash flows with the initial investment. If your proposed
business opportunity offers an IRR greater than 50 percent, potential venture investors
will view this as attractive. IRRs in the 20 to 50 percent range will make it more difficult
to attract funds. If your idea results in an IRR of less than 20 percent, it will be a signif-
icant disadvantage in attracting venture investors unless they have nonfinancial reasons
to invest.

One way that venture investors prepare to exit, or cash out, of an investment is by
registering their shares to allow them to be sold to the public (called going public), typi-
cally through an IPO. Proposed business opportunities that offer a potential IPO within
two years merit a high score from venture investors. An average score is given to busi-
ness opportunities that project an IPO in two to five years after the venture has been
started. If the potential IPO is more than five years away, you should expect little venture
investor interest.

Venture opportunities are also appraised in terms of the likelihood that the founder/
entrepreneur will be able to maintain control of the venture. Sometimes founders lose
interest in the venture when they lose voting control. As long as confidence exists in
the founder, some potential venture investors won’t mind holding minority voting posi-
tions. Thus, in instances when the founder has, and is expected to maintain, majority
control, the potential attractiveness of a business opportunity gets a high score (high en-
trepreneur incentive). An average score is associated with the founder’s having a high
minority stake or position, which is typically characterized by a less than 50 percent po-
sition but a higher than 25 percent voting control position. A low minority voting con-
trol position—less than 25 percent—receives a low potential attractiveness score (low
entrepreneur incentive).

Although not listed separately, the magnitude of external capital necessary to reach
breakeven must be considered. When a venture requires substantial external capital
before reaching breakeven, the ventures’ founders will incur substantial dilution and,

20 In Chapter 2, we presented a less specific but consistent definition of free cash flow to the equity or owners of the
venture.

21 The Greek character A (delta) represents “change in.”
22 We will describe how to calculate the free cash flow to the enterprise in Chapter 13.
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consequently, face a significant threat to their ability to maintain control. Because ideas
can vary widely in terms of financial capital requirements, it is difficult to quantify this
dimension. Nonetheless, for many entrepreneurs, the desire to maintain control is
strong, and the prospect of losing control in order to raise sufficient funding makes the
venture less attractive.

CONCEPT CHECK  x \Vhat is meant by a venture's operating cash flow?

Management Team Considerations

A sober assessment of the quality of the management team, including the founder(s)
and other key personnel, is critical in assessing a proposed business opportunity and
moving the venture forward. Figures 2.8 and 2.9 indicate important management team
factors to consider. In determining what the entrepreneurial team brings to the table,
there is almost no substitute for experience, expertise, and relevant technological and
industry connections. A management team with expertise and experience, with intact
networking connections in the proposed industry, merits a high score. A management
team that lacks specific industry/market expertise, but possesses quality general business
experience and expertise, receives an average score. Expertise in terms of a technology
can offset a lack of related business experience; this simply means that other attributes
of the potential business opportunity will need to be great enough to overcome the dis-
advantage of having inexperienced management or industry outsiders. In instances
when the management team has little or no business expertise or experience, the poten-
tial attractiveness of the idea as a business opportunity is given a low score. Such a situ-
ation will typically make the uphill battle of moving from startup to profitable
operations an even longer and less likely prospect. Nonetheless, the lack of experience,
by itself, need not doom the idea. In fact, potential venture investors may offer to assist
in putting together a stronger management team as a condition to their participating in
the venture.

In addition to having management team expertise and experience, providing coverage
of all functional areas is important. Expertise in marketing, operations, and finance is
necessary. The founder/entrepreneur may serve as the venture’s chief executive officer
(CEO) if she has the expertise and desire to do so. There are many examples where the
founder chooses to concentrate on marketing the business venture. In other instances,
the entrepreneur may wish to concentrate on further research and development. This is
often the case with high-technology business ventures. After identifying the management
intentions and capabilities of the founder, it is important to put together a comprehen-
sive management team in terms of a CEO and the individuals in charge of the venture’s
functional areas. A business opportunity that has all the functional areas covered merits
a high score. If the management team has few of the functional areas covered, a low
score on this attribute would be appropriate.

Venture investors and others assessing the venture’s viability will consider the man-
agement team’s potential to thrive in an entrepreneurial context. It is important to have
the entire management team excited about the bumpy ride ahead. While judging this as-
pect of team competence is an inherently subjective process, enthusiasm about the ven-
ture process is a necessity for high scores in the “entrepreneurial focus” characteristic.

CONCEPT CHECK  x \Why are management experience and expertise important?
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Opportunity Screening Caveats

Predicting which ideas will turn into successful ventures is an art and not a science.
Thus, we are reluctant to introduce any scoring device because of the risk that would-
be entrepreneurs might expect a guaranteed result; no quantification or interview assess-
ment is infallible in predicting venture success. Venture opportunity screening guides do
not prophesy venture success or failure. Rather, the interview process (assessment) and
quantitative approaches such as the VOS Indicator™ are intended to provide some input
and direction to the potential entrepreneur’s (or investor’s) inherently subjective assess-
ment of a new venture’s viability.

Most professional venture investors concentrate their investments in high-growth,
high-performance ventures operating in industries/markets that offer the potential for
high revenues and large future valuations. A relatively high score on the VOS Indicator™
or similar screening guides indicates the likelihood that professional venture investors
will be interested in your idea. Of course, the majority of ideas fail to score high in terms
of potential attractiveness on a rigorous venture opportunity screening test. In fact, many
ideas should fall in the average potential attractiveness range.

An average score or less-than-stellar interview responses do not necessarily mean that
you should immediately abandon the idea. If you are confident in and committed to the
idea, you may have to retrench, develop alternative approaches, and perhaps bootstrap

Financial your way to success (or failure) with a longer horizon. Financial bootstrapping involves
bootstrapping minimizing the need for external financial capital and finding unique sources for financ-
minimizing the need for ing a hew venture.

external financial capital and Let’s take a look at Water Wonders, a manufacturer of water fountains that probably
finding unique sources for would not have scored very well on the VOS Indicator™. In 1996, two recently laid-off
financing a new venture carpenters, Neil Sater and David Zasloff, while visiting a local greenhouse with a foun-

tain made of monolithic slate, thought there might be commercial potential for relatively
light and portable water fountains. They spent $50 on raw materials; a backyard patio
became their workplace. The result was a variety of prototypes that combined pieces of
furniture with water fountains. In exchange for a fountain, a local photographer agreed
to shoot a portfolio of the prototypes. Water Wonders first sold water fountains at art
galleries. In early 1997, everything was put on the line when Sater and Zasloft spent
$2,500 for a booth at the San Francisco International Gift Show and garnered $50,000
in orders. After total sales of just under $700,000 in 1997, revenues reached $2.8 million
in 1998, and projections were $8 to $10 million for 1999. Water fountains now are sold
at retail chain stores and galleries, as well as through mail-order catalogs.”

The founders of Water Wonders were successful in bootstrapping their way through
the development stage and into the startup stage. They were able to move from an idea
to product prototypes and initial product sales with minimal financial support. This is an
example of financial bootstrapping working to get a new venture set up and operating.
Of course, many new ventures will be able to begin operations only if they are able to
attract venture investor funds. Thus, the ability to generate reasonable scores on the
VOS Indicator™ or other screening guides may be correlated with whether an idea be-
comes a business opportunity.

While there will be exceptions to almost any rule or guideline, ideas that score low on
the VOS Indicator™ probably should be reconsidered; the aspiring entrepreneur might be
best served by moving on to other ideas. It is less costly to abandon a poor business idea
earlier rather than later. Stopping during the development stage is much less costly than
failing at either the startup or survival life cycle stages, where larger amounts of founder
and other investor capital are at risk.

23 Donna Fenn, “How to Start a Great Company for $1,000 or Less,” /nc., August 1999, pp. 43-50.
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| SECTION X/
KEY ELEMENTS OF A BUSINESS PLAN

If your idea successfully passes the venture opportunity screening test, it probably de-
serves further investigation. Movement from the development stage to the startup stage

business plan often begins with the preparation of a business plan. A business plan is a document that
written document that describes the proposezd Vent‘ure. in terms of the. produ?t or service oPportunity, current
describes the proposed resources, and financial projections. It is sometimes said that the business plan sells the
product or service excitement, opportunity, and rationale of your business idea to you and other members
opportunity, current of your management team, potential investors, and other stakeholders. While time con-

resources, and financial

orojections suming and stressful, the process of writing a business plan is beneficial to the entrepre-

neur, who must be the first to believe the plan is workable. The entrepreneur must be
convinced that starting the business at this time is the right thing to do personally and
professionally.

Once you have sold yourself and your management team on the business idea during
the development stage, it is important to sell investors, bankers, suppliers, and customers
on the idea. Investors may include family, friends, and providers of venture capital.
Commercial bankers today usually require a written business plan before they will con-
sider lending to an early-stage firm—if they will consider it at all. Rather than expect a
bank loan, you might have to rely on borrowing through home equity credit or bank
credit cards. Potential suppliers and customers must be convinced that the venture firm
will be around to pay its credit purchases and to honor product and other service
commitments.

We do not intend for this text to provide specifics on how to prepare a detailed busi-
ness plan. Rather, we focus on the key elements found in a typical business plan.** A busi-
ness plan differs from the screening of a venture opportunity in two important ways.
First, the business plan is much more detailed than the opportunity assessment in terms
of product/service descriptions, marketing plans and strategies, and operations (i.e.,
manufacturing the product or providing the service). Second, the business plan provides
detailed financial plans and forecasts that serve as the initial guide for operating the firm
over the next several years. The business plan also identifies the amount and type(s) of
funds initially being sought from venture and other investors in the financing section.””

Every business plan should begin with a cover page and table of contents, and many
business plans also include a confidentiality statement in an attempt to protect proprie-
tary information included in the plan. Figure 2.11 provides an example of an outline of
the major sections usually included in a business plan.

Cover Page, Confidentiality Statement,
and Table of Contents

The cover page of a business plan should identify the company or venture and provide
the name, address, and phone number of the entrepreneur or other contact person. Each

24 For readers who wish to lear more details about what goes into a formal business plan, a number of very good sources
are available in print or via electronic access. For example, see Timmons and Spinelli, New Venture Creation, chap. 8;
William D. Bygrave and Andrew Zacharakis, eds., The Portable MBA in Entrepreneurship, 3rd ed. (New York: John Wiley
& Sons, 2003), chap. 4; and Donald F. Kuratko and Richard M. Hogetts, Entrepreneurship: Theory, Process, and Practice,
7th ed. (New York: Thomson/South-Western, 2007), chap. 11. In addition, the Center for Business Planning maintains a
comprehensive \Web site devoted to the preparation of business plans. See http://www.businessplans.org.

25 Interest in MBA programs in entrepreneurship has spawned a number of business plan competitions. For example,
Moot Corp. is an annual business plan competition, hosted by the University of Texas at Austin, involving student
teams from major MBA programs around the world. For a description of what takes place during the business plan
competition, see Michael Warshaw, “The Best Business Plan on the Planet,” /nc., August 1999, pp. 80-92.
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FIGURE 2.11 EXAMPLE OF A TYPICAL BUSINESS PLAN OUTLINE

SECTION I: EXECUTIVE SUMMARY

SECTION 1I: BUSINESS DESCRIPTION
A.  Description of the product or service
B.  Industry background
C.  Venture or firm background
D. Goals and milestone objectives

SECTION III: MARKETING PLAN AND STRATEGY

A.  Target market and customers

B.  Competition and market share

C. Pricing strategy

D.  Promotion and distribution
SECTION IV: OPERATIONS AND SUPPORT

A, Quality targets

B.  Technology requirements

C.  Service support
SECTION V: MANAGEMENT TEAM

A.  Experience and expertise

B.  Organizational structure

C. Intellectual property rights
SECTION VI: FINANCIAL PLANS AND PROJECTIONS

A. Income statements and balance sheets

B.  Statements of cash flow

C. Breakeven analysis

D.  Funding needs and sources
SECTION VII: RISKS AND OPPORTUNITIES

A.  Possible problems and risks

B.  Real option opportunities
SECTION VIII: APPENDIX

A. Detailed support for financial forecasts
B.  Time line and milestones

copy should be numbered, and, if proprietary information is involved, a confidentiality
statement may be included as a second page. An example of the wording in such a state-
ment is as follows:

This business plan contains information that [the firm] considers proprietary. By ac-
cepting this business plan, the recipient acknowledges the proprietary nature of this
information contained herein and agrees to keep confidential all such information.

Wording may be added and each recipient may be asked to sign the confidentiality
statement.”® The table of contents should include the business plan outline, such as the
one depicted in Figure 2.11, and the appropriate page numbers on which each section
begins.

26 Nondisclosure agreements, confidentiality statements, and noncompete statements are all well and good, but be
warned that venture capitalists typically will not sign them.
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Executive Summary

The executive summary is just that—a summary that is an overview of the other sections
in the business plan. It provides a brief description of the product or service, and the
market; the marketing plan and strategy; how operations are to be conducted; the man-
agement team; and the financial plan, including the dollar amount of financing needs
and, in some cases, a potential exit strategy.

Let’s take a look at the Companion Systems Corporation (CSC) example (discussed in
more detail in the appendix to this chapter). CSC would begin with a summary of its
proposed products and market. CSC wants to provide two types of virtual private net-
work (VPN) products as well as dedicated firewall products to businesses operating in
the Internet industry. CSC also would provide, in the executive summary, a short de-
scription of the materials that follow in each of the sections of the business plan.

Business Description

Some of the information supplied during the venture assessment on industry/market fac-
tors can be included and expanded here. The venture’s products and services are de-
scribed in detail; the description includes proprietary information deemed necessary
and relevant for a potential investor to make an informed decision. Industry background
information is provided, including the potential market size and projected industry
growth rates. The industry characterization is often followed by a description of the ven-
ture’s background, goals, and milestones for its position in the expanding market. CSC
has core expertise from its previously developed software and important existing rela-
tionships with Internet service providers (ISPs). CSC’s goal is to become the leading sup-
plier of networking equipment for small- to medium-sized enterprises and ISPs.

Marketing Plan and Strategy

Information from the assessment interview (or scoring exercise) provides a very prelimi-
nary example of the type of marketing information that would, ideally, form this section
of a business plan. A marketing plan and strategy section might address the specifics of
the target market and customers, existing and potential competition, projected market
shares, pricing strategies, and plans for promotion and distribution. When possible, all
of this would be documented by formal market research.

For CSC, the target market is networking equipment. The market for VPN is expected
to grow rapidly due to expanding business use of the Internet, increasing Internet con-
nection speeds, and consolidation of network connections by businesses. CSC intends to
target four customer groups: industry end users, original equipment manufacturers, small
and medium end users, and ISPs. While at the time of the plan there are no current di-
rect competitors, competition will develop from other VPN startups, firewall software
vendors, and established networking companies. CSC expects to capture one-fourth of
the market share within three years of operation. Pricing strategies and promotion plans
for CSC need to be developed in detail. The plan should specify how CSC will exploit
existing distribution channels for selling networking products.

Operations and Support
The business plan should provide details about production methods and service delivery.
Quality intentions or targets should be set out in the business plan.*”

27 As perceived or real quality goes down, the potential attractiveness of the idea also tends to diminish. This is not to
say that no demand exists for low-quality products. Rather, ideas focusing on low quality generally are less attractive
to venture investors.

Copyright 2010 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



66 Part 1: Background and Environment

The business plan should provide a discussion of the technology requirements associ-
ated with the product or service being proposed. Ideas that involve groundbreaking tech-
nologies often attract venture investors because of first-mover advantages and inherent
scale economies and efficiencies. In such cases, the risk associated with an untested tech-
nology may be more than offset by potentially high returns. In contrast, ideas involving
existing technologies tend to be less attractive as potential business opportunities; while
the risk of substandard operations is lower, so are the expected financial benefits to en-
trants in an established industry.

The business plan should provide a statement of the venture’s philosophy and its in-
tent for customer support, education, and training. In general, the more complex the
proposed product or service, the greater must be the commitment to providing service sup-
port. The provision of superior support services is a characteristic of successful entrepre-
neurial ventures.

CSC’s VPN products involve state-of-the-art technology. There is some uncertainty
regarding whether the products will perform according to specifications. If successful,
CSC has the potential to generate large returns. Excellent product quality is essential to
the success of CSC’s proposed VPN venture. In addition, and perhaps more important, it
will be almost impossible to succeed without high-quality service support; the business
plan needs to include the resources necessary to establish this support.

Management Team

The experience and expertise of the management team can be brought in from the ven-
ture assessment materials, if an assessment was conducted. While it is important to flesh
out the team’s information, the essentials are the same. The business plan may be more
formal in presenting the organizational structure if the structure is important in estab-
lishing credibility. Because many venture investors consider the management team to
be the most important characteristic of a new venture, this part of the business plan
needs to be crafted to establish the management team’s connections and credibility.
This does not mean that each member’s entire résumé should be presented; résumés
may be included in an appendix. This section is a promotional summary of the relevant
highlights from the management team combined with networking information that is
not on most résumés.

CSC’s team is a definite asset, and the challenge will be keeping this section concise
and directed. CSC is organized as a corporation and at the time of the business plan does
not have patents or trademarks. Nonetheless, CSC has significant intellectual property in
the form of proprietary software that would be granted protection under copyright laws,
even without registration.

Financial Plans and Projections

As this is a text on entrepreneurial finance, it is reasonable to ask why we have spent so
much time on these “other things.” Rest assured that there is plenty of entrepreneurial fi-
nance to come in future chapters. Nonetheless, it is important to stop and disclose our
position on financial projections (almost always included in a business plan) and entre-
preneurship. Very few entrepreneurs have an irreducibly financial view of the commercial
future of their business ideas. Rather, they have a knowledge of the technology, a feeling
for the needs of their prospective customers, a knack for doing something better, or some
other nonfinancial contribution to make. We see two primary benefits of completing and
presenting the financial projections in a business plan. The first is that the process of map-
ping an entrepreneur’s vision into coherent financial statements places a useful structure
on many aspects of the business planning phase. The time lines for acquiring equipment,
hiring key employees, testing the market’s appetite, and other important parts of the vision
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have to be formalized in order to produce the financial projections. The process of getting
to the financial projections, rather than the actual projections themselves, provides the bulk
of this value and certainly helps hold the entrepreneurial team accountable to specific nu-
merical and calendar targets. The second benefit is related but subtler. The absence of co-
herent financial statements signals a gap in the skill set of the entrepreneurial team.
Whether presenting short-term cash budgets to help convince the readers that the venture
can manage to stay afloat on a day-to-day basis, or presenting long-term projections to
show how value will accumulate as the venture grows and matures, it is the team’s ability
to produce these quantified versions of the entrepreneur’s vision that matters. The absence
of financial projections can be a costly signal of lack of competence, unwillingness to un-
dertake the effort, or potentially something worse. Everyone knows that the financial pro-
jections are no better than the nonfinancial components behind those projections: garbage
in, garbage out. Everyone also understands that the business plan is a living document,
most likely outdated from the day it is printed. Consequently, while the financial projec-
tions contain important information about specifics, they have no credibility apart from
the remainder of the business plan; their subservient role is well understood.

With that said, the venture assessment provides a starting point for constructing formal
projected financial statements that reflect the venture’s vision as presented in the nonfinan-
cial parts of the business plan. In most cases, these initial assumptions (and other, more
specific ones) should be transformed into more formal projections: income statements, bal-
ance sheets, and statements of cash flows. Chapter 6 introduces techniques for short- and
longer-horizon projections that may help the team construct coherent statements.

Projected financial statements also present a formal version of when and how the ven-
ture will break even. As we will see, estimating future venture values is a prerequisite to
calibrating potential returns for the entrepreneur and venture investors. Projected finan-
cial statements also provide an indication of when the venture might have sufficiently
attractive financial statistics to conduct a successful IPO. Financial statement projections
should indicate the size and timing of funding needs, and the business plan should indi-
cate potential sources for acquiring these funds.

CSC will need to provide detailed projected financial statements in its business plan.
Presumably, financial projections were made and are consistent with the metrics used in
the pricing/profitability factor in the VOS Indicator™ analysis of CSC. Gross profit mar-
gins are expected to be 60 percent, and after-tax profit margins are expected to average
15 percent. This latter figure, coupled with an expected asset turnover of two times, in-
dicates an expected ROA of 30 percent. Cash flow breakeven is expected in less than two
years, and venture investors are expected to receive more than a 30 percent rate of return
on their investments. An IPO is projected as being feasible in three years.

Risks and Opportunities

The business plan should include a discussion of possible problems. It is a good idea to
recognize these before potential venture investors point them out to you. For example,
how does the venture’s management team expect to react if the industry/market revenues
are overestimated or if the target market share in Year 3 is not reached? How does man-
agement plan to adjust if competition is fiercer than originally expected and price cutting
results? Alternative courses of action should be prepared in the event that such problems
arise. The venture should anticipate and have a plan for handling possible risks, such as
a delay in implementing new technologies. For example, how does the venture plan to
handle product availability or service delivery delays? Potential venture investors want
to know that the management team is aware of possible problems and risks and is will-
ing and able to adapt or adjust quickly if the situation warrants action. While signaling
that the team is ready to adapt is important, the business plan should maintain a balance

Copyright 2010 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



68 Part 1: Background and Environment

and not allow explanations of downside risks and adaptations to swamp the overall opti-
mistic tone that is essential in early-stage ventures.

Potential venture investors are interested in the management team’s appraisal of impor-
tant flexibilities in the business model and market. Finance academics and practitioners
sometimes refer to these flexibilities as real options. An option is an opportunity or right,

real options without an obligation, to take a future action. Real options involve real or nonfinancial

veal o nonfinancial optlons options available to managers as the venture progresses through its life cycle.”® Examples

available to managers as the of real options include growth and scale flexibilities to respond to demand fluctuations,

venture progresses through flexibility in manufacturing and design options, and the ability to adapt the venture’s strat-

its life cycle egy to new information, both externally produced (e.g., marketwide) and internally pro-
duced (through the venture’s “learning by doing” and even by delay and exit options).*”
One can view the movement from development stage to market entry and distribution as
a growth option and can view the flexibility in timing this movement as a valuable delay
option. If the market that the venture has entered begins to grow rapidly, an initial toehold
position may allow the venture to move quickly to capture market growth. Likewise, an
investment in a new technology may provide flexibility or learning options with new ap-
plications of the technology in the future, or pave the way for an even newer future tech-
nology. Exit options allow the entrepreneur the flexibility to discontinue progress when it
becomes more lucrative to sell, abandon, or liquidate the venture. Exit options also can
relate to deciding when to harvest a successful venture’s value.

CSC’s business plan needs to include contingencies or adaptations to shortfalls in the
economy overall and the Internet sector in particular. CSC should have a contingency plan,
possibly even including financial statement projections if competition turns out to be fiercer
than anticipated and CSC fails to meet its target market share or target dollar revenues. For
example, it is possible that market share might still be achieved but only with a significant
price reduction. Finally, CSC should point out in its business plan any important flexibilities
(real options) that will allow CSC to adapt to new information, changing market conditions
and technological innovations, or other shocks to the business model and time line.

Business Plan Appendix

The appendix should contain the detailed assumptions underlying the projected financial
statements provided in the financial plans and projections section. A time line and mile-
stones should be included, indicating the amount and size of expected financing needs
and when venture investors might expect to be able to exit the venture through an IPO
or sale of the venture. Milestones relating to target revenue levels and market share
should be noted. The appendix can also contain financial “what if” analyses to address
the possible impact of critical factors. For example, backup projected financial statements
might show the implications of revenues at 80 percent of initial projections.

Of course, CSC should provide backup financial statement projections, a time line
that shows the timing of expected financing needs and sources, and a possible venture
exit target. CSC also should provide milestones for dollar revenues and market share.

CONCEPT CHECK * What are some of the major segments or parts of a business plan?
% What are real options?

28 The use of the term “real options” can be traced back to an article involving the discussion of the relationship between
strategic planning and finance. See Stewart Myers, “Finance Theory and Financial Strategy,” Interfaces (January/February
1984): pp. 126-137.

29 For a comprehensive, nontechnical treatment of real options, see Martha Amram and Nalin Kulatilaka, Real Options
(Boston: Harvard Business School Press, 1999). Also see Andrew Metrick, Venture Capital and the Finance of Innova-
tion (Hoboken, NJ: John Wiley & Sons, 2007), chap. 21.
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SUMMARY

This chapter discussed the process and hurdles involved
in moving from an idea through a feasibility analysis to-
ward a viable venture, and the role a business plan can
play in that process. To be successful, one should have a
sound business model: a framework that will generate
revenues, produce profits, and eventually provide for a
return to the venture’s owners and investors, all within
an acceptable time period. We defined entrepreneurial
ventures, in contrast to salary-replacement firms and life-
style firms, as being growth driven and performance
oriented. We acknowledged that one can learn from study-
ing the best practices of successful entrepreneurial ventures;
in particular, there is potential benefit in knowing successful
firms’ marketing, financial, and management practices. We
discussed time-to-market and other timing considerations
affecting the new venture’s viability.

Next, we introduced SWOT analysis as a first-pass
(or litmus) test for assessing an idea’s business viability.
We then turned to more formal qualitative and quantita-
tive screening devices that can be useful for entrepreneur-
ial ventures seeking external financing. We provided an
example of four “interviews” for a mostly qualitative as-
sessment of a venture’s viability and a more quantitative
scoring approach called the VOS Indicator™. Both can be

KEY TERMS

asset intensity

business plan

cost of goods sold
entrepreneurial ventures
financial bootstrapping
free cash flow to equity
gross profit

gross profit margin

lifestyle firms
net profit
net profit margin

real options

DISCUSSION QUESTIONS

1. How do we know whether an idea has the potential
to become a viable business opportunity?

2. Identify three types of startup firms.

3. Briefly describe the process involved in moving
from an idea to a business plan.

4. What are the components of a sound business
model?

5. Describe the differences between entrepreneurial
ventures and other entrepreneurial firms.

6. Identify some of the best marketing and management
practices of high-growth, high-performance firms.

internal rate of return (IRR)

operating cash flow
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useful in providing founders and investors with some
objectivity and encouraging valuable introspection on
the likelihood of attracting venture investors and suc-
ceeding more generally. We covered industry/market,
pricing/profitability, financial/harvest, and management
team factors.

During our discussion of pricing/profitability consid-
erations, we introduced the basic ROA model that ex-
presses the venture’s ROA as the product of the net
profit margin and the asset turnover. Although the
ROA model was originally developed for evaluating
brick-and-mortar firms, it is equally important for
more modern business models, including firms engaged
in e-commerce.

The final section of the chapter discussed the key
elements of a business plan. The importance of incor-
porating financial plans and financial statement projec-
tions will become increasingly clear as you progress
through this book. In the final part of this chapter, we
introduced real options and related them to the risks
and opportunities section of the business plan. As we
will see in later chapters, there are some important ad-
vantages for entrepreneurs who think about their ven-
tures in terms of real options.

salary-replacement firms
sound business model

SWOT analysis

venture opportunity screening
viable venture opportunity
VOS Indicator™

return on assets (ROA)
return on assets (ROA) model

7. Describe and discuss some of the best financial
practices of high-growth, high-performance firms.
Why is it also important to consider production or
operations practices?

8. Time-to-market is generally important, but being
first to market does not necessarily ensure success.
Explain.

9. What is meant by a viable venture opportunity?

10. Describe how a SWOT analysis can be used to con-
duct a first-pass assessment of whether an idea is
likely to become a viable business opportunity.
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11. Describe the meaning of venture opportunity 16. Describe ROA. Describe the two major ratio com-
screening. ponents that comprise the venture’s ROA model.
12. An analogy used in relation to venture opportunity 17. How do the concepts of operating cash flow and
screening makes reference to “caterpillars” and free cash flow to equity differ?
“butterflies.” Briefly describe the use of this 18. What is a business plan? Why is it important to
analogy. prepare a business plan?
13. When conducting a qualitative screening of a 19. What are the major elements of a typical business
venture opportunity, whom should you interview? plan?
What topics should you cover? 20. What are real options? What types of real option
14. Describe the characteristics of a viable venture opportunities are available to entrepreneurs?
opportunity. What is the VOS Indicator™? 21. From the Headlines—Brooklyn Brew Shop: Briefly
15. Describe the factor categories used by venture capi- describe how the idea of a brewing device for a

talists and other venture investors when they screen
venture opportunities for the purpose of deciding to
invest.

INTERNET ACTIVITIES

1.

Access the Inc. magazine Web site at http://www.
inc.com. Identify a list of recent articles that relate
to how business opportunities are evaluated by ven-
ture investors and/or articles discussing why ven-
ture investors chose not to invest in potential
business opportunities.

Access the Center for Business Planning Web site at
http://www.businessplans.org. The site provides ex-
amples of business plans prepared by MBA students
from top business schools and presented to panels
of investors at recent Moot Corp. competitions

small apartment became a startup enterprise.

hosted by the University of Texas at Austin. Review
one of the business plans. Write a brief summary
comparing the segments or elements included in
the business plan to the key elements of a typical
business plan presented in this chapter.

. Access the Center for Business Planning Web site at

http://www.businessplans.org. Find the reference to
PlanWrite, which is designed to help an entrepre-
neur create a business plan. Identify and briefly de-
scribe what this software product provides.

EXERCISES/PROBLEMS

1. [Basic Financial Ratios] A venture recorded revenues of $1 million last year and a
net profit of $100,000. Total assets were $800,000 at the end of last year.
A. Calculate the venture’s net profit margin.
B. Calculate the venture’s asset turnover.
C. Calculate the venture’s return on total assets.
2. [Financial Ratios and Performance] Following is financial information for three

ventures:

VENTURE XX VENTURE YY VENTURE 2Z
After-tax profit margins 5% 25% 15%
Asset turnover 2.0 times 3.0 times 1.0 times

Calculate the ROA for each firm.

Which venture is indicative of a strong entrepreneurial venture opportunity?
Which venture seems to be more of a commodity-type business?

How would you place these three ventures on a graph similar to Figure 2.10?
Use the information in Figure 2.9 relating to pricing/profitability and “score”
each venture in terms of potential attractiveness.

moOOEpE
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3. [Revenues, Costs, and Profits] In early 2010, Jennifer (Jen) Liu and Larry Mestas
founded Jen and Larry’s Frozen Yogurt Company, which was based on the idea of
applying the microbrew or microbatch strategy to the production and sale of frozen
yogurt. They began producing small quantities of unique flavors and blends in limited
editions. Revenues were $600,000 in 2010 and were estimated at $1.2 million in 2011.
Because Jen and Larry were selling premium frozen yogurt containing premium ingre-
dients, each small cup of yogurt sold for $3, and the cost of producing the frozen
yogurt averaged $1.50 per cup. Other expenses, including taxes, averaged an additional
$1 per cup of frozen yogurt in 2010 and were estimated at $1.20 per cup in 2011.

A. Determine the number of cups of frozen yogurt sold each year.

B. Estimate the dollar amounts of gross profit and net profit for Jen and Larry’s
venture in 2010 and 2011.

C. Calculate the gross profit margins and net profit margins in 2010 and 2011.

D. Briefly describe what has occurred between the two years.

4. [Returns on Assets] Jen and Larry’s frozen yogurt venture described in Problem 3 re-
quired some investment in bricks and mortar. Initial specialty equipment and the
renovation of an old warehouse building in lower downtown, referred to as LoDo,
cost $450,000 at the beginning of 2010. At the same time, $50,000 was invested in
inventories. In early 2011, an additional $100,000 was spent on equipment to sup-
port the increased frozen yogurt sales in 2011. Use information from Problem 3
and this problem to solve the following:

Calculate the ROA in both 2010 and 2011.

Calculate the asset intensity or asset turnover ratios for 2010 and 2011.

Apply the ROA model to Jen and Larry’s frozen yogurt venture.

Briefly describe what has occurred between the two years.

Show how you would position Jen and Larry’s frozen yogurt venture in terms

of the relationship between net profit margins and asset turnovers depicted in

Figure 2.10.

5. [VOS Indicator™ Screening] Jen Liu and Larry Mestas are seeking venture investors to
help fund the expected growth in their Frozen Yogurt Company venture described in
Problems 3 and 4. Use the VOS Indicator™ guidelines presented in Figures 2.8 and
2.9 to score Jen and Larry’s frozen yogurt venture in terms of the items in the pric-
ing/profitability factor category. Comment on the likely attractiveness of this busi-
ness opportunity to venture investors.

6. [Ethical Issues] Assume that you have just “run out of money” and are unable to
move your “idea” from its development stage to production and the startup stage.
However, you remain convinced that with a reasonable amount of additional finan-
cial capital you will be a successful entrepreneur. While your expectations are low,
you are meeting with a loan officer of the local bank in the hope that you can get a
personal loan in order to continue your venture.

A. As you are about to enter the bank, you see a bank money bag lying on the
street. No one is around to claim the bag. What would you do?

B. Now let’s assume that what you found lying on the street was a $100 bill. The
thought crosses your mind that it would be nice to take your significant other
out for a nice dinner—something that you have not had for several months.
What would you do?

C. Now, instead of $100 you find a $1 bill on the street. The thought crosses your
mind that you could buy a lottery ticket with the dollar. Winning the lottery
would certainly solve all your financing needs to start and run your venture.
What would you do?

MO0

Copyright 2010 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



72 Part 1: Background and Environment

SUPPLEMENTAL EXERCISES/PROBLEMS

[Note: These activities are for readers who have an understanding of financial statements] (i.e., income statements and
balance sheets). For other readers, these exercises/problems can be worked after covering Chapter 4.]

7. [Revenues, Profits, and Assets] Refer to the information on the three ventures in
Problem 2.

A. If each venture had net sales of $10 million, calculate the dollar amount of net
profit and total assets for Venture XX, Venture YY, and Venture ZZ.

B. Which venture would have the largest dollar amount of net profit?

C. Which venture would have the largest dollar amount of total assets?

8. [Ratio Calculations from Financial Statements] Ricardo Martinez has prepared the
following financial statement projections as part of his business plan for starting the
Martinez Products Corporation. The venture is to manufacture and sell electronic
components that make standard overhead projectors “smart.” In essence, through
voice commands a projector can be turned on, off, and the brightness of the projec-
tion altered. This will allow the user to avoid audience annoyances associated with a
bright projection light during periods when no overhead transparency is being used.
Venture investors usually screen prospective venture opportunities in terms of pro-
jected profitability and financial performance.

A. Use the following projected financial statements for Martinez Products to calculate
financial ratios showing the venture’s projected (a) gross profit margin, (b) net
profit margin, (c) asset intensity, and (d) ROA.

B. The ratios calculated in Part A are found in the venture opportunity screening
guide discussed in the chapter. Rate the potential attractiveness of the Martinez
Products venture using the guidelines for the pricing/profitability factor category
for the VOS Indicator™.

MARTINEZ PRODUCTS CORPORATION PROJECTED
INCOME STATEMENT FOR YEAR 1

Sales $200,000
Cost of goods sold 100,000
Gross profit 100,000
Operating expenses 75,000
Depreciation 4,000
Eamnings before interest and taxes 21,000
Interest 1,000
Earnings before taxes 20,000
Taxes (25%) 5,000
Net income $ 15,000

MARTINEZ PRODUCTS CORPORATION PROJECTED
BALANCE SHEET FOR END OF YEAR 1

Cash $ 10,000 Accounts payable $ 15,000
Accounts receivable 20,000 Accrued liabilities 10,000
Inventories 20,000 Bank loan 10,000

Total current assets 50,000 Total current liabilities 35,000
Gross fixed assets 54,000 Common stock 50,000
Accumulated depreciation 4,000 Retained earnings 15,000
Net fixed assets 50,000 Total equity 65,000

Total assets $100,000 Total liabilities and equity $100,000
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9. [Ratio Calculations] Ricardo Martinez, the founder of Martinez Products Corpora-
tion (see Problem 8), projects sales to double to $400,000 in the second year of
operation.

A. If the financial ratios calculated for Year 1 in Problem 8 remain the same in Year
2, what would be Martinez’s dollar amount projections in his business plan for
(a) gross profit, (b) net profit or income, and (c) total assets?

B. How would your answers change in Part A if the gross profit margin in the sec-
ond year is projected to be 60 percent, the net profit margin 25 percent, and the
asset intensity at five times turnover?

C. Use the projected ratio information in Part B in the ROA model to determine the
projected percentage rate of ROA.
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MINI CASE
LearnRite.com Corporation

LearnRite.com offers e-commerce service for children’s edutainment products and services. The word edutainment is used to de-
scribe software that combines educational and entertainment components. Valuable product information and detailed editorial com-
ments are combined with a wide selection of products for purchase to help families make their children’s edutainment decisions. A
team of leading educators and journalists provide editorial comments on the products sold by the firm. LearnRite targets highly
educated, convenience-oriented, and value-conscious families with children under the age of twelve, estimated to be about 35 percent
of Internet users.

The firm’s warehouse distribution model results in higher net margins, as well as greater selection and convenience for custo-
mers, when compared to traditional retailers. Gross profit margins are expected to average about 30 percent each year. Because
of relatively high marketing expenditures aimed at gaining market share, the firm is expected to suffer net losses for two years.
Marketing and other operating expenses are estimated to be $3 million in 2011 and $5 million in 2012. However, operating cash
flow breakeven should be reached during the third year. Net profit margins are expected to average 10 percent per year beginning
in Year 3. Investment in bricks and mortar is largely in the form of warehouse facilities and a computer system to handle orders
and facilitate the distribution of inventories. After considering the investment in inventories, the asset intensity or turnover is ex-
pected to average about two times per year.

LearnRite estimates that venture investors should earn about a 40 percent average annual compound rate of return and sees an
opportunity for a possible IPO in about six years. If industry consolidation occurs, a merger might occur sooner.

The management team is headed by Srikant Kapoor, who serves as president of LearnRite.com and controls about 35 percent of
the ownership of the firm. Mr. Kapoor has more than twelve years of experience in high-tech industries, including previous posi-
tions with US West and Microsoft. He holds a BS degree in electrical engineering from an Indian technology institute and an
MBA from a major U.S. university. Sean Davidson, director of technology, has more than ten years of experience in software devel-
opment and integration. Walter Vu has almost ten years of experience in sales and business development in the software industry,
including positions at Claris and Maxis. Mitch Feldman, director of marketing, was responsible for the marketing communications
function and the Internet operations of a large software company for six years. Management strives for continual improvement in
ease of user interface, personalized services, and amount of information supplied to customers.

The total market for children’s entertainment is estimated to be $35 billion annually. Toys account for about $20 billion in an-
nual spending. Summer camps are estimated to generate $6 billion annually. This is followed by children’s videos and video games
at $4 billion each. Children’s software sales currently generate about $1 billion per year in revenues, and industry sales are ex-
pected to grow at a 30 percent annual rate over the next several years.

LearnRite has made the following five-year revenue projections:

2011 2012 2013 2014 2015
Revenues (M) $1.0 $9.6 $30.1 $67.8 $121.4

Project industry sales for children’s software through 2015 based on the information provided above.

Calculate the year-to-year annual sales growth rates for LearnRite. [Optional: Estimate the compound growth rate over the
20112015 time period using a financial calculator or computer software program.]

Estimate LearnRite’s expected market share in each year based on the given data.

Estimate the firm's net income (loss) in each of the five years.

Estimate the firm’s ROA beginning when the net or after-tax income is expected to be positive.

Score LearnRite’s venture investor attractiveness in terms of the industry/market factor category using the VOS Indicator™
guide and criteria set out in Figures 2.8 and 2.9. If you believe there are insufficient data, indicate that decision with an N/A.
Score LearnRite's venture investor attractiveness in terms of pricing/profitability factors. Follow the instructions in Part F.
Score LearnRite’s venture investor attractiveness in terms of financial/harvest factors. Follow the instructions in Part F.

Score LearnRite's venture investor attractiveness in terms of management team factors. Follow the instructions in Part F.
Determine overall total points and an average score for LearnRite as was done for the Companion Systems Corporation in the Ap-
pendix. Items where information is judged to be lacking and an N/A is used should be excluded when calculating an average score.
K. Provide a brief written summary indicating how you feel about LearnRite.com as a business opportunity.
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APPENDIX

Applying the
VOS Indicator™:
An Example

ppendix Figure 1 provides an application of the VOS Indicator™ using the
guidelines described in Figure 2.9 to assess Companion Systems Corporation
(CSC).

CSC PROFILE

CSC’s goal is to become the leading supplier of networking equipment for small- to
medium-sized enterprises and Internet service providers (ISPs). The firm offers router
products that give remote users high-speed, dedicated, encrypted access through the In-
ternet to their home servers. This is accomplished by the creation of a virtual private
network (VPN) that allows a firm to replace traditional dial-up remote access with
secure Internet-based communications links.

MARKET OPPORTUNITY

VPN is an application of the Internet that is expected to grow rapidly over the next few
years. Several trends support this view: (1) business use of the Internet is expected to in-
crease; (2) Internet connection speeds are expected to increase; and (3) Businesses are ex-
pected to consolidate their network connections using VPN. While the market for VPN
equipment is still in its infancy, industry and CSC’s revenues are expected to grow at a 50
percent or greater rate over the next several years. Industry revenues are expected to reach
the $150 million level in three to five years. At present, there are no known direct compe-
titors for the strategy CSC is pursuing. However, there are three groups of indirect compe-
titors: VPN startups, firewall software vendors, and established networking companies.

CSC’s core advantages position the firm to capture early market share for VPN and to be
able to capitalize on the explosive growth that is expected to occur. These advantages include
internally developed multiprotocol routing and switching software, easy-to-use management
software for network devices, distribution channels in place for selling networking products
to small/ medium businesses, and existing close relationships with several of the top ISPs. The
company plans to target four customer groups: high-leverage industry end users (seeding
program), original equipment manufacturers, small and medium end users, and ISPs.

CSC expects to achieve a 25 percent market share within three years of operation. Al-
though CSC does not have legal protection (e.g., a patent or trademark), it does have a
timing advantage over potential competitors.

PRODUCTS

CSC will provide two types of VPN products: VPN Access and VPN LAN-to-LAN. VPN
Access devices allow remote computers to access a corporate network via the Internet.
75
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FIGURE 1 APPLICATION OF THE VOS INDICATOR™ TO COMPANION
SYSTEMS CORPORATION

POTENTIAL ATTRACTIVENESS

FACTOR CATEGORIES HIGH AVERAGE LOwW
Industry/Market

Market size potential 3

Venture growth rate 3

Market share (Year 3) 3

Entry barriers 2
Pricing/Profitability

Gross margins 3

After-tax margins 2

Asset intensity 2

Return on assets 3

Financial/Harvest

Cash flow breakeven 3

Rate of retumn 3

IPO potential 2

Founder’s control 2
Management Team

Experience/expertise 3

Functional areas 3

Flexibility/adaptability 2

Entrepreneurial focus 3
Total points by ranking 30 12 0
Overall total points (OTP) 42
Average score (OTP/16) 2.63

VPN LAN-to-LAN devices provide network-to-network routing services using the Inter-
net. CSC intends to produce top-quality products and to provide superior service sup-
port for these products.

The company will also provide dedicated firewall products. Firewalls are used to pro-
tect corporate networks from unauthorized access. A firewall is a natural complement to
a VPN Access server. Together, they provide a complete method to allow authorized
users to access network services and data (VPN Access server) while protecting the net-
work from unauthorized access (firewall).

Gross profit margins are expected to be 60 percent, and after-tax or net profit margins
are expected to average 15 percent. This after-tax margin, coupled with an expected asset
turnover ratio of two times, results in an expected ROA of 30 percent. CSC estimates
that it will reach cash flow breakeven in less than two years. The amount of external
financing needed for facilities, equipment, and research and development is expected to
be moderate.

MANAGEMENT TEAM

The CEO, Mike McDonnell, graduated from a major Midwestern university with a BS
degree in electrical engineering and a BA degree in English. Before founding CSC,
McDonnell held engineering, marketing, and sales positions at two different firms, one
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of which was a fiber-optic data communications company. John Barlow, director of soft-
ware development and technical support, received a BS in computer science and worked
as a senior systems analyst for administrative systems for a major university before join-
ing CSC. Gloria Robertson, director of marketing and sales, previously worked for tele-
communications and computer firms. She received a BA in art history with a minor in
marketing from a major university in the Northeast. A director of finance and account-
ing is being sought but is not in place.

McDonnell owns 40 percent of the equity in CSC. Projections indicate cash flows ca-
pable of providing an expected return of at least 60 percent to investors. Furthermore,
expectations are that the venture could conduct an IPO in approximately three years.

CSC ASSESSMENT

We have made a pass at scoring CSC’s descriptive information in Appendix Figure 1. An
item judged to be high in terms of potential attractiveness receives a 3; an average gets a
2, and a low is assigned a 1. After totaling each of the three columns, we calculate an
overall total point score. Finally, an average score is computed by dividing the overall
total points by 16. A maximum score of 48 (i.e., 16 items times 3) and an average score
of 3.00 are possible. However, as previously stated, the VOS Indicator™ is designed to be
a relative indicator of the venture’s potential attractiveness.

In terms of the industry/market factor category, CSC gets a high score in market size
potential, the venture’s expected revenue growth rate, and the market share expected in
three years. While at the time of this screening there were no known direct competitors,
there are no specific barriers to entry; competition would be expected from several
sources. We assign an average score to the entry barrier item. Of course, it is important
to recognize that, owing to the subjectivity involved in the venture screening process, all
evaluators may not come to the same conclusion. We are trying to convey how we be-
lieve venture investors, on average, might evaluate the CSC business opportunity
proposal.

Turning to the pricing/profitability factor category, CSC gets a high mark in terms of
expected gross margins. Both after-tax margins and asset intensity measures fall in the
average category. However, because they are on the upper side of the average range,
when taken together they produce an expected ROA that falls in the high potential
category.

CSC also receives very good ratings, based on the estimates provided, in terms of the
financial/harvest factor category. CSC is expected to reach operating profit breakeven in
less than two years; the rate of return on invested equity capital is expected to exceed 50
percent. Of course, venture investors would want to scrutinize the data underlying these
estimates. An IPO potential in three years receives an average score, as does the fact that
the CEO entrepreneur currently has a high minority stake in CSC.

The management team category also receives generally high marks. A high score is
assigned to the experience/expertise item based on descriptive information provided.
The functional areas item also receives a high score, although there is still some uncer-
tainty about the coverage of the financial management area. Because flexibility/adaptability
is difficult to assess directly, we assign an average score. Supporting arguments for at least
an average score would be based on the wide range of job assignments that members of
the management team have previously held. This suggests some prior need to be flexible
and adaptable. We judge the entrepreneurial focus to be strong and thus give it a high
score because of the aggressiveness and desire on the part of the management team to pur-
sue the proposed business opportunity.
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78 Part 1: Background and Environment

The VOS Indicator™ application to CSC in Appendix Figure 1 produces an overall
total of 42 points and an average score of 2.63, which falls in the high potential attrac-
tiveness range of 2.34-3.00. In addition, there were ten high scores and zero low scores.
As a result, the CSC scoring would suggest that further investigation of the business op-
portunity is probably worth pursuing and that venture investors might find an invest-
ment in the venture attractive relative to other possible venture investments.
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CHAPTER

Organizing and
Financing a New
Venture

PREVIOUSLY COVERED

In Chapter 2, we focused on moving from an idea to a business plan. For an idea to
become a viable business venture, the entrepreneur must have a sound business model
for how the idea will become a product or service for which customers will pay, profits
will be realized, and free cash flows will be available to provide a return to the owners
and investors, all within an acceptable time frame. We introduced qualitative and quan-
titative assessment tools and suggested that much of the assessment information could be
the seed for the more formal and comprehensive business plan.

LOOKING AHEAD

Chapter 4 provides an introduction to basic accounting and financial statements, their
relationships to one another, and their construction. Financial statements help us under-
stand whether a venture is building or burning cash—a critical aspect of the venture’s
existence and survival. Spending more cash than one takes in from operations means
that time must be allocated to raising external financing. We address the importance of
cash and cash flow in two ways—through the statement of cash flows and in the analysis
of the venture’s breakeven point.

CHAPTER LEARNING OBJECTIVES

In this chapter, we focus on organizing the venture, obtaining and protecting intellectual
property, and financing in the early stage. Although an entrepreneur can change the legal
form of the venture in the future, her initial choice should carefully consider tax effects,
liability implications, and the amount of financial capital needed to begin operating the
venture. Typically, entrepreneurs who possess and protect intellectual property increase
the chances that their ventures will survive and create value. After completing this chap-
ter, you will be able to:

. Describe the proprietorship, partnership, and corporate forms of business organization.

. Identify the differentiating characteristics of a limited liability company (LLC).

. Describe the benefits, risks, and basic tax aspects of various organizational forms.

. Discuss the use of patents and trade secrets to protect intellectual property.

. Discuss the use of trademarks and copyrights to protect intellectual property.

. Describe how confidential disclosure agreements and employment contracts are used
to protect intellectual property rights.

7. Explain how financing is obtained via financial bootstrapping and through business

angels.
8. Describe first-round financing sources.

AN U1 W W N =
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From the Headlines

Fantasticks' Returns Nothing Short of Angelic

As other have previously noted, business
angels—wealthy individuals who invest in
illiquid early-stage companies—inherited their
“angel” designation from earlier references to
the “angels of Broadway theater,” the backers
of risky Broadway plays. Such backing, however,
has not been restricted to Broadway. There are
many active investors for other venues. While
the official title “Off Broadway Angels” belongs to
a 507(c)3 philanthropic venture organized to “sup-
port and promote small theater companies, individ-
ual projects, and to help establish institutions that
make new and unique contributions to the New
York theater community,”" the more traditional for-
profit angels funding off-Broadway productions
continue to provide much-needed startup capital
for the wider theatrical arts arena. Some of those
off-Broadway angels have logged record invest-
ment holding periods, now exceeding a half
century.

In the spring of 1960, Marjorie and Mal-
colm Gray invested $330 to back the production
of the off-Broadway musical The Fantasticks?
Fast-forward 50 years, and dividend checks are
still arriving. The original investment has
returned about $80,000, or about $1,600 per
year, including those years when the dollar
bought a lot more.® Due to the structure in
the financing arrangement, Ms. Gray (now a

widow over 80 years old) or her estate will
continue to receive dividend checks until 2020
thanks to a then-common clause granting her
dividends up to 18 years after the original
production closed in 2002. Accountants esti-
mate the total return to investors at about
24,000 percent.*

The Fantasticks remains the longest-
running musical in history.> The dividend
payments derive in part from the current off-
Broadway revival in the Snapple Theater
Center/The Jerry Orbach Theater (named after
the Law and Order television veteran who
played El Gallo in the original production)
and will be supplemented by cash flows
from the London production that opened in
May 2010. An additional source of returns
comes from licensed worldwide productions:
The Fantasticks has been in 11,000 productions
in 3,000 cities and 67 countries.® The surviving
original investors recently celebrated The Fan-
tasticks’ 50™ anniversary. Ms. Gray observes
that the $330 investment's returns “helped put
our three children through college and paid for
trips to Guatemala, Costa Rica, Israel.”” Even
at conservative (U.S. Treasury) reinvestment
rates, the original investment would have re-
turned about 15.4 percent per year—for 50
consecutive years.

The initial budget for The Fantasticks
was $16,500 (compared with current typical
off-Broadway budget in excess of $1 million).
Many of the original investors in 1960 were
friends and neighbors of the artists and
executives for the show.® Next time you
have some free time in New York, stop by
the Snapple Theater Center and take in
one of the longest-running angel-backed ven-
tures in the world. It would also be a great
chance to experience why those angel back-
ers were driven to invest over 50 years ago
by something greater than just the prospect
of financial returns. Of course, those haven't
hurt.

1 http://www.offbroadwayangels.org/, viewed on
5/16/2010.

2 "Fantasticks Pays Back for 50 Year,” The New York
Times, 5/3/2010 and available at http://www.
nytimes.com/2010/05/03/theater/03fantastick.html.

3 Ibid.

4 |bid.

5 http://www.ticketmaster.com/Snapple-Theater-tickets-
New-York/venue/24684, viewed on 5/16/2010.

6 http://www.nytimes.com/2010/05/03/theater/
03fantastick.html, viewed on 5/16/2010.

7 Ibid.

8 Ibid.

o reach the point when formal organization is appropriate, the venture idea should

have passed an initial screening (and planning) stage. The enthusiasm and

feedback from family, friends, and others provides much of the fuel needed to
sustain the entrepreneur’s drive. Success is certainly in view! Nonetheless, the arduous
task of starting, growing, surviving, and realizing the venture’s potential has only just
begun. While it is easy to sit back and wish our students success on the road to their
new ventures, we believe they expect us to prepare them to face the inevitable challenges.
Our response is to set out useful descriptive information, financial methods, and tools to
help them organize, formally launch, monitor progress, and set a reasonable course while
watching out for speed bumps.

| SECTION ¥
PROGRESSING THROUGH THE VENTURE

LIFE CYCLE

In Part 1, we introduced entrepreneurial ventures and focused on the development, or
first stage, in a venture’s life cycle. We stressed the importance of screening ideas for
their business potential, preparing a business plan, and obtaining seed financing. As the
venture progresses through the development stage, there may be occasions when the
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entrepreneur asks such questions as: “Should we continue with this design, change it, or
hang it up altogether? How will our services be delivered? Is this really the best ap-
proach? Do we have enough to keep going?”

Part 2 of this book, which we now enter, focuses on the venture’s formal launch, is-
sues to be resolved during the startup stage, and the challenges to be overcome in what
we term the survival stage—when the venture first experiences the rewards and ravages
of commercializing its products and services. During the startup stage in Figure 3.1, the
entrepreneur is concerned with choosing the initial organizational form, preparing (or at

FIGURE 3.1 LIFE CYCLE APPROACH: VENTURE OPERATING AND FINANCIAL DECISIONS

DEVELOPMENT STAGE
Screen Business Ideas Continue
Prepare Business Plan
Abandon/ Obtain Seed Financing
Liquidate | | Regroup
Continue

STARTUP STAGE
Choose Organizational Form Continue
Prepare Initial Financial Statements

Obtain Startup Financing

Liquida‘[e Hegroup
Continue
SURVIVAL STAGE
Monitor Financial Performance Continue AL
Project Cash Needs
Obtain First-Round Financing
LIQUIDATE CIgIAEES Regroup RESTRUCTURE
. o B Operations Restructuring
—>  Private Liquidation Liquidate Asset Restructuring
Legal Liguidation Continue Financial Restructuring
RAPID-GROWTH STAGE
Create and Build Value
Obtain Additional Financing
Examine Exit Opportunities
GOPUBLIC Harvest Harvest SELL
Initial Public OR
Offering (IPO) MERGE
Continue
_St_ageq EARLY-MATURITY STAGE
Liquidation Manage Ongoing Operations Exit

Maintain and Add Value
Obtain Seasoned Financing
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84 Part 2: Organizing and Operating the Venture

least understanding) the initial financial statements, and finding ways to obtain startup
financing. At this time, the entrepreneur will face important decisions about whether
there is a need to regroup, restructure, or even walk away from the venture.

If we assume that the decision is to go forward, the next challenge is the survival stage of
Figure 3.1. Unfortunately, while the startup stage is difficult, getting through the survival stage
is likely to age the entrepreneur even more rapidly. In this stage, the entrepreneur must moni-
tor financial performance, project the venture’s cash needs, and obtain first-round financing,
This is usually a time when the venture is burning more money than operations can provide.
Financial statements become an important external—as well as internal—communication de-
vice. The ability to obtain adequate financial capital is crucial to venture survival. Many ven-
tures never make the critical jump to credibly communicating with the financial community;
consequently, they do not get the necessary funding to continue the entrepreneurial dream.

CONCEPT CHECK  x \hat are the first three life cycle stages typically encountered by a successful entrepreneurial venture?

| SECTION ¥
FORMS OF BUSINESS ORGANIZATION

Venture opportunities are diverse. Consider three examples." First, suppose you have an
idea for a new and different board game. You grew up playing Scrabble and Pictionary
and now you have an idea for a board layout where, depending on which squares you
land on, one of several card decks will be activated that requires either “left-brained”
(quantitative) or “right-brained” (qualitative) activities. You plan to use colorful charac-
ter icons that you will protect with trademarks. For reference purposes, we will call this
venture idea the BrainGames Company.

Suppose your second venture idea is to manufacture and sell home safety products,
including an escape ladder. The ladder will be lightweight, sturdy enough to support
someone weighing 200 pounds, and folds down to the size of a small briefcase. You are
considering taking a college-level product development course so that you can create a
prototype. Once you have a viable prototype, you hope to file for any relevant trade-
marks and patents. We will call your second venture idea the EasyWayOut Company.

Your third idea involves making miniature devices that can be embedded in athletes’
helmets for an unprecedented “up close” view of the action. During a game, the devices
will collect and transmit performance data in real time to a central computer. The com-
puter will transform the raw data into new types of statistics and digital images. For ex-
ample, you envision a gauge that records the force of a hit or tackle and a stamina gauge
that records changes in the speed of a player’s movements during a game. The technol-
ogy is in the late stages of development, and you have applied for two patents. We will
call this venture concept the Virtual SportsStats Company.

We explore questions faced by all new ventures as they move through their startup
stages: What are the legal organizational forms available when forming a new venture?
What factors lead to advantages of a particular form? What intellectual property is in-
volved? What methods of protection are available? What are the available sources of
early-stage financing?

1 These ideas, of course, are not new. Our intent here is to provide a spectrum of possible venture opportunities to
think about and discuss. The three ventures that initiated operations in these business spaces are Cranium, X-It Pro-
ducts, and Trackus, respectively. See: “Hot Start-Ups,” Inc., July 1999, pp. 35-50.
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CONCEPT CHECK

proprietorship

business venture owned by
an individual who is
personally liable for the
venture's liabilities

unlimited liability

personal obligation to pay a
venture's liabilities not
covered by the venture's
assets
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The first question addresses legal forms of organization.” We specifically consider:

Sole proprietorships

Partnerships (general and limited)
Corporations (regular and subchapter S)
Limited liability companies

* ¥ ¥ ¥

Figure 3.2 provides a summary of financial, legal, and tax characteristics one should
consider when structuring a new venture. More specifically, these characteristics are:

Number of owners
Ease of startup
Investor liability
Equity capital sources
Firm life

Liquidity of ownership
Taxation

¥R K X X * *

The first six characteristics are discussed in this section, and the tax implications of
various organizational forms are presented in the next section.*

% Identify four general types of business organizations.

Proprietorships

A proprietorship is a business venture owned by an individual who is personally liable
for the venture’s debts and other liabilities. The owner or proprietor contributes equity
capital and can contract, incur debt, sell products or provide services, and hire employees
just like other businesses. A proprietor also has sole responsibility for venture decision
making. The primary advantage of a proprietorship is that it allows an entrepreneur to
conduct the full range of business activities with almost no additional expense to the or-
ganization. In other words, as indicated in Figure 3.2, little time is required to organize a
proprietorship, and the associated legal fees are low. The owner also determines the life
of the proprietorship. For example, the proprietor can choose to close down or cease op-
erating the venture at any time.

One drawback of a proprietorship is that the personal financial risk is high because
the proprietor has unlimited liability, a personal responsibility for the venture’s obliga-
tions. In the event that the venture’s debts or other obligations cannot be paid from the
venture’s assets, creditors have recourse to the proprietor’s personal assets, including

2 More detailed discussions of organizational legal issues for startups can be found in legal reference books such as
Richard Harroch's Start-Up Companies: Planning, Financing, and Operating the Successful Business (Law Journal
Seminars-Press, 1993) and Jack Levin's Structuring Venture Capital, Private Equity, and Entrepreneurial Transactions
(Aspen Publishers, 1997). Both of these texts provide extensive discussion of the issues, and Harroch's text includes
several “boilerplate” documents for the startup venture.

w

Other, less popular forms of business organizations include joint ventures (treated as general partnerships), joint ven-
ture corporations (incorporated joint ventures), syndicates and investment groups (treated as general partnerships un-
less incorporated), business (Massachusetts) trusts (an arrangement involving property transfer with aspects of a
corporation and a limited partnership), incorporated and unincorporated cooperatives (treated like a partnership unless
incorporated), and unincorporated associations (treatment depends on the state and the cause for legal action).

~

For an alternative checklist approach to help select the appropriate organizational form, see John Power and Richard
Kolodny, “Initial Decision on Choice of Entity,” in Start-Up Companies: Planning, Financing and Operating the Suc-
cessful Business.
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FIGURE 3.2 BUSINESS ORGANIZATIONAL FORMS AND SELECTED FINANCIAL, LEGAL,
AND TAX CHARACTERISTICS

NUMBER OF

OWNERS AND FIRM LIFE AND
ORGANIZATIONAL OWNER’S EASE OF INVESTOR EQUITY CAPITAL LIQUIDITY OF
FORM STARTUP LIABILITY SOURCES OWNERSHIP TAXATION
Proprietorship One; little time and low  Unlimited Owner Life determined by Personal tax rates

General partnership

Limited partnership

Corporation

Subchapter S corporation

Limited liability company

(LLC)

legal costs

Two or more; moderate
time and legal costs

One or more general
and one or more limited
partners; moderate
time and legal costs
One or more, with no
limit; long time and
high legal costs

Fewer than 75 owners;
long time and high
legal costs

One or more, with no
limit; long time and
high legal costs

Unlimited (joint and
several liability)

Limited partners’
liability limited to
their investments

Limited to
shareholders’
investments
Limited to
shareholders’
investments
Limited to owners’
membership
interests

Partners, families,
and friends

General and limited
partners

Venture investors
and common
shareholders

Venture investors
and subchapter S
investors

Venture investors
and equity offerings
to owners

owner; often difficult to

transfer ownership
Life determined by

partners; often difficult

to transfer ownership
Life determined by
general partner; often
difficult to transfer
ownership

Unlimited life; usually
easy to transfer
ownership

Unlimited life; often
difficult to transfer
ownership

Life set by owners;
often difficult to
transfer ownership

Personal tax rates

Personal tax rates

Corporate taxation;
dividends subject to
personal tax rates
Income flows to
shareholders; taxed
at personal tax rates
Income flows to
owners; taxed at
personal tax rates

cash, bank accounts, ownership interests in other businesses, automobiles, and real es-
tate. The proprietor of a failed venture with outstanding obligations may be forced into
personal bankruptcy to protect personal assets from the venture’s creditors.

Other limitations of the proprietorship form of business organization, as noted in Fig-
ure 3.2, relate to the fact that it is often difficult to transfer ownership and that capital
sources are very limited. While the proprietor can close the venture at will, it is often
difficult to find others who are willing to buy the business and keep it operating. For
ventures requiring substantial equity capital, the proprietorship form of organization
usually does not work well. In a proprietorship, the only source of equity capital is own-
er’s funds.’

In the last chapter, we identified entrepreneurial ventures as the rapid growth and
high-performance subset of all possible entrepreneurial firms. Many entrepreneurial
firms that are not concentrating on rapid growth could benefit from being organized as
proprietorships because little time and low legal costs are involved in starting the busi-
ness, and external equity capital is not a priority. Entrepreneurial ventures, in contrast,
will in most cases seek to grow at rates that will demand external financing. Because of
the implied limitations on how money can be raised, they are less likely to remain orga-
nized as proprietorships, even if they start that way.

Rapidly growing ventures emphasizing value creation often incur substantial operat-
ing and financial risk to facilitate their growth. In response to these risks, they often de-
sire to limit, when possible, the founders’ and investors’ liability. This desire to limit
investors’ liability is another disadvantage of organizing as a proprietorship.

5 Of course, there is still the potential for loans (debt capital) from friends and family.
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partnership

business venture owned by
two or more individuals who
are jointly and personally
liable for the venture's
liabilities

partnership agreement

an agreement that spells out
how business decisions are
to be made and how profits
and losses will be shared

joint liability

legal action treats all
partners equally as a group

joint and several
liability

subsets of partners can be
the object of legal action
related to the partnership
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Returning to the three potential ventures, we can begin to consider the (dis)advan-
tages of different organizational forms. With relatively low production costs and initial
sales, BrainGames Company could be started with limited equity capital supplied by the
owner, family, and friends. However, the owner might not wish to risk his personal
wealth beyond that invested in the venture. Initially, EasyWayOut Company and Virtual
SportsStats Company are more likely to be capital intensive than BrainGames Company;
that is, they may need financial capital beyond what the entrepreneur, family, and friends
can provide. The need for large amounts of financial capital to finance growth, as well as
the desire to protect the founder’s personal assets, would suggest that neither the Easy-
WayOut Company nor the Virtual SportsStats Company would be likely to be formed—
even initially—as a proprietorship.

%k What is the owner's liability in a proprietorship?

General and Limited Partnerships

Figure 3.2 shows the financial and legal characteristics of both general and limited part-
nerships and summarizes how partnerships compare with proprietorships. The term
partnership refers to a general partnership, which is a business venture owned by two
or more individuals, called partners, who are each personally liable for the venture’s lia-
bilities. Because there are multiple owners, a partnership agreement spells out how busi-
ness decisions are to be made and how profits and losses will be shared. If the
partnership agreement does not state otherwise, each general partner has complete man-
agerial discretion over the conduct of business.

Much like proprietorships, equity capital sources for general partnerships are re-
stricted to funds supplied by partners. The costs associated with forming a general part-
nership are usually moderate in terms of time and legal fees. The partners determine the
partnership’s life. If one or more partners decide to transfer their ownership positions to
others, the process may be a difficult one. All partners must agree to replace an existing
partner with a new partner, and all partners must agree to a sale of a partnership.

A general partner’s personal financial liability for the venture’s obligations mirrors
that of the sole proprietor—unlimited. In cases of joint liability, legal actions must treat
all partners as a group. If the relevant law allows subsets of partners to be objects of legal
action related to the partnership, the partners have joint and several liability. Joint lia-
bility is the norm for partnership debt and contract obligations, although some states
hold partners jointly and severally (separately) liable for these. If the conduct of a part-
nership business has wrongfully harmed another party, partners are typically jointly and
severally liable. Although a partner’s personal liability cannot be altered by the partner-
ship agreement, the agreement can spell out how partners can recover funds from each
other.

The body of law normally governing partnerships is the Uniform Partnership Act
(UPA).° In cases where the partnership agreement is silent, the UPA provides the prece-
dence in general partnership law. Some provisions of the UPA include a set of default part-
ner rights and duties, as shown in Figure 3.3. For example, general partners have a right to
participate in profits but a duty to participate in losses. Partners have a right to participate

6 The UPA has been adopted with minor modifications by all states except Louisiana. It has also been adopted in the
District of Columbia, Guam, and the U.S. Virgin Islands.
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FIGURE 3.3 RIGHTS AND DUTIES OF GENERAL PARTNERS

RIGHTS DUTIES

Participation in profits Participation in losses

Full participation in management Full liability for partnership obligations
Veto right on new partners Provision of business information to partners
Reimbursement for expenses Accountable as fiduciary for other partners
Eventual return of capital Conformity to partnership agreement
Access to formal account of affairs Care in transacting partnership business

Access to partnership books

fully in the management of the partnership, and each partner is accountable as a fiduciary
for other partners.”
The UPA also specifies default cases in which individuals may be considered partners.
When a nonpartner represents herself, or consents to have a partner represent her as a
partner, she has the same liability to repay any credit extended on the basis of the repre-
sentation through a concept called partnership by estoppel. The nonpartner and the part-
ner consenting to the representation are estopped (forbidden) from denying liability. If
all partners consented to the representation, then the partnership is jointly liable. Parties
not otherwise properly organized may be a deemed partnership, in which the deemed
partners face unlimited personal liability for venture obligations. Under the UPA, receiv-
ing a share of the profits can be sufficient to deem the recipient and the payer partners.
Participating in profits and losses can result in a deemed partnership, irrespective of the
terms used to describe the arrangement.
The UPA also specifies a principle known as mutual agency, which states that, even if
the partnership agreement restricts a partner’s authority, when the restricted partner acts
outside the authority with a third party ignorant of the restriction, the partnership is none-
theless obligated. Of course, the restricted partner violating the partnership agreement may
incur liability to the other partners for acting outside the partnership agreement. The UPA
also specifies the triggering events (such as a partner’s death or incapacitation) that auto-
matically dissolve a partnership. Partnerships can also be set up to dissolve at a time, or
under conditions, specified in the partnership agreement. Under the UPA, each partner
has the right to dissolve the partnership at any time, but partners can incur liability for
breach of fiduciary duty if they force dissolution in a way that harms the partnership’s
interests.
limited partnership In contrast to a general partnership, a limited partnership limits certain partners’ lia-
certain partners’ liabiiies  Pility for venture obligations to the amount paid for partnership interests; these partners
are limited to the amount of are known as limited partners. A limited partnership is a formal organization governed
their equity capital by state law and, unless the partnership strictly conforms to state restrictions, will be re-
contribution garded as a general partnership. Structurally, at least one partner must be a general partner

and face unlimited liability for firm obligations. This general partner makes the day-to-day

business decisions, while the limited partners are required, to a great extent, to be passive

7 Basic types of violations of fiduciary duty include self-dealing, usurping a partnership business opportunity, competing
with the partnership, failure to serve the partnership, taking secret profits, violating confidence, personal use of part-
nership property, and refusal to be accountable to other partners.
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FIGURE 3.4 PERMISSIBLE LIMITED PARTNER ACTIVITIES (RULPA)

1. Being a contractor for or an agent or employee of the limited partnership or of a general partner or being an
officer, director, or shareholder of a general partner that is a corporation

2. Consulting with and advising a general partner with respect to the business of the limited partnership

3. Acting as surety for the limited partnership or guaranteeing or assuming one or more specific obligations of
the limited partnership

4. Taking any action required or permitted by law to bring or pursue a derivation action in the right of the limited
partnership

5. Requesting or attending a meeting of partners
6. Proposing, approving, or disapproving, by voting or otherwise, one or more of the following matters:
a. the dissolution and winding up of the limited partnership

b. the sale, exchange, lease, mortgage, pledge, or other transfer of all or substantially all of the assets of
the limited partnership

the incurrence of indebtedness by the limited partnership other than in the ordinary course of its business
a change in the nature of the business
the admission or removal of a general partner

a transaction involving an actual or potential conflict of interest between a general partner and the lim-
ited partnership or the limited partners

- o a o

g. an amendment to the partnership agreement or certificate of limited partnership

h. matters related to the business of the limited partnership not otherwise enumerated in this list that the
partnership agreement states in writing may be subject to the approval or disapproval of limited partners

7. Winding up the limited partnership in the absence of a general partner to do so

investors.® The formation of a limited partnership usually requires a formal filing with the
governing authorities. Just as in a general partnership, it is a good idea to complete and
execute an explicit and comprehensive partnership agreement when organizing a limited
partnership. Forming a limited partnership usually takes a moderate amount of time and
money.

The sources of equity capital for limited partnerships are the funds supplied by the
general and limited partners. The total amount of equity funds needed by the limited
partnership is typically committed “up front.” Thus, growth ventures are not usually set
up as limited partnerships. Rather, limited partnerships are often established to purchase
income-producing real property when the purchase price is known in advance and oper-
ating expenses can be covered with operating income.

With the exception of Louisiana, every state has adopted a version of the Revised Uni-
form Limited Partnership Act (RULPA).” Management of a limited partnership resides
with the general partner. Limited partners risk the loss of their limitation on liabilities
if they become involved in control of the business. Under RULPA, limited partners are
allowed to engage in the partnership matters listed in Figure 3.4 without risking their
limited liability. RULPA also stipulates that a limited partner may be exposed to creditor
liability if his name is used in the name of the partnership and the creditor does not
know that he is a limited partner. Taking actions other than those listed in Figure 3.4
does not automatically result in a determination that the limited partner has exercised
control over the firm and subjected himself to unlimited liability.

8 In many cases, the “general partner” can actually be an entity consisting of limited liability investors. Such a struc-
ture, though, requires careful formation and maintenance to avoid loss of the preferential tax treatment and limited
liability.

9 Some version of RULPA has been adopted by forty-nine states, the District of Columbia, and the U.S. Virgin Islands.
For mare information, see http://www.nccusl.org.
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The general partner has the same type of fiduciary duties toward limited partners as
general partners toward one another. Limited partners generally have no fiduciary duties
to one another or the general partners. They generally have the same right to access the
firm’s books, records, and accounting as general partners. Forming limited partnerships
takes longer and usually involves legal expenses, including those involved in constructing
a partnership agreement.

It is unlikely that the BrainGames, EasyWayOut, or Virtual SportsStats ventures
would be organized as either general or limited partnerships. While it may be possible
for partners, families, and friends to provide the necessary financial capital (equity and
debt) for BrainGames, the unlimited liability associated with a general partnership (say,
if a child were to swallow one of the game’s tokens) would likely be a major reason to
pursue another form of business organization. Use of a limited partnership arrangement,
while limiting the personal liability of limited partners, would not limit the liability of
BrainGames’ general partners. The need for substantial amounts of equity capital by
EasyWayOut and Virtual SportsStats probably would preclude organization as either a
general or a limited partnership. Unlimited personal liability for all partners in a general
partnership, and for the general partners in a limited partnership, would also be a draw-
back to organizing as a partnership.

CONCEPT CHECK  x How does a limited partnership differ from a general partnership?

Corporations

In the United States, business corporations are the dominant form of business organiza-

tion. Figure 3.2 details some of the comparative financial and legal characteristics of cor-
corporation porations versus the other main forms of business organization. A corporation is a legal
a legal entity that separates entity that sepgrates the personal ansets of th.e. owners., calleq shareholders, from the as-
personal assets of the sets of the business. In a more detailed definition, Chief Justice John Marshall stated:

owners, called shareholders, . . .y . Lo . . . .
from the assets of the A corporation is an artificial being, invisible, intangible, and existing only in the

business contemplation of law. Being the mere creature of the law, it possesses only those
properties which the charter of its creation confers upon it, either expressly, or as
incidental to its very existence. These are such as are supposed best calculated to ef-
fect the object for which it was created. Among the most important are immortality,
and, if the expression may be allowed, individuality; properties by which a perpetual

succession of many persons are considered the same, and may act as a single
individual. "’

State statutes determine the organization and structure of corporations. Thus, one
usually makes reference to the state when referring to the firm: “BCS, a Delaware corpo-
ration, announced quarterly earnings off 27 percent from expected.” Owing to significant
differences in the laws dealing with the governance and other aspects of a corporation,
the state chosen for incorporation can be an important decision. Delaware is usually re-
garded as the favorite jurisdiction for incorporating.

As noted in Figure 3.2, corporations raise equity capital from their shareholders
through common stock sales or offerings. Like individuals, corporations can own physi-
cal capital, borrow from others, and enter into contractual arrangements. Except in the
rare circumstance of a court’s “piercing the corporate veil,” shareholders have limited

10 Dartmouth College v. Woodward, 4 Wheaton 518, 636 (1819).
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FIGURE 3.5 ARTICLES TYPICALLY REQUIRED IN THE ARTICLES OF
INCORPORATION

Corporation name and initial registered office address

Name of the initial registration agent who is served with legal papers on behalf of the corporation
Duration of the corporation (usually made perpetual)

Intended business activities

Share classes, structure of the classes, and authorized shares in each class

S e o

Indication of whether existing shareholders have a right to maintain their ownership portion in new shares
issued

7. Initial size of the board of directors and the initial directors’ names
8. Founders' (incorporators’) names and addresses

liability for the corporation’s obligations.'' Limited liability means that creditors can seize
the corporation’s assets but have no recourse to the shareholders’ personal assets if
shareholders have not otherwise guaranteed the credit.'* In contrast to the partnership
form of organization, there is no general partner or other individual who retains unlimited
liability for the corporation’s obligations. The characteristics of a corporation, in addition to
a separate standing under the law and limited liability, include the free transferability of
shares not otherwise restricted by securities laws, a perpetual existence unless formed
otherwise, and a centralized management.

The corporate charter is the legal document that establishes the corporation. The articles
of incorporation are the basic legal declarations contained in the corporate charter. Figure
3.5 shows the usual minimal content of a corporation’s articles. For example, each corpora-
tion must have a name and an office address, indicate its intended business activities, state
the initial size and names of the board of directors, and provide the founders’ names and
addresses. The corporate bylaws are the rules and procedures established to govern the cor-
poration. The bylaws indicate how the corporation will be managed, give the procedures for
electing directors, and specify shareholder rights. The bylaws constrain the directors, offi-
cers, and shareholders and govern the corporation’s internal management structure.

A board of directors, elected by the shareholders, controls a corporation. The board
appoints corporate officers to run business operations. Directors and officers have a fidu-
ciary duty to the corporation and its shareholders, not unlike the fiduciary duty a general
partner owes other partners. Shareholders generally do not have a fiduciary duty to other
shareholders, although there may be exceptions in closely held corporations or when a
controlling shareholder is dealing with minority shareholders.

Figure 3.2 indicates that, relative to sole proprietorships and general and limited part-
nerships, the establishment of corporations usually requires more time to get started and
that legal costs are relatively high. However, it is possible to reduce initial legal advising
fees by using “boilerplate” examples of articles of incorporation that are widely available
and easily modified. Although filing expenses vary from state to state, they include a cost
for filing the charter documents, a franchise fee for the right to be a corporation, and
other fees and charges associated with incorporation.

11 Courts have pierced the corporate veil for failure to observe corporate formalities, domination and control of the cor-
poration by a single shareholder, and failure to be properly capitalized. Failure to maintain separate books and failure
to hold director and stockholder meetings are examples of dangerous disregard for corporate formalities.

12 For small startup corporations, it is common practice for lenders to require major shareholders to cosign before loans
are granted. In such instances, if the corporation’s assets are inadequate to cover the debt claim, the lender can seize
the cosigners’ personal assets.
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S corporation

corporate form of
organization that provides
limited liability for
shareholders; plus, corporate
income is taxed as personal
income to the shareholders

CONCEPT CHECK

limited liability
company (LLC)

a company owned by
shareholders with limited
liability; its earnings are
taxed at the personal income
tax rates of the shareholders

The ongoing maintenance costs of organizing as a corporation are generally higher
than for the other forms of organization. Once a corporation forms, it must file financial
and tax statements with both state and federal government statements. Franchise and
other taxes are annual expenses. Director meetings must be held and minutes must be
taken. Amendments to the articles or bylaws can introduce ongoing legal fees.

One special form of corporate organization is an S corporation (sometimes called a
subchapter S corporation). “S corps” are named for the section of the Internal Revenue
Service (IRS) tax code laying out the related requirements. An S corporation provides
limited liability for its shareholders, while its income is taxed only at the personal level
of its shareholders (i.e., no corporate taxes).'> Also, as summarized in Figure 3.2, an
S corporation must have fewer than seventy-five shareholders, and no shareholder can
be another corporation. The need for more time to organize, and higher legal costs rela-
tive to proprietorships and partnerships are characteristic of S corporations. Further-
more, because of the restriction on the number of shareholders, S corporations may
find it more difficult to raise large sums of equity capital and to transfer ownership rights
(relative to regular corporations).

Professional corporations (PCs) and service corporations (SCs) are corporate struc-
tures that states provide for professionals such as physicians, dentists, lawyers, and ac-
countants. Members of a PC or SC must ordinarily be licensed professionals and are
typically shielded only from liability related to contractual and other nonprofessional
liability. They remain personally liable for their wrongful professional acts and those of
their professional employees."*

The BrainGames, EasyWayOut, and Virtual SportsStats ventures all would be good
candidates for organizing as corporations. Limiting outside investors’ liabilities to their
business investments in these ventures would be an important objective and would jus-
tify the time and costs required to organize as corporations. The ability to attract large
amounts of equity capital and the relative ease of transferring ownership rights suggest
additional possible benefits of organizing as corporations. If, however, the need for eq-
uity capital is not large and the ease of transferring ownership is not that important,
one or more of these ventures might opt to organize as a corporation and limit the num-
ber of investors to qualify for the IRS’s subchapter S status.

% What is meant by an S corporation?

Limited Liability Companies

A limited liability company (LLC) provides the owners with limited liability (like a cor-
poration) and passes its income before taxes through to the owners (in a similar manner
to a partnership or S corp). Thus, as summarized in Figure 3.2, the LLC combines some
of the benefits of both the corporate and the partnership forms of business organization
in a manner similar to that for subchapter S corporations. The first LLC was formed
in Wyoming in 1977, under special-interest legislation for Hamilton Brothers Oil
Company. Since then, all states have passed LLC statutes. The owners of an LLC are
called members and are shielded from LLC liability except for their individual acts in

13 We discuss taxation of the various types of business organizations in the next section.
14 1t is important to note that limited liability usually refers to the status of passive investors in a business. Those who

actively engage in wrongful business practice will, in most cases, incur personal liability for their acts, irrespective of
their liabilities as investors.
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connection with the LLC business. An LLC is like a limited partnership with no general
partner.15

Forming an LLC requires organizational time and legal costs roughly comparable to
those of organizing as a corporation. An LLC typically requires the preparation of two
documents. The certificate of formation (Delaware) or the articles of organization (Cali-
fornia) lay out the LLC’s name, address, a formal agent for receiving legal documents,
the duration of the firm, and whether members or their appointees will govern the
LLC. The operating agreement plays the role of the partnership agreement in specifying
in more detail how the LLC will be governed, the financial obligations of members, the
distribution of profits and losses, and other organizational details. Boilerplates for orga-
nizing an LLC are widely available, but competent legal advice is critical in the decision
to form an LLC. As these structures are relatively new, the courts are still working out
various areas of law related to LLCs, including how they are treated in states other than
their formation state.

Equity capital is obtained through equity offerings to owners or members. The life of
the LLC is determined by the owners and is generally set for a fixed number of years, in
contrast to the unlimited life typical of a corporation. It can be difficult to transfer own-
ership in an LLC because the consent of the owners or members is required. A major
potential advantage of the LLC organization structure, as we will discuss in the next sec-
tion, relates to the passing through of the LLC’s pretax income to the owners who, of
course, then will be required to pay taxes at their personal income tax rates on the in-
come received.

It is possible that the BrainGames, EasyWayOut, and Virtual SportsStats ventures
might choose to organize as limited liability companies, particularly if they also give con-
sideration to organizing as subchapter S corporations. Each venture’s decision would un-
doubtedly be affected by the trade-off between the tax advantages of an LLC and the
unlimited life, ease of obtaining additional equity capital, and ease of transferring owner-
ship rights in a regular corporation.

CONCEPT CHECK  x \hat is the owner's liability in a limited liability company?

| SECTION &
CHOOSING THE FORM OF ORGANIZATION:

TAX AND OTHER CONSIDERATIONS

A regular corporation (also known as a C corporation) is taxed as an entity separate
from the shareholders who receive payments from the corporation’s profits. The corpo-
ration pays taxes at the relevant corporate tax rate. Upon receiving payments out
of profits, called dividends, shareholders pay an additional layer of taxes at the relevant
personal tax rate. C corporation losses accumulate at the corporate level and cannot
be passed through to investors to help lower their personal tax bills. The double
taxation and the inability to pass losses through put the corporation at a distinct tax
disadvantage relative to other organizational forms. Figure 3.2 provides a summary

15 A limited liability partnership (LLP) is a related but distinct structure. Also formed by state law, the LLP is normally
affiliated with the provision of professional services. Because it is not a common organizational form for entrepreneur-
ial ventures, we do not consider it further.
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FIGURE 3.6 2009 PERSONAL AND CORPORATE FEDERAL INCOME TAX RATES

CORPORATE MARGINAL INCOME TAX RATES

TAXABLE INCOME

OVER- BUT NOT OVER- MARGINAL TAX RATE
- 50,000 15%

50,000 75,000 25%

75,000 100,000 34%

100,000 335,000 39%

335,000 10,000,000 34%
10,000,000 15,000,000 35%
15,000,000 18,333,333 38%
18,333,333 = 35%

PERSONAL MARGINAL INCOME TAX RATES

SINGLE MARRIED FILING JOINTLY
TAXABLE INCOME TAXABLE INCOME
BUT NOT MARGINAL MARGINAL
OVER- OVER- TAX RATE OVER-  BUT NOT OVER- TAX RATE
= 8,350 10% 16,700 10%
8,350 33,950 15% 16,700 67,900 15%
33,950 82,250 25% 67,900 137,050 25%
82,250 171,550 28% 137,050 208,850 28%
171,550 372,950 33% 208,850 372,950 33%
372,950 35% 372,950 35%

Source: Internal Revenue Service, http://www.IRS.gov.

comparison of some of the taxation differences across the various major forms of
business organizations.

Figure 3.6 shows the 2009 federal marginal income tax rates relating to both personal
and corporate taxable income. Proprietorships and partnerships would be taxed at the
personal tax rate, which is likely to be either the rate for filing as “single” or that for
filing as “married filing jointly.” Notice that personal income tax rates increased steadily
from 10 percent to 35 percent in 2009. Personal income tax rates in the United States are
said to be progressive tax rates because the percentage of income paid in taxes increases
as the dollar amount of income increases. The U.S. corporate tax rate also is progressive,
up to a limit. Based on 2009 tax rate schedules, the marginal tax rate ranged from 15
percent for the first $50,000 of income to 39 percent for taxable income between
$100,000 and $335,000. For larger amounts of taxable income, the corporate marginal
tax rates were 34, 35, or 38 percent.

Let’s illustrate the tax liability for a corporation with a taxable income of $100,000.'®
Based on Figure 3.6, the marginal tax rate, which is the rate paid on the last dollar of

16 For simplicity, we are ignoring the standard deductions and exemptions that would apply if the amounts represented
total annual incomes.
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income, would be 34 percent. The average tax rate would be determined as the total tax
liability divided by the dollar amount of taxable income as follows:

CORPORATE CORPORATE TAXABLE CORPORATE AMOUNT
MARGINAL TAX RATE x INCOME - OF TAXES
15% x $ 50,000 - $ 7,500
25% x 25,000 - 6,250
34% x 25,000 - 8,500
$100,000 $22,250

Dividing the $22,250 in taxes by the $100,000 of taxable income gives an average tax
rate of 22.3 percent.

The difference between the $100,000 of taxable income and the $22,250 in income
taxes results in an after-tax corporate profit of $77,750. If all this profit were then paid
out to a shareholder, with no other personal income, with a filing status of married filing
jointly, the additional taxes paid would be:

PERSONAL MARGINAL PERSONAL TAXABLE PERSONAL AMOUNT
TAX RATE x INCOME - OF TAXES
10% x $16,700 - $ 1,670.00
15% x 51,200 - 7,680.00
25% x 9850 = 246250
$77,750 $11,812.50

Dividing the $11,812.50 in taxes by $77,750 of personal taxable income gives an average
tax rate of 15.2 percent. This compares with a personal marginal tax rate of 25 percent.

Under this arrangement, the total federal income taxes paid were $34,062.50 ($22,250 +
$11,812.50), which, owing to double taxation, results in an average rate of 34.1 percent on
the $100,000 of original taxable income. Two layers of taxation can impose a severe tax
penalty for entrepreneurs and others who start their own businesses.

Partnerships are treated with pass-through taxation. That is, the profits and losses of
the enterprise pass directly through to the owners on the basis specified in the partner-
ship agreement. For profits, there is only one layer of taxation at the personal level. For
losses, there is an opportunity for partners to immediately lower their personal taxes.'”

As we mentioned before, the IRS has a category for closely held corporations that al-
lows them to be taxed on a pass-through basis in a manner similar to a partnership.
Qualification for this status, known as an S corporation, is based on three requirements:

1. The corporation cannot have more than seventy-five shareholders, all of whom are
individuals (other than nonresident aliens) or certain trusts, estates, or tax-exempt
organizations.

2. The corporation can have only one class of equity, although certain differences in
voting rights and certain option arrangements are allowed.

3. The corporation generally cannot own 80 percent or more of another corporation,
except under certain conditions.

Other than how they are taxed and these restrictions, S corporations are the same as C
corporations. A firm makes an S corporation election by filing Form 2553 with the IRS.

The restriction on who can be a shareholder in an S corporation will typically inter-
fere with the ability to raise capital from many professionally managed investment funds

17 The ability for limited partners to use losses passed through will be restricted by, among other things, IRS limits on
passive activity losses.
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(like venture capital funds) unless the investment is creatively structured. For example, if
a venture capital fund is organized as a partnership, it cannot hold S corporation stock
because it is not an individual. Suppose the venture capital fund agrees to invest in debt
that can be converted into equity to avoid being a current holder of S corporation equity.
Such a structure is possible under restrictive treasury regulations. However, if the venture
fund supplies large amounts of debt capital in this manner, the IRS, under its excessive
debt provisions, can treat the debt as equity and disqualify the firm as an S corporation.

Similar to a partnership or an S corporation, an LLC’s profits and losses are passed
through to its members. Unlike an S corporation, there is no requirement that members
be individuals and no restriction on the number of members. Under the IRS’s current
“check-the-box” protocol (effective January 1, 1997), a newly formed LLC that is not
publicly traded will be taxed like a partnership unless the LLC affirmatively elects to be
taxed as a corporation. State tax treatment of an LLC for the states in which the LLC will
do business should be verified prior to organizing as an LLC. LLCs can easily accommo-
date venture capital investments, as long as investors in the venture capital funds are not
otherwise restricted from beneficial ownership in an LLC.'"® However, the structure of
wage taxation for owners who work for an LLC, and the specific state’s tax and fee struc-
tures for LLCs (and the alternatives being considered), should be determined. There is no
substitute for good legal advice in making this decision for your specific state.

Why should you consider incorporating when LLCs are available? Again, it is important
to check the specific conditions of the state in which you will organize. Even with all of
these factors weighing in, it may still “pay” to organize as a C corporation. Ultimately,
the successful publicly traded entrepreneurial firm almost always ends up with a traditional
C corporation structure and will be subject to corporate and personal taxation. For busi-
nesses in which investors cannot immediately use loss pass-throughs, the tax cost of incor-
porating is not great because there is no corporate tax bill when operating at a loss. The
ability to maneuver financially, on the other hand, is substantial, and, unlike other organi-
zational forms, no major organizational restructuring is required to raise funds in the pub-
lic markets. The corporate form also facilitates a tax-free merger into another entity.
Consequently, when investors plan to cash in on their success through an initial public
offering or a merger, it is usually much easier if the firm is already organized as a corpora-
tion. Exiting a partnership or proprietorship may result in dissolving the firm. Exiting an
LLC can also prove difficult unless the LLC incorporates first. When organizing, the entre-
preneur should consider whether it is best to begin with the form ultimately desired or
start with one form and plan for the move to another at the appropriate time.

CONCEPT CHECK  x How is the income earned by regular corporations taxed differently from the income earned by LLCs?

| secrion BT
imellectal popery  INTELLECTUAL PROPERTY

a venture's intangible assets

and human capital, including Valuable property may take the form of physical assets (bricks and mortar, equipment,

inventions that can be inventories, etc.), intangible assets, and human capital. Intangible assets and human
protected from being freely capital often are the most important assets held by new ventures. Intellectual property
used or copied by others refers to a venture’s intangible assets and human capital (knowledge in particular). An

18 There is some concern that tax-exempt investors may not be able to invest in venture capital partnerships that subse-
quently invest in LLCs because of tax restrictions placed on the tax-exempt investors.
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important subset of intellectual property includes the inventions and innovations that
can be protected from being freely used or copied by others. Some intangible assets can
be protected through patents, trade secrets, trademarks, or copyrights. Intellectual prop-
erty rights provide an economic incentive for innovation. For example, the decision to
spend large amounts on research and development often can be justified only if the re-
search and development output can be protected from use by others for a period of time.

As the venture progresses from idea to a viable business opportunity in its startup
stage, it is important to identify the venture’s valuable intellectual property and protect
it wherever possible. In addition to seeking legal protection for an idea or invention,
you may find it important to use nondisclosure agreements (NDAs) when seeking new
investors or when working with suppliers and, in some cases, potential customers. You
may also want to protect your intellectual property with employment contracts (and
noncompete clauses) when hiring key employees.

Intellectual property law is quite complex. It is important to seek legal help when try-
ing to protect your intellectual property. We provide only a basic overview of how intel-
lectual property can be protected."”

Protecting Valuable Intangible Assets

Intellectual property rights are governed by national laws. Each country establishes its
own set of rules to govern intellectual property. This lack of standardized international
laws can result in conflicts between governments and companies operating in different
countries. Our emphasis is on characteristics of U.S. intellectual property rights. Of
course, if you or your competitors are contemplating operating in a foreign country,
you should explore whether your intellectual property is protected in that country.*

What Kinds of Intellectual Property Can Be Protected?

Examples include a new product, service, or process. You may also be able to protect a
new design, package, or marketing promotion. Once you have developed a new idea or
business opportunity, the next step is to determine whether and how it might be pro-
tected.?’ Four forms of protection, which may be formally recorded as intangible assets
for accounting purposes, are available:

% Patents

% Trade secrets
% Trademarks
*  Copyrights

19 For a more comprehensive overview of intellectual property laws and forms of protection, see Joseph S. landiorio, “In-
tellectual Property,” in William D. Bygrave and Andrew Zacharakis, eds., The Portable MBA in Entrepreneurship, 3rd
ed. (New York: John Wiley & Sons, 2003). Also see Robert D. Door and Christopher H. Munch, Protecting Trade Se-
crets, Patents, Copyrights and Trademarks (New York: John Wiley & Sons, 1990); and Kevin G. Rivette and David
Kline, Rembrandts in the Attic: Unlocking the Hidden Value of Patents (Boston: Harvard Business School Press, 1999).

20 A number of law firms specialize in intellectual property services both domestically and internationally. Front-end costs
to register intellectual property in other countries can be high, as can the legal costs of trying to enforce protections
internationally. For example, intellectual property protection in Japan is very expensive, while intellectual property
rights are only beginning to be considered important in China.

2

=

Intellectual assets should be viewed very broadly and could include customer information, business models, and
homegrown processes. Entrepreneurial ventures should attempt to take advantage of all their intellectual assets. For
example, see Leigh Buchanan, “Find It. Use It. Here’s How to Identify Those Assets and Turn Them into New Busi-
ness,” Inc., May 2007, pp. 93-98. Of course, there are also many counterfeiters who ignore intellectual property
rights. One result is the effort to develop increasingly sophisticated methods to thwart counterfeiters. For example,
see Eric Schine, “Faking Out the Fakers,” Business Week, June 4, 2007, pp. 76-80.
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An additional form of intellectual property protection was created under the Semicon-
ductor Chip Protection Act in 1984 because of widespread piracy. A “maskwork” (i.e., the
three-dimensional design of multilayered chips) can be registered with the U.S. Copyright
Office. The owner of a maskwork has the exclusive right to the manufacture of the work.

Patents
patents Patents are intellectual property rights granted for inventions that are useful, novel, and
intellectual property rights nonobv1.0us. The US Pat.ent and Tradf:mark Office grants patents. The application pro-
granted for inventions that cess typically requires reviews and possible changes that can take months, and sometimes
are useful, novel, and even years, to complete. Application fees and legal expenses can run from a few thou-
nonobvious sand dollars to over $100,000. When a patent expires, the invention passes into the pub-

lic domain; then anyone can use, make, or sell the invention. Patent law is very complex.
If you wish to pursue obtaining a patent, you will most likely need to hire a lawyer who
specializes in patent applications.

There are four kinds of patents:

*  Utility

%  Design

% Plant

% Business method

Utility patents cover most inventions pertaining to new products, services, and processes.
Most entrepreneurs, when applying for a patent, seek a utility patent. Design patents pro-
tect the ornamental designs of products. These patents cover the appearances of items
such as sports uniforms, electronic products, and automobiles.”> They are generally eas-
ier and less expensive to obtain than are utility patents and provide protection for a max-
imum of fourteen years. Plant patents protect discoveries of asexual reproduction
methods of new plant varieties. Included are biotechnically engineered plants that are
more weather resistant and produce higher yields. Plant patents also cover animal clon-
ing and various human engineering-related efforts.

Business method patents protect a specific way of doing business and the underlying
computer codes, programs, and technology. Recent efforts to computerize basic elec-
tronic commerce functions, including electronic auctions, video streaming, Web brows-
ing, and so on, have led to record levels of patent applications, an excessive workload
for the U.S. patent granting authority, and rapidly growing numbers of lawsuits. For ex-
ample, some technology licensing firms have acquired large numbers of Internet and
electronic commerce business method patents and demand licensing fees from smaller
e-commerce firms that cannot afford court defenses.”> One way to invalidate a patent is
to find prior art in the form of publicly available documentation relating to a disputed
patent.

Utility patents cover mechanical or general inventions, chemical inventions, and elec-
trical inventions. For example, the “Furby” mechanical animal toy, the craze of 1998, was
patented. Actually, the words “patent pending” were used on the initial Furbys, which
means only that a patent application had been filed. Many consumer and household pro-
ducts also are patented as mechanical or general inventions. Examples of chemical inven-
tions include prescription drugs and new processes or methods for making plastics.
Computer software can be patented. Examples include an application program to run

22 An example of a possible design patent infringement was Hain Celestial Group’s contention that a rival was using a
copycat tea box design. See Susan Decker, “Hain's Celestial Seasonings Sues over Tea Box Design,” Bloomberg
News and Daily Camera, October 29, 2002, p. E1.

23 For example, see Kris Frieswick, “License to Steal?” CFO, September 2001, pp. 89-91; and Paul Davidson, “Patents
Out of Control?” USA Today, January 13, 2004, pp. 1B-2B.
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an automated production plant and software to provide financial management systems
for financial institutions. Most software products, however, such as the Microsoft®
Office series, are copyrighted rather than patented.

Historically, the life of a U.S. utility patent was set at seventeen years from the date
when the patent was issued. However, on June 8, 1995, the life of a utility patent was
changed to twenty years from the date of the patent application.

What Is the Process for Applying for a Utility Patent? A new idea by itself cannot be
patented. Rather, the idea must be part of an invention that has a physical form, such
as a product. The physical form also can exist as a sequence of steps contained in a
process or the delivery of a service. Once an invention has been conceived, you or a
registered patent attorney (on your behalf) prepares a patent application. The applica-
tion then is filed in the U.S. Patent and Trademark Office. Beginning on June 8, 1995,
inventors were permitted to file a provisional patent application. Small entities (indivi-
duals, firms with fewer than 500 employees, and universities) are charged a lower filing
fee relative to larger entities. Filing dates can be established more quickly and at lower
costs because there are fewer requirements compared to the requirements in a regular
patent application. Once the provisional patent application has been filed, the inventor
is permitted to use the term “patent pending” on the invention. However, it is impor-
tant to recognize that using the term “patent pending” does not convey any rights or
protection to the inventor. Patent rights and protection occur only when a patent is
issued.

A provisional patent application requires an invention title and the inventor’s name,
residence, and address for correspondence. There must be a clearly written description of
the invention and drawings to help explain how the invention may be used. The inven-
tion’s description should allow a “person skilled in the art of the invention’s area” to use
or practice the invention. The provisional patent application has a life of only twelve
months and will be abandoned unless a regular patent application is filed within the
year-long period. In addition to a precise written description of the invention and de-
tailed drawings of how the invention works, the regular patent application requires one
or more claims justifying why the invention should be patented. Furthermore, the regu-
lar application requires that the inventor indicate the best use or method of practicing or
carrying out the invention. An effort to disguise from others the best use of the invention
by stressing a secondary use will render any resulting patent invalid.

Why Might Your Patent Application Be Rejected? The regular patent application re-
quires that your invention be useful. For example, a system of interconnected gears that
do nothing is not patentable because it is not useful. Likewise, an inoperable device or
machine is not patentable because it lacks utility. The regular patent application must
contain one or more claims that the invention is novel and nonobvious. “Novel” means
that the proposed invention was not previously produced, described in a publication, or
patented. The starting point of any patent application is usually a search of prior patents
for the same or similar inventions. The question of whether an invention is obvious de-
pends in part on subjective interpretation. The test is whether the invention would be
obvious to a person with ordinary skills in the art of the invention’s area or subject. In
essence, the test is whether the invention differs enough from prior knowledge to make it
nonobvious. An invention that is novel but obvious is not patentable.

Also, the timing of the patent application may render your application unpatentable.
The application must be filed within one year of its introduction to the public. This
includes offering the invention for sale or even describing the invention in a magazine
or in other printed forms that are available to the public. However, because of the dif-
ficulty of administering this one-year grace period, it is likely that, in the future, patent
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law will require that the patent application be filed before any public disclosure or use
takes place.

What Does Having a Patent Actually Do for the Inventor? In a tongue-in-cheek
sense, having a patent gives the inventor a license to sue. The government does not en-
force your rights. If you are an inventor with a patent, the burden of enforcing the patent
is yours. However, legal enforcement is not necessarily easy; records indicate that more
than half of patent infringement suits taken to court are not upheld on behalf of the in-
ventor. Also, others can possibly “design around” your patent. Some argue that the abil-
ity to design around an invention is actually aided by the fact that the patent application
requires the inventor to disclose so much information about the invention. Please note
that we are not suggesting that you refrain from seeking patent protection for your in-
ventions. Rather, we point out that enforcing your patent rights can be costly. Of course,
for very valuable inventions, the cost of enforcing patents may be quite worthwhile.

CONCEPT CHECK  x \What is a patent?

Trade Secrets

trade secrets Trade secrets are intellectual property rights in the form of inventions and information
mtellectual property nghtsm (e.g., formulas, processes, customer lists, etc.) not generally known to others. Trade se-
the form of inventions and crets law can, in some circumstances, provide some protection for inventions that have
information, not generally not been patented. Avoiding the detailed disclosure that must be filed with the U.S. Pat-

known to others, that convey  ent and Trademark Office is a common reason that inventors opt out of patent

EZT’;;Z“C advantages to the “protection.” Another reason for opting out is to try to shield the intellectual property
beyond the twenty years granted under a patent. There are no time restrictions on trade
secrets. The recipe for Coca-Cola has been a trade secret for more than one hundred
years.

What are the possible drawbacks of relying on trade secrets law? In contrast to the
patent application process, there is no formal procedure for obtaining protection for an
invention or information as a trade secret. Rather, protection under trade secrets law is
established by the characteristics of the secret and efforts to protect it. An important
point to remember is that an independent replication of the products or services that
were previously trade secrets leaves the originator with no legal recourse (if the replica-
tion effort is truly independent).

What steps should be taken to protect a trade secret? An ongoing protection program
should be in place. Employees and others (consultants, suppliers, etc.) should sign NDAs
to discourage them from using or disclosing the trade secret. Computer systems, hard-
copy files, and other sources containing trade secret information should be secured from
third-party access and from employees who have not been cleared. For example, the for-
mula for Coca-Cola is kept in a bank vault in Atlanta and, at any point in time, only a
few top executives actually know the secret.

Trade secret misappropriations frequently involve ex-employees. An employee typically
learns a lot about the venture’s business and perhaps even its trade secrets. Certainly, the
acquisition of experience and knowledge makes the ex-employee more valuable to another
firm. At issue, however, is whether the employee exits with, and makes use of, his former
firm’s trade secrets. Some situations are fairly clear. For example, your customer list is
likely to be a trade secret and worthy of protection. Thus, you will want to make sure
that a sales representative who leaves your firm will not take your customer list with her.
Of course, this is easier said than done; proving misappropriations in court may be very
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costly. Furthermore, the fact that an ex-employee knows your trade secrets does not mean
that the knowledge will be conveyed or used by a new employer. Sometimes you don’t
know until after the fact.*

Most countries recognize that individuals and organizations have a contractual right to
protect confidential information even though they may not have their own trade secrets
laws. In instances when you possess an important trade secret and are contemplating
doing business in a foreign country, you may want to explore whether your trade secret
may be at risk. For example, Coca-Cola chose not to produce in India when the Indian gov-
ernment required disclosure of the secret formula as a condition for manufacturing in India.

CONCEPT CHECK  x \What are trade secrets?

Trademarks
trademarks Trademarks are intellectual property rights that allow firms to differentiate their products
PR and services through the use of unique marks. These allow consumers to identify easily
intellectual property rights . . . .
that allow firms to the source and quality of the products and services. This general definition of trademarks
differentiate their products represents an umbrella encompassing four types of marks, which are:
and services through the use
of unique marks *  Trademarks

%  Service marks
%  Collective marks
%  Certification marks

Most trademarks take the form of names, words, or graphic designs. However, trade-
marks also can be obtained for the shape of packages, colors, odors, and sounds. Techni-
cally, the term trademark refers only to words, symbols, shapes, and similar items
associated with products. Service marks refer to services such as those provided by Blue
Cross/Blue Shield. Collective marks cover memberships in groups (e.g., a sorority or a
labor union). Certification marks provide indications of quality (e.g., the Underwriter’s
Laboratory seal on electrical appliances).

For many firms, trademarks are one of the most valuable forms of intellectual prop-
erty. For example, General Electric’s GE trademark may be worth more than the com-
bined value of GE’s underlying patents and trade secrets. The value of a new venture’s
intangible assets, in the form of its trademark, rises rapidly as the venture succeeds.
Baskin-Robbins ice cream and Dell computers are examples of recent entrepreneurial
success stories. Many ventures and other organizations vigorously defend their trade-
marks in the courts.””

An interesting type of trademark that has grown rapidly in recent years is the regis-
tered domain name. The dot-com collapse of the early 2000s reintroduced many

24 One example of a major trade secrets lawsuit involved Volkswagen (VW) AG and General Motors (GM) Corporation.
Volkswagen hired a General Motors director of purchasing and seven other GM employees who supposedly took GM
trade secrets with them to VW. Volkswagen agreed to pay $100 million to GM to settle a lawsuit by GM that VW
stole its trade secrets when VW hired the GM employees.

25 For example, the National Football League (NFL) filed a suit against the Coors Brewing Company contending that the
firm's effort to promote Coors Light as the “Official Beer of NFL Players” was illegal. The NFL suit claims that the Coors
claim was in violation of the NFL's exclusive trademark rights. See “NFL Files Suit Against Coors over Marketing Cam-
paign,” Associated Press, June 26, 1999. Another example was the trademark battle between a woman who owns a
ceramics studio named “You're Fired!” and Donald Trump's use of the slogan in the TV show The Apprentice. See
“Trump in Battle for "You're Fired!"" http://money.cnn.com/204/03/31/news/midcaps/trumpl[lowen]copyright/index.htm.
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previously registered domain names. The market for buying and selling domain names,
while still active, has cooled considerably. Many domain names have changed ownership
at relatively low prices compared to those observed during the registration scramble of
the dot-com era. The domain name business, however, is probably here to stay. Having
a popular Web site involving dollars-per-eyeball ads or pay-per-click routing to other
Web sites can still bring in sizable revenues.”® This entire industry is enabled by the
private-sector registration and legal-sector protection of domain names and rights,
through what is really the e-commerce extension of the more traditional creation and
preservation of trademarks and service marks.

What Should You Consider When Deciding Whether to Claim a Trademark? The
mark should not describe the product because competitors can use the same descriptive
term, which means that you cannot get exclusive rights. Rather, your trademark should
be suggestive of the product or line of products; for example, “Healthy Choice” is used to
refer to a specific line of prepared foods. Before you use a specific trademark, it is impor-
tant to complete a search to make sure that no one else is using the same or similar
trademark. If no search is done, you could end up with a costly situation both in terms
of product confusion and in terms of legal expenses.

How Do You Obtain or Disclose a Trademark? There is no formal government proce-
dure for establishing a trademark. Rather, ownership is acquired by being first to use the
mark on products. Your rights to a trademark are grounded in common law. You are
entitled to keep the trademark so long as you keep using it. A trademark is considered
to be abandoned if not used for three years. A trademark also can be lost if the mark
becomes a generic term or label. Classic examples of lost trademarks include “aspirin”
and “cellophane.” Many trademarks in the form of words or phrases are designated
with superscript “TM.”

How Do You Register a Trademark? A trademark may be registered in individual states
or with the U.S. Patent and Trademark Office. Federal registration is preferred if you sell
your product in more than one state because federal registration applies to all fifty states.
For example, if you register your trademark in two states and someone else then registers
the same trademark at the federal level, the other person has a valid trademark claim in the
other forty-eight states. Federally registered trademarks must be renewed every ten years,
even though your rights to the trademark will last as long as you use the trademark. Pro-
ducts with federally registered trademarks show the trademark accompanied by ®. Today, a
federal application to register a trademark can be filed before products with the mark are
even being sold. Actual use must be shown within six months. Of course, the advantage of
filing early ensures your right to the trademark. While a patent can be sold separately from
other assets, a trademark is typically transferred along with the sale of a venture as part of
the venture’s intangible assets, and recorded for accounting purposes as goodwill.

CONCEPT CHECK  x \What are trademarks?

copyrights Copyrights

intellectual property rights 1o Copyrlghts“are. {ntel,l,ec.tual property rights to prmt.e<.i and/or electr‘omcally stored .wr1t1ng.s.
writings in printed and The term “writings” is broadly construed. Traditionally, copyrights are associated with
electronically stored forms books, magazine and journal articles, manuals, and catalogs. Music CDs, movie films,

26 For example, see Paul Sloan, “The Man Who Owns the Internet,” Business 2.0, June 2007, pp. 69-76.
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software programs, and databases also can be copyrighted. In a broad sense, copyright law
protects the form of expression of an idea, not just words. A copyright covers the life of the
author plus at least fifty years thereafter.

How do you establish a copyright? The traditional way is to publish your book or
other work accompanied by a copyright notice in the form of the word “Copyright” or
the symbol ©. The year when your work was first published and the owner of the copy-
right should be clearly identified. Many authors do not retain the copyrights to their
works. Rather, an author’s rights are transferred to the publishing company in lieu of
some form of royalty agreement relating to sales of the book.

Today, the copyright notice is not needed to protect published works. The simple
fact that a work was “created” is enough to provide copyright protection. However, it is
recommended that copyright notice be placed on works deemed to be valuable. You may
register your copyright with the U.S. Copyright Office by submitting your work, along
with the required forms and fees. A registered copyright provides for an amount of stat-
utory damages that can be recovered without proof of actual damages.

CONCEPT CHECK  x \What are copyrights?

Other Methods for Protecting Intellectual Property
Rights

During a new venture’s development and startup stages, maintaining confidentiality can
be important. This is particularly true during the period before intellectual property pro-
tection can be sought in the form of patents, trade secrets, or copyrights. Confidential
disclosure agreements and employee contracts are two ways to set the tone for protecting
intellectual property rights.

Confidential Disclosure Agreements (Nondisclosure Agreements)
confidential disclosure  Confidential disclosure agreements are documents used to protect an idea or other

agreements forms of intellectual property when disclosed to another individual or organization. For
documents usedto protect example, in order to launch the venture, you might need to seek funds from potential
an idea or other forms of investors. Your efforts could include building a prototype product for which no patent
intellectual property when has been established. Alternatively, your venture might be early in its startup stage and
disclosure must be made to need a supplier to produce important components for your new-but-unpatented inven-

another individual or

organization tion. A potential large customer could ask for test samples of your new-but-unpatented

product. You might seek the advice of a consultant on how to develop your idea or how
to market your new product. In each of these instances, others could take your idea or
copy your products and make the products themselves. A confidential disclosure agree-
ment or NDA will warn those tempted to do so of the potential legal costs.

What should be included in your confidential disclosure agreements? Before receiving
confidential information from you, the potential receiver can be asked to sign a written
agreement not to disclose any of the confidential information (an NDA). The receiver
can agree to limit disclosure of the confidential information to others who need to
know the information and can agree to safeguard the information. Often, the agreement
specifies a time limit and a provision requiring the return of sensitive materials. In some
instances, the receiver may be requested to agree not to compete. A noncompete clause
would prevent the receiver from competing directly with the firm while working with the
venture and possibly for a specified period of time after the relationship with the venture
ends. It is important to recognize, however, that not everyone the venture needs to ap-
proach will be willing to sign an NDA.
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Employment Contracts
employment contracts Employment contracts are agreements between an employer and an employee about the
employeremploys the """ terms and conditions of employment, including the employee’s agreement to maintain
employee in exchange for the confidentiality and assign the rights for ideas and inventions to the employer. All ideas,
employee’s agreeing to keep  inventions, and other forms of intellectual property developed by the employee that are
confidential information deemed to be within the scope of the venture’s activities should be assigned to the firm.
Zizr?rt]\gii;ﬂsaf(f'?;e'deas It is important that the assignment include venture-related intellectual property created
employer in a team or alone at any time (twenty-four hours a day) while employed (or possibly
even thereafter). The employee should be obligated to disclose promptly new ideas and
inventions and, when desired, to assist the venture in obtaining patents and copyrights.
Of course, an employee’s development of intellectual property not related to the ven-
ture’s scope of business belongs to the employee.

Employment contracts can also consider noncompete clauses. Noncompete clauses re-
quire employees to abstain from competing directly with the firm during employment
and for a specified period thereafter. All confidential information held by employees
should be surrendered to the firm at the time of employment termination.>’

Contracts with consultants represent a special form of employment contract. For ex-
ample, you may find it necessary to hire a consultant who has expertise in a particular
area, such as marketing or production. As with regular employees, you will want the
consultant to sign an agreement not to disclose or make use of your firm’s intellectual
property and to assign to the firm any ideas and inventions that were developed during
the consulting contract period. Of course, consultants will also want to protect their own
intellectual property rights in the form of knowledge and expertise that they possess. As
a result, a consultant contract may be more time consuming and complex to prepare
than a more standard employee contract.

CONCEPT CHECK % \What are confidential disclosure agreements and employment contracts?

[ SECTION X
SEED, STARTUP, AND FIRST-ROUND FINANCING

SOURCES

Figure 3.7 shows the financing sources potentially available to the entrepreneur during

seed and startup the early stages of a successful venture’s life cycle. Seed and startup financing refers to
financing financing sources available during the development and startup stages of a venture’s life
souroes of ﬂnancmg """" cycle. Included are the entrepreneur’s physical and financial assets, family and friends,
available during the and business angels. Other venture investors, including venture capitalists who specialize
development and startup in investing in startup ventures, may also be sources of financial capital during the early
Stalges of a venture’s life stages of development and operation. First-round financing sources include the majority
cycle

of venture capitalists, commercial banks, and government assistance programs. During

27 Litigation can result from the hiring away of key employees. For example, Seagate Technology, a major disk drive
manufacturer, recently sued SpinVision, Inc., a startup company, for hiring away some of its key employees who held
important knowledge of Seagate's business. Seagate alleged that SpinVision's tactic was to speed the development
of its own initial products while hampering the progress of Seagate’s operations. However, judges often require proof
from suing firms that former employees are misusing confidential information because they don’t want to restrain em-
ployees from switching jobs. See Kris Hudson, “SpinVision Raids, Seagate Claims,” Daily Camera, August 27, 1999,
pp. D1-D4.

Copyright 2010 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 3: Organizing and Financing a New Venture 105

FIGURE 3.7 TYPES AND SOURCES OF FINANCING USED DURING EARLY LIFE
CYCLE STAGES

LIFE CYCLE STAGE TYPE OF FINANCING MAJOR SOURCES/PLAYERS

Venture Financing
Development stage Seed financing Entrepreneur’s assets
Family and friends
Startup stage Startup financing Entrepreneur’s assets
Family and friends
Business angels
Venture capitalists
Survival stage First-round financing Business operations
Venture capitalists
Suppliers and customers
Government assistance programs
Commercial banks

the survival life cycle stage, consideration is also given to funding from the venture’s op-
erations, suppliers, and customers.

The Internet can play an important role in bringing together entrepreneurs and ven-
ture investors. For example, www.garage.com was launched in 1998 to operate as a
matchmaker for venture founders and business angel investors or venture capitalists.
Not surprisingly, in recent years, the fortunes of venture investor facilitation services
have somewhat paralleled the fluctuations of the Internet economy itself.*®

In attempting to understand how startups are financed, it is important to ask the
question: Where do startups get their money? For example, an ongoing study that began
in 2005 at the University of Michigan is examining 1,200 startups to provide financing
insights. More than 80 percent of new ventures were funded by owner financing in the
form of savings, personal loans, and the use of credit cards. While startup funding aver-
aged $48,000, the median funding was about $4,300.>

Micro loans, which range from $500 to $35,000, also may provide small amounts of
potential startup financing. Micro loans are typically administered by local nonprofit
lenders.>

We present an entrepreneurial venture in a “From the Headlines” box early in each
chapter. Early-stage operation and financing are highlighted for some of the ventures. For
example, Chapter 1’s CLEANTtricity Power, founded in 2009, was initially self-funded. In
2010, it sought $2 million in external investor funding to further establish the commercial
viability of small-scale vertical-axis self-adjusting wind turbines. Chapter 2’s Brooklyn Brew
Shop, founded in 2008, sells home brew kits and ingredients for carefully crafted beers. Its
initial financing came from $10,000 in personal savings. At the beginning of this chapter,
we highlighted the (off) Broadway angels that originally backed the play The Fantasticks,
which celebrated its 50" anniversary in 2010. Its early-stage financing, returning roughly

28 For more information on Internet-based angel matchmaking services, see Susan Greco, “Get$$$now.com,” Inc., Sep-
tember 1999, pp. 35-38. For a guide to online resources for entrepreneurs, also see Harris Collingwood, “The
Private-Capital Survival Guide,” Inc., March 2003, pp. 100-109.

29 “Finance for Startups,” Entrepreneur, June, 2010, pp. 88—89.
30 “Finance for Startups,” Entrepreneur, March 2010, p. 77.
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24,000 percent over fifty years, was obtained from patrons of the theatrical arts and
those looking for discounted or free seats, plus the personal satisfaction of having spon-
sored a play.

Additional early-stage financing insights can be gleaned from Figure 3.8, which shows
seed and startup financing for fourteen new ventures. Panel A focuses on four startup
ventures founded in 2005 and 2006. GreenPrint was founded to make and sell printer
software that reduces printer waste in the form of less paper and ink. The founder
started GreenPrint with $200,000, which included the founder’s savings plus funds from
family members and friends. Nanda Home’s founder received $80,000 from her family to
start a venture to make and sell electronic gadgetry. Ventana Health was started to make
and sell an all-natural calorie-free sugar substitute for individuals with special dietary
needs. To get up and running, the founder of Ventana Health raised $3.25 million from
family and friends. The founder of the TechShop venture, which provides a chain of
hands-on industrial arts workshops for inventors and hobbyists, obtained $300,000
from angel investors to get started. These four examples along with financing informa-
tion of the ventures listed in Panel B of Figure 3.8 will be discussed as we progress
through this section.

Financial Bootstrapping

financial Financial bootstrapping, as defined in Chapter 2, decreases the need for financial capi-
bootstrapping tal. In most instances, the financial resources of the entrepreneur are limited, as are those
minimizing the need for available from family and friends. With this in mind, one way of minimizing the need
financial capital and finding for financial resources is for the entrepreneur to minimize investment in physical assets
unique ways of financing a and live “on a shoestring” during the development and startup stages. It is often less ex-
new venture pensive, at least in the short run, to rent or lease physical assets and start the new ven-

ture in the garage or basement.

Once the investment in physical assets is minimized, the entrepreneur should make a
list of all of her physical and financial assets. First, in all likelihood, all monies in the
form of savings or short-term investments will need to be available to the venture. Sec-
ond, bond and stock holdings will probably be liquidated to help finance the venture.
Third, the entrepreneur should plan on seeking an additional mortgage, usually a second
mortgage, on any real property, such as a home. Fourth, it is quite common for entre-
preneurs to use financial credit available in the form of cash advances on personal credit
cards. Becoming a successful entrepreneur often requires a total commitment of one’s
physical and financial assets. These are major sacrifices; we don’t want to minimize the
seriousness of the commitment made to launch most new ventures.”'

Three of the four ventures (Nanda Home, GreenPrint, and Ventana Health) presented
in Panel A of Figure 3.8 relied heavily on personal savings and financing provided by
family and friends. Panel B shows that personal savings and other sources of personal
wealth were important in the development and startup of Cranium, Jeremy’s MicroBatch
Ice Creams, Glow Dog, Naut-a-Care Marine Services, and Knight-McDowell Labs. Early-
stage financing for Cranium was provided from the personal savings of the two founders,
who were former Microsoft executives. While the intellectual effort to develop a new
board game may be large, the actual production and marketing expenses of the game
board probably would allow two reasonably wealthy individuals to cover the venture’s
early-stage financing. The founder of Jeremy’s MicroBatch Ice Creams raised $70,000
by selling some of his financial assets. The founder of Glow Dog contributed $80,000 in
personal savings and financial assets. The three founders of Naut-a-Care Marine Services

31 For some examples of creative financial bootstrapping, see Donna Fenn, “How to Start a Great Company for $1,000 or
Less,” Inc., August 1999, pp. 43-50. Also see Emily Barker, “Start with Nothing,” Inc., February 2002, pp. 66—73.
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FIGURE 3.8 EXAMPLES OF SEED AND STARTUP FINANCING OF
NEW VENTURES

VENTURE AND YEAR
FOUNDED

IDEAS OR PRODUCTS

SEED AND STARTUP FINANCING

Panel A
Nanda Home [2005]

TechShop [2006]

Ventana Health [2006]

GreenPrint [2006]

Panel B
Cranium, Inc. [1997]

KaBloom, Ltd. [1998]

Jeremy's MicroBatch Ice
Creams [1997]

Glow Dog, Inc. [1997]

Net's Best, Inc. [1998]

SchoolSports Communica-
tions Network, LLC [1997]

Naut-a-Care Marine

Services, Inc. [1998]

X-It Products, LLC [1997]

Trakus, Inc. [1997]

Knight-McDowell Labs, Inc.
[1997]

Make and sell clever products (i.e.,
electronic gadgetry) that “humanize
technology”

Provide a chain of workshops (i.e.,
hands-on industrial arts) for inventors
and hobbyists

Make and sell an all natural calorie-
free sugar substitute for individuals
with special dietary needs

Make and sell printer software that
reduces printer waste (i.e., less paper
and ink)

Make and sell board game that requires
use of both sides of brain

Open flower superstores that are much
larger than typical U.S. floral shops

Make ice cream in small quantities in
limited editions (concept patterned
after beer microbrewers)

Sell light-reflective clothing for pets
and their owners

Create a Sunday newspaper insert for
Web sites wanting to advertise off-line
Advertising-supported media company
with Web and print products that focus
on high school sports

Build franchise of custom-designed
boats that provide oil changing and
other services for other watercraft

Make and sell home safety products
including a fold-up escape ladder and a
compact fire extinguisher

Make devices embedded in athletes’
helmets that transmit statistical data

Make and sell an effervescent tablet
that provides protection in germ-
infested airplane cabins

$80,000 from family

$300,000 from angel investors

$3.25 million from family and friends

$200,000 from savings, family, and
friends. Venture is seeking to raise an
additional $250,000-$500,000

Personal savings of the two cofounders

$3 million from Kestrel Venture Partners,
Venture Investment Management
Company, and CEO of a major office
supply firm. Planned second-round
financing of $13 million

$70,000 raised by the founder's sale of
personally owned stock plus $1 million
in venture capital from Bluestem Capital
Partners

$80,000 of founder's capital and $80,000
from outside investors. A $2 million
additional round of financing is under
way

$1 million from Stone Investments

$850,000 in private equity. Plans are
under way to raise $2 million in
additional funds

$6,000 each from three founders to start
franchise plus $100,000 more from the
founders’ savings to develop the design
of the special boats

$500,000 from 10 investors

$4 million from angels and Venture
Investment Management Company in
two rounds of financing

$300,000 in personal savings

Sources: Panel A: “How to Launch a Cool, Profitable Start-up,” /nc., July 2007, pp. 77—-86; Panel B: “Hot Start-Ups,"”

Inc., July 1999, pp. 35-50.
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contributed over $100,000 in collective savings to start their business. The cofounders of
Knight-McDowell Labs contributed $300,000 in personal savings to their venture.

Unfortunately, from the data contained in Figure 3.8, it is not possible to separate in-
vestments involving family and friends from angels and other venture investors. Ka-
Bloom received some of its early-stage financing from the CEO of Staples Corporation,
who could have been either a friend or a business angel venture investor. X-It Products
obtained $500,000 from a group of ten investors that might have included family,
friends, or venture investors. (X-It’s two student founders developed their prototype
safety escape ladder in a course at Harvard University and began production and mar-
keting within six months.)

Sometimes the financial resources of family and friends can help the entrepreneur get
through the development stage and into the startup stage. However, moving through the
startup stage and on to the survival stage usually requires the financial help of business
angels or other venture investors, including venture capitalists. Glow Dog received
$800,000 in early-stage financing from outside investors; SchoolSports Communications
Network obtained $850,000 in private-equity funding. The likely providers of these funds
are business angels, whom we will discuss next, and venture investors other than profes-
sional venture capitalists. That is, some important providers of venture capital are not
clearly either business angels or venture capitalists.

CONCEPT CHECK  x \What is meant by financial bootstrapping?

Business Angel Funding

After personal financial resources and those of friends and family have been exhausted,
business angels capital-hungry new ventures frequently turn to business angels, “wealthy individuals
wealthylnd|V|duaIswho who are willing to pour their money into fledgling companies in exchange for the excite-
invest in early-stage ventures ment of launching a business and a share in any financial rewards.”* It is important for
in exchange for the entrepreneurs and founders to recognize the central role that angels play in new venture
excitement of launching a financing. For example, the TechShop venture mentioned in Panel A in Figure 3.8 was
2‘;2’:;27 ?er:/ea? dzhare Ay started with $300,000 from business angels, and the GreenPrint venture was trying to

raise an additional $250,000 to $500,000 from angels or other venture investors.

Trakus, mentioned in Panel B in Figure 3.8, obtained a total of $4 million from a
combination of business angels and the Venture Investment Management Company,
which is a venture capital firm. Trakus was started by three graduates of MIT who de-
signed a monitoring system affixed to supermarket carts to track the movements of cus-
tomers. However, they quickly realized that their product was too expensive for grocery
businesses to justify. After regrouping, the one remaining cofounder hired two new en-
gineers and developed the Electronic Local Area Positioning System (ELAPS), which was
designed to collect performance data on athletes in real time throughout a game. In this
example, technology development and infrastructure costs of equipment and computer
systems required that the venture find access to a substantial amount of early-stage
financing.

Although the size of, and activity level in, the market for angel investing (informal
venture capital) is difficult to track (after all, the investments are private), we do have
an idea about how many angels there are. We also have some idea of the type of people

32 This definition of angel investors appeared in Anne Field's article titled “The Angels Among Us” (Success, April 1999).
The application of the term “angel” derives from its earlier use to describe investors who, at significant risk, back
Broadway theatrical productions.
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who become angel investors. A 1987 estimate by William Wetzel, Jr., who characterizes
angels as “self-made individuals with substantial business and financial experience and
with a net worth of $1 million or more,” put the number of angel investors at about
250,000 with 100,000 active in a given year.”> Wetzel estimated the total angel invest-
ment portfolio to be about $50 billion (roughly twice the size of professionally managed
venture capital at the time of his study). He suggested that angels were involved in fund-
ing about 20,000 firms a year (compared to the 2,000 to 3,000 firms a year funded at that
time by professional venture capitalists). Wetzel’s typical angel-backed venture raised
about $250,000 from at least three angels.34

While these initial estimates still serve as a starting point for describing this largely
unobservable market, there is significant reason to believe that the U.S. angel market to-
day is significantly larger in the size of annual investment and the number of active in-
vestors. One recent estimate is that angels are investing at a rate of $20 billion a year
(compared to about $12 billion a year during the same time period in professional ven-
ture capital).”> Syndicated angel investing, in which multiple angels participate simulta-
neously in one funding round, continues to be the norm, although the amount raised per
round appears to be growing. One of the most visible groups of angel investors is Silicon
Valley’s “Band of Angels,” with a 1999 census of about 120 investors.”®

There is significant evidence that angel investors are the primary ingredients in firms
that are introducing new technologies. An early study by Wetzel and John Freear ana-
lyzed 284 New England ventures to see how they financed their early stages.”” Of the
284 firms, 107 were launched with no outside equity financing. The remaining 177 firms
raised $671 million in 445 rounds of financing. The typical angel round for these firms
was less than $500,000, compared to professional venture capital rounds that were typi-
cally in the range of $1 to $3 million. In total, the 177 firms raised $76 million from
angels and $370 million from professional venture capitalists. Importantly, however, 54
percent of the money raised from angels went to early-stage ventures, compared to 20
percent of the money raised from venture capitalists. Of the 177 ventures, 124 (70 per-
cent) had at least one angel investor round. Wetzel and Freear found that private indivi-
duals were the largest source of seed financing, accounting for 48 percent of seed capital
funds. Their role declined sharply at the startup stage (20 percent) and again at the first
and second stages (8 percent in each stage). Venture capital funds provided almost as
much seed capital as private individuals, 46 percent versus 48 percent. At the startup
stage, venture capital funds were the largest source of capital, providing 45 percent of
the capital invested in startup situations. Private individuals provided 76 percent of all
rounds of seed financing. Individuals also provided more rounds of startup financing
than venture capital funds, 45 percent versus 31 percent.

The message is quite clear: While professional venture capitalists participate in the
funding of early-stage ventures, they concentrate on later-stage investing. An early-stage
technology venture is more likely to be funded by angels than by professional venture

33 Wetzel's summary of the angel market can be found in “The Informal Venture Capital Market: Aspects of Scale and
Market Efficiency,” Journal of Business Venturing 2 (1987).

34 Richard Harrison and Colin Mason argue that angel investors in the United Kingdom are demographically similar to their
U.S. counterparts but appear to be older. Their work suggests that, relative to their U.S. counterparts, UK. angels examine
a larger number of deals, invest in a similar number of ventures, participate less often in multiple-angel rounds, require
higher returns, and have shorter horizons. See “International Perspectives on the Supply of Informal Venture Capital,”
Journal of Business Venturing 7 (1992).

35 See Field, “The Angels Among Us.”

36 Ibid.

37 See William Wetzel and John Freear, “Who Bankrolls High-Tech Entrepreneurs?” Journal of Business Venturing 5
(March 1980).

Copyright 2010 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



110 Part 2: Organizing and Operating the Venture

capitalists. This is not bad news. Angel investors are widely believed to have lower target
rates of return than professional venture capitalists.”® They are also known for making
faster-than-venture capitalist investment decisions and providing valuable expertise to
ventures in which they invest.*

Knowing that angels exist is not the same thing as finding them. Research is sparse on
who angels are, why some investors become angels while others do not, and where an-
gels can be found. We do have some initial indications, though. The established wisdom
is that angel investors maintain important contacts with attorneys, accountants, and uni-
versity professors, among others, and that securing an introduction through these con-
tacts is a good way to begin your quest for angel capital. Many successful businesses
have been funded through angel investments originating with the venture’s professional
service providers. It is also common for contact with one angel to lead to contact with
others.

While U.S. angel investing has existed for a long time, only recently have significant
efforts been undertaken to organize angels. Historically, angel organization has been in-
formal. In 1958, A.H. Rubinstein characterized the angel community as follows:

The fraternity of individual backers of small business appears to be rather close-knit,
at least on the local level. A good deal of information is passed about by word of
mouth. If one investor, who enjoys considerable prestige among his associates, be-
lieves a situation to be promising and recommends it to others, his friends may par-
ticipate merely on the basis of his recommendation.*’

In addition to informal networks, national and regional matching services for angels
and ventures have been created recently. The U.S. Small Business Administration
sponsored the creation of a national listing service called ACE-Net (later renamed to Ac-
tiveCapital and on the Web at www.ActiveCapital.org). A good starting point for finding
angel matching services is www.allianceofangels.com or www.angelcapitalassociation.org.

Finding angels is not the same as getting them to fund your startup. Reportedly, the
Band of Angels requires that, in order to present your business plan, you must be spon-
sored by at least two members who have already committed to making an investment.*'
One thing is clear: When you do get the introduction to your first angel, you should
have a tight business plan summary and a pitch of twenty minutes or less ready to go.
Different angels will seek different types of ventures and offer different terms for their
investments. Again, while private equity is a difficult area to research, we have some in-
sight into the success factors for early-stage funding. Studying 318 entrepreneurs, Ronald
Hustedde and Glen Pulver concluded that it is very important for the entrepreneur to be
willing to surrender a large percentage of ownership, to go directly to a number of

38 In Field's article “The Angels Among Us" (Success, April 1999), Tarby Bryant, head of Santa Fe's “Gathering of An-
gels,” suggests angel rates in the 20 to 50 percent range compared with 50 to 60 percent for professional venture
capitalists. The lower rates demanded by angels are the basis of much of the discussion in the Wall Street Journal
Interactive Edition’s “Surging Angels' Investing Alters Start-Up Funding,” August 13, 1998.

39 Mary Kay Sullivan and Alex Miller analyzed responses from 214 private investors to investigate various possible moti-
vations for angel investing. See “Segmenting the Informal Venture Capital Market: Economic, Hedonistic and Altruistic
Investors,” Journal of Business Research 36 (1996). Sanford Ehrlich et al. examined the comparative roles of angels
and professional venture capitalists in their invested ventures in “After the Cash Arrives: A Comparative Study of Ven-
ture Capital and Private Investor Involvement in Entrepreneurial Firms,” Journal of Business Venturing 9 (1994).

40 See "Problems in Financing and Managing New Research-Based Enterprises in New England,” Federal Reserve Bank
of Boston (1958).

41 See Field, “The Angels Among Us.”
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potential investors, and, perhaps contrary to intuition, not to be too seasoned or late in
their entrepreneurial careers.*’

Even a successful encounter with an angel will take time. So, whatever your contacts
and approach, be prepared to take several months in your search for external funding.
In addition, success should not be assumed. Even in a banner year for venture funding,
the number of externally funded startups is trivial relative to the number of new
business organizations.*> Another important consideration for your startup may be
whether you can alter or bootstrap the business plan to avoid having to raise external
capital.

CONCEPT CHECK  x \Who are business angels?

First-Round Financing Opportunities

Panel B in Figure 3.8 indicates that early-stage funding from venture capitalists was
obtained by KaBloom, Jeremy’s MicroBatch Ice Creams, and Net’s Best from Kestrel
Venture Partners, Venture Investment Management Company, Bluestem Capital Part-
ners, and Stone Investments, respectively. The Venture Investment Management Com-
pany also provided venture capital funding for Trakus. Professional venture capitalists
can be an important source of new venture funding. However, venture capitalists typi-
cally concentrate their investing efforts on later-stage companies. Venture capitalists
often provide first-round financing and participate in later financing rounds for
ventures that are making good progress. We will discuss venture capitalists in detail
in Chapter 11.

Commercial banks typically do not provide loans to startup ventures. Rather, only af-
ter a venture has two or more years of operating history (ie., it has at least shown its
ability to survive) will most commercial banks even consider providing loan financing.
Furthermore, commercial banks typically concentrate on making business loans to help
young ventures finance the working capital (inventories and receivables) associated with
seasonal business operations. Such loans are usually paid off through the sale of invento-
ries and the collection of receivables. Commercial banks typically only provide longer-
term loans to well-established ventures. Their role as a source of financing for entrepre-
neurial ventures is discussed further in Chapter 12.

First-round financing may also be available from the U.S. Small Business Administra-
tion and from state and local government assistance programs for ventures with some
operating history that are still trying to survive. These government-based first-round fi-
nancing sources are discussed in Chapter 12.

Suppliers can help a young venture get through its survival stage by providing trade
credit financing on purchases made by the entrepreneurial venture. Sometimes a venture
that produces costly products (or ones that take a long time to manufacture) can garner
advance payments from its customers. The survival stage is a time for ventures to seek
out all types and sources of financing. Ultimately, the struggling venture must secure suf-
ficient financing and find a way to produce revenues that exceed its operating expenses
and continuing investment outlays.

42 See “Factors Affecting Equity Capital Acquisition: The Demand Side,” Journal of Business Venturing 7 (September
1992), pp. 363-374.

43 See, for example, Amar Bhide's summary of 1987 investing in “Bootstrap Finance: The Art of Start-Ups,” Harvard Busi-
ness Review (November—December 1992).
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SUMMARY

Chapter 3 is the first of three chapters that form Part 2
of this text, “Organizing and Operating the Venture.”
Our emphasis in Part 2 is primarily on ventures choos-
ing their business organization forms, preparing finan-
cial statements, monitoring financial performance, and
obtaining startup and first-round financing, We began
this chapter with a discussion of the major forms of
business organization: proprietorships, general and lim-
ited partnerships, corporations, subchapter S corpora-
tions, and limited liability companies. We discussed
important issues related to organizational choice, in-
cluding investor liability, double taxation, firm life, li-
quidity of ownership, and the new venture’s ability to
generate equity capital.

KEY TERMS

articles of incorporation

business angels

confidential disclosure agreements
copyrights

corporate bylaws

corporate charter

corporation

employment contracts

joint liability
limited liability

partnership

DISCUSSION QUESTIONS

1. Describe the major differences between a proprie-
torship and a partnership.

2. What is a limited partnership?

3. Briefly describe the corporate form of business or-
ganization. What is meant by limited liability?

4. How does a subchapter S corporation differ from a
regular corporation?

5. Describe the major characteristics of a limited liabil-
ity company.

6. Describe the major taxation advantages of a limited
liability company and a subchapter S corporation
over a regular corporation.

7. What is meant by the term “intellectual property”?

8. Identify and briefly describe the types of patents
used to protect valuable intangible assets.

9. What are trade secrets? How are they used to pro-
tect valuable intangible assets?

financial bootstrapping
intellectual property
joint and several liability

limited liability company (LLC)
limited partnership

The second section of the chapter focused on intel-
lectual property rights. We discussed the protection of
valuable intangible assets through the use of patents,
trade secrets, trademarks, and copyrights. We also cov-
ered the use of NDAs and employment contracts as
methods to help protect intellectual property rights.

The last section in the chapter focused on early-stage
financing sources. We defined early-stage financing, then
provided a discussion of financial bootstrapping and the
role of business angels in financing the development and
startup stages of a venture’s life cycle. We also recognized
the importance of venture capitalists as providers of
startup and first-round financing and discussed other
sources of first-round financing.

partnership agreement
patents

proprietorship

S corporation

seed and startup financing
trade secrets

trademarks

unlimited liability

10. What are trademarks? Identify the four types of
“marks” used to protect intellectual property.

11. What are copyrights and how are they used?

12. What are confidential disclosure agreements? What
are employment contracts?

13. What is seed and startup financing?

14. Describe the meaning of financial bootstrapping.

15. Describe some major characteristics of business
angels.

16. What is first-round financing that occurs during the
survival life cycle stage?

17. From the Headlines—The Fantasticks: Describe the
fundraising tactic for the producers of The Fanta-
sticks. What were the driving motivations for the
angel investors?
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INTERNET ACTIVITIES

1. Access the Inc. magazine Web site at http://www. 3. Access the Web sites http://www.angeldeals.com,

inc.com. Identify a list of recent articles that relate http://www.gatheringofangels.com, and http://www.
to how to finance new ventures. vcfodder.com. Determine the scope and focus of

2. Access the http://www.garage.com Web site. Identify these sites in terms of matchmaking financing ser-
the angel matchmaking services that are provided. vices that are available for entrepreneurs.

Determine the site’s focus in terms of early-stage ver-
sus later-stage financing, as well as the typical range
of financing that is provided.

EXERCISES/PROBLEMS

1. [Business Organization and Intellectual Property] Phil Young, founder of the Pedal
Pushers Company, has developed several prototypes of a pedal replacement for chil-
dren’s bicycles. The Pedal Pusher will replace existing bicycle pedals with an easy-
release stirrup to help smaller children hold their feet on the pedals. The Pedal Pusher
will glow in the dark and will provide a musical sound as the bicycle is pedaled.

Phil plans to purchase materials for making the product from others, assemble the
products at the venture’s facilities, and hire product sales representatives to sell the
Pedal Pushers through local retail and discount stores that sell children’s bicycles.
Phil will need to purchase plastic pedals and extensions, bolts, washers and nuts, re-
flective material, and a microchip to provide the music when the bicycle is pedaled.
A. How should Phil organize his new venture? In developing your answer, consider

such factors as amount of equity capital needed, business liability, and taxation
of the venture.

B. Phil is concerned about trying to protect the intellectual property embedded in
his Pedal Pusher product idea and prototype. How might Phil consider protect-
ing his intellectual property?

2. [Income Taxes] Assume your new venture, organized as a proprietorship, is in its
first year of operation. You expect to have taxable income of $50,000. Use the in-
come tax rate information contained in Figure 3.6 to estimate the amount of income
taxes you would have to pay.

A. Calculate the amount of your income taxes if you were filing as a single
individual.

B. Calculate the amount of your income taxes if you were married and filing jointly.

C. If your venture had been organized as a standard corporation instead of a pro-
prietorship, calculate your income tax liability.

3. [Income Taxes] Rework Problem 2 under the assumption that, in addition to your
venture’s taxable income of $50,000, you expect to personally earn another $10,000
from a second job.

4. [Intellectual Property] As your venture has moved from the development stage to the
startup stage, a number of trade secrets have been developed along with an extensive
client list. You are in the business of developing and installing computer networks
for law firms.

A. Your marketing manager has recently resigned and you are in the process of in-
terviewing new candidates for the position. How might you try to protect your
venture’s intellectual property since the marketing manager must have access to
the trade secrets and client list?
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B. Your operations manager has developed a “new” process and you have heard
that he plans to personally apply for a business methods patent. What action(s)
would you take?

5. [Income Taxes] The Capital-Ideas Company is in its development stage and is decid-
ing how to formally organize its business venture. The founder, Rolf Lee, is consid-
ering organizing as either a proprietorship or a corporation. He expects revenues to
be $2 million next year with total expenses amounting to $1.625 million, resulting in
a taxable income of $375,000. Rolf is interested in estimating his federal income tax
liability based on the schedules contained in Figure 3.6.

A. Calculate the amount of federal income tax that Rolf would pay if Capital-Ideas
is organized as a proprietorship. What would be the marginal tax rate on the last
dollar of taxable income and what would be the average tax rate?

B. Calculate the amount of federal income tax that the Capital-Ideas Company would
have to pay if the venture is organized as a regular corporation. What would be
the marginal tax rate on the last dollar of taxable income and what would be the
average tax rate?

C. If the Capital-Ideas Company is organized as a corporation and all after-tax
profits are paid out as dividends to Rolf Lee, what additional personal income
taxes would be paid? What would be the marginal tax rate and the average tax
rate on this personal income received from the corporation?

6. [Income Taxes] In the second year of operation, the Capital-Ideas Company forecasts
revenues to grow to $5 million and expenses, before income tax, to be 70 percent of
revenues. Rework Parts A, B, and C of Problem 5 to reflect this new level of revenues
and expenses.

7. [Income Taxes] Rolf Lee is now exploring whether it might be better to organize the
Capital-Ideas Company as a subchapter S corporation based on information con-
tained in Problem 5.

A. Calculate the amount of federal income tax that the Capital-Ideas Company
would pay next year.

B. What would be the marginal tax rate on the last dollar of taxable income and
what would be the average tax rate?

8. [Income Taxes] Rolf Lee is also considering organizing the Capital-Ideas Company as
an LLC.

A. Use information contained in Problem 6 to estimate the federal income tax lia-
bility in the second year of operation if Capital-Ideas is an LLC.

B. What would be the marginal tax rate on the last dollar of taxable income and
what would be the average tax rate?

9. [Intellectual Property] Francine Delgado, founder of the HairCare Products Com-
pany, has developed HairCarePlus, which is a shampoo product containing healthy
nutrients that are absorbed through the scalp when the product is used. She also be-
lieves that preliminary tests of HairCarePlus show that product residues are environ-
mentally safe.

A. Francine was wondering whether she might be able to patent the HairCarePlus
product. What are the characteristics of patents and what type of patent, if any,
might Francine seek?

B. What other ways, other than through patents, might Francine explore to try to
protect the HairCarePlus product?
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SUPPLEMENTAL EXERCISES/PROBLEMS

[Note: These activities are for readers who have an understanding of financial statements.]

10. [Income Taxes and Ratios] Francine Delgado has developed a business plan for pro-
ducing and selling a new hair care product that emits nutrients to the scalp when
used. The product residues have been judged to be environmentally safe. Following
are her projected partial financial statements for the first three years of operation of
HairCare Products Company. Francine, however, is unsure whether to organize her
business as a proprietorship or a regular corporation.

HAIRCARE PRODUCTS COMPANY PROJECTED PARTIAL INCOME STATEMENTS &
BALANCE SHEETS

YEAR 1 YEAR 2 YEAR 3
Sales $200,000 $400,000 $1.800,000
Cost of goods sold 100,000 200,000 800,000
Gross profit 100,000 200,000 1,000,000
Operating expenses 75,000 100,000 200,000
Depreciation 4,000 8,000 20,000
Earnings before interest and taxes 21,000 92,000 780,000
Interest 1,000 2,000 4,000
Earnings before taxes 20,000 90,000 776,000
Taxes ? 7 ?
Net income ? ? ?

YEAR 1 YEAR 2 YEAR 3
Cash and inventories $ 50,000 $100,000 $500,000
Building and equipment 50,000 100,000 300,000
Total assets $100,000 $200,000 $800,000

A. Use the tax rate schedules presented in this chapter to estimate the dollar
amount of taxes that would have to be paid in each year by HairCare Products
Company if the venture is initially formed as a corporation. Also calculate the
after-tax net income for each year.

B. Use the tax rate schedules presented in this chapter to estimate the dollar
amount of taxes that would have to be paid in each year if HairCare Products
Company is organized as a proprietorship and represents Francine’s only source
of income, and if she is single. Also calculate the after-tax net income for each
year.

C. Use ratios from Chapter 2 to calculate the return on assets model and its net
profit margin and asset intensity ratios.

D. In order to grow sales, HairCare Products will need to invest in assets to support
sales growth. How might the venture’s assets be financed?

E. Would you recommend that HairCare Products Company be initially formed as
a proprietorship or as a corporation? Why? Should Francine consider changing
the form of business organization for HairCare Products Company as the firm
grows over time?

11. [Income Taxes and Ratios] Now let’s assume that Francine Delgado (see Problem 10)

organizes HairCare Products Company as a proprietorship, is married, and files a

joint tax return with her husband, Franco.
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A. Calculate the tax liability (using tax tables presented in the chapter) and net in-
come in each of the three years for HairCare Products Company, assuming no
other personal income or deductions.

B. For this proprietorship scenario, calculate and make ratio comparisons with the
calculations in Part C of Problem 10.

C. Would you recommend that the venture be organized as a proprietorship or as a
regular corporation? Why?

D. What other forms of business organization might Francine consider when form-
ing HairCare Products Company? What are their pros and cons?

MINI CASE
Interact Systems, Inc. (Revisited)

Interact Systems, Inc., has developed software tools that help hotel chains solve application integration problems. Interact’s appli-
cation integration server (AIS) provides a two-way interface between a central reservations system (CRS) and a property manage-
ment system (PMS). At least two important trends in the hotel industry are relevant. First, hotels are shifting away from the
manual booking of room reservations, and electronic bookings will continue to increase as more bookings are made over the Inter-
net. Second, competitive pressures are forcing hotels to implement yield management programs and to increase customer service.
By integrating the CRS and PMS through Interact’s AlIS, inventories can be better managed, yields improved, and customer service
enhanced.

All reservation traffic is routed from the CRS to individual hotel properties. This allows Interact Systems to create a database
that can be used to track customers and to facilitate marketing programs, such as frequent-stay or VIP programs, as a way of in-
creasing customer satisfaction. Interact forecasts application integration expenditures in the hospitality industry to exceed $1 billion
by 2012.

Greg Thomas founded Interact Systems in 2006 and developed the firm’s middleware software and hospitality applications. He
has twelve years of systems applications experience and currently is Interact’s chief technology officer. Eric Westskow joined Inter-
act in early 2009 as president and CEQ. He previously had worked in sales and marketing in the software industry for more than
twenty years.

A. What are the advantages of having formed the company as a corporation?

B. What other organizational structures would have been appropriate?

C. Could Interact Systems qualify for S corporation status with the IRS? Why or why not?

D. What is the intellectual property involved in Interact Systems’ business model?

E. What methods of protection are available for Interact Systems” intellectual property?

F. What considerations are important in deciding whether to use an employment contract for the newly hired CEQ?
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MINI CASE
Cooperative Constructs

Part A

Several years ago, Dick and Barbara Harris were asked to attend an organizational meeting for a newly forming neighborhood baby-
sitting cooperative. The idea was simple. Concerned and caring parents would join together in the cooperative and exchange baby-
sitting services. Although they were not particularly interested in committing to trading babysitting favors, as their children were
quickly approaching the age where babysitting services would be unnecessary, Dick and Barbara felt socially obligated to attend
the meeting with their two children. Eight other families came to the meeting.

After a brief period of social exchange, Dick and Barbara listened, over the din of children playing, as the organizer, a certified
public accountant, explained how the formal accounting for exchanged sitting services would take place. Using specially marked,
yet ordinary, poker chips as currency, members of the cooperative would receive an endowment of chips with various colors corre-
sponding to sixty, thirty, and fifteen minutes. When babysitting services were received, “payment” was required, rounded to the
nearest fifteen minutes, in poker chips. Conveniently, no family would need to keep records of whom or how much they owed.
With the creation of babysitting currency and some serious remarks about screening other families before allowing them to join,
the cooperative was launched—although Dick and Barbara declined to join.

Reflecting on some bad previous experiences with not-for-profit organizations, the couple debated, on the drive home, what
could be done to satisfy their concerns. Dick was wondering how the members could formally barter services among themselves
without organizing as a formal barter exchange and recognizing the receipt of poker chips as income. Barbara was more concerned
about babysitting for, or by, parents with whom she had only a passing acquaintance. Even if the barter arrangement were shielded
from taxation (an item also not discussed), they both contemplated who would be liable in the event of mishaps.

A. What type of an organization is necessary for the babysitting cooperative?

B. Is there potential for liability for members other than those directly involved?

C. What are the nontax differences between exchanging poker chips and charging $4 per hour?

D. What is the difference between exchanging poker chips and charging $4 per hour from the perspective of the IRS?
E. Assuming you had appropriately aged children, would you be willing to join the cooperative?

F. What, if any, are the intellectual property issues in an isolated cooperative?

Part B

The organizers of Dick and Barbara's cooperative had great success and many inquiries from other neighborhoods on how to orga-
nize and operate. After the organizers had helped several other groups form, the time commitment grew to the point that they de-
cided to establish a consulting practice, Cooperative Constructs, and charge fees for providing advice and materials to startup
cooperatives. Based on its extensive experiences, Cooperative Constructs had accumulated many stories and experiences and some
legal documents. After the practice contracted a videographer to tape one of its organization sessions, a startup package with
video and boilerplate agreement documents was ready for distribution.

A. Discuss different organizational structures for Cooperative Constructs and the (dis)advantages of each structure.
B. Identify Cooperative Constructs’ intellectual property.
C. What intellectual property protection is appropriate for Cooperative Constructs’ materials, organization name, and approach?
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CHAPTER

Measuring Financial
Performance

PREVIOUSLY COVERED

In Chapter 3, we discussed the alternative forms of business organization the entrepre-
neur might choose after considering taxes, liability, and the financial capital needed to
get started. We also discussed the importance of intellectual property and having a strat-
egy for its protection. We concluded the chapter with an introduction to financial boot-
strapping and business angel financing for the early stages in the venture life cycle.

LOOKING AHEAD

Chapter 5 presents financial measures that assist in evaluating a venture’s operating and
financial performance. Our primary focus is managing and monitoring the venture’s li-
quidity and cash flow to make sure cash is available to meet creditor obligations. We
introduce financial measures that creditors consider when deciding whether to grant
credit to the venture. We also present financial measures for tracking venture
performance.

CHAPTER LEARNING OBJECTIVES

In this chapter, we introduce basic accounting and financial statements designed to help
ventures monitor their progress. We stress the need to understand how cash is built and
burned using financial statements and breakeven analyses. After completing this chapter,
you will be able to:

1. Describe the process for obtaining and recording resources needed for an early-stage
venture.
. Describe and prepare a basic balance sheet.
. Describe and prepare a basic income statement.
. Explain the use of internal statements as they relate to formal financial statements.
. Briefly describe two important internal operating schedules: the cost of production
schedule and the inventories schedule.
6. Prepare a cash flow statement and explain how it helps monitor a venture’s cash
position.
7. Describe operating breakeven analysis in terms of EBDAT breakeven (survival)
revenues.
8. Identify major drivers on the amount of revenues needed to survive.
9. Describe operating breakeven analysis in terms of NOPAT breakeven revenues (cov-
ered in Appendix).

G~ W

119

Copyright 2010 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



120 Part 2: Organizing and Operating the Venture

From the Headlines

For-Profit Social Venture Shines with D.light

How often do you see the following in a for-
profit venture's goals?

By the end of 2010 we will have
improved the quality of life of 10 million
people.

By the end of 2015 we will have
improved the quality of life of 50 million
people.

By the end of 2020 we will have
improved the quality of life of 100 million
people.”

Much more common in not-for-profit ven-
tures, “lives touched” goals reflect a core
orientation toward a venture's breadth of
social impact rather than towards its profit-
ability. D.light Design is a for-profit interna-
tional consumer products company “serving
people without access to reliable electricity.”
D.light's formal values statement includes
“Quality with Extreme Affordability.” D.light
designs and markets a variety of solar re-
chargeable lights targeted at households
using kerosene lamps for nighttime lighting,
or going without. Their customers report up

to 50% increase in monthly income from the
extended work and study days that D.light's
products enable. As a direct benefit of the
distribution of solar-based lighting, D.light's
customers have less toxic and flammable
fumes in their homes while contributing
to lowering fuel-based lighting’s approxi-
mately 244 million ton yearly carbon foot-
print2 A subset of D.light's products also
can be used for recharging radios and cell
phones.

A San Francisco-based startup incorpo-
rated in May 2007 and now operating out
of China and New Delhi, D.light was founded
by Sam Goldman and Nedjip Tozun, two
Stanford MBAs whose idea originated as
part of a 2006 design competition.® Goldman,
a veteran of the Peace Corps, who served in
Benin with the aid of kerosene lamps, had
the conviction that a for-profit business
would be required to reach the scale neces-
sary to provide a safer affordable alternative
to kerosene lamps.*

In November, 2008, well into the the global
financial crisis, D.light raised $6.5 million

in venture capital funding from Draper
Fisher Jurvetson, Garage Technology Ventures,
Mahindra Group, Gray Matters Capital, the
Acumen Fund, and Nexus Venture Partners®
With professional venture capital backers,
D.light will be assessed on financial me-
trics including profitability and return on
investment in addition to its core emphasis
on “lives touched.”

1 http://www.dlightdesign.com/about_who_we_are.
php, viewed on 4/25/10.

2 Evan Mills, 2002, http://evanmills.bl.gov/pubs/pdf/
global_lighting_energy.pdf, viewed on 4/25/10.

3 http://green.venturebeat.com/2008/06/16/
dlight-design-sets-out-to-replace-the-kerosene-
lamp-with-eco-friendly-lighting-for-india/, viewed
on 4/25/10.

4 http://www.nytimes.com/2009/03/05/business/
smallbusiness/05sbiz.html, viewed on 4/25/10.

5 http://green.venturebeat.com/2009/10/22/
dlight-bringing-light-to-the-developing-world/,
http://www.dlightdesign.com/about_investors.php,
http://www.nytimes.com/2009/03/05/business/
smallbusiness/05sbiz.html, all viewed on
4/25/10.

fter deciding how to organize your business, it is important that you maintain a

record of operations. This record provides ongoing feedback for internal decision

making and gives creditors and investors necessary information for making sound
financial decisions. Every entrepreneur should have a basic understanding of how financial
records reflect the venture’s initial and developing assets and ownership. An entrepreneur
should understand how proper accounting procedures record sales and costs and how this
determines whether the venture is making a profit. By using these records to prepare
financial statements, the entrepreneur develops an understanding of how cash is
generated and depleted. This understanding leads to an ability to interpret important
measures of the venture’s financial situation (building or burning cash) and project when
the venture will reach operating breakeven.'

assets

financial, physical, and
intangible items owned by
the business

1 Readers who have a knowledge of the content of financial statements and how they are constructed can bypass this
chapter without losing any continuity as we progress through the stages of a successful venture's life cycle. How-
ever, before deciding to skip this chapter, you should have a firm understanding of how basic financial statements
can be used to determine whether the venture is building or burning cash. We cannot overstate the importance of
having cash in order to survive the short run and free cash to build value and provide a return to investors over
time.
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| SECTION L%
OBTAINING AND RECORDING THE RESOURCES

NECESSARY TO START AND BUILD A NEW
VENTURE

Supporting an initial development stage usually requires minimal asset investments such
as office furniture and a computer. If the venture will create product prototypes, it may
require additional specific machinery and equipment. The initial cash on hand should be
adequate to cover expenses such as rent, utilities, and the entrepreneur’s subsistence sal-
ary. Access to cash beyond what is needed to pay immediate expenses is important be-
cause there will likely be no revenues during the development stage. Figure 4.1 illustrates
the relationship of gathered resources to their associated financial footprint as a new
venture moves from the development stage to the startup stage. The primary venture
footprints are recorded in its balance sheet and income statement.

A section of the venture’s balance sheet is dedicated to the venture’s assets, including
its cash holdings. Of course, these assets have to be purchased or placed using financing.
Seed financing from the entrepreneur’s personal assets, and from funds provided by fam-
ily and friends, provides the cash to acquire development-stage assets and pay
development-stage expenses. Each type of financing provided by the owners (equity) or
by lenders (liabilities and debt) has its own place on the venture’s balance sheet.

The venture’s initial expenses leave a footprint on the venture’s income statement
where revenues and expenses are tallied. The lack of development-stage revenues—while
expenses are incurred—typically results in an accounting loss (negative net income) dur-
ing the development stage.

New ventures that succeed in getting to startup and launching a new product, service, or
process are to be commended. Many ventures fail prior to this milestone. Along with any
congratulations, however, comes the warning that such ventures will soon require additional
investments in inventories, equipment, and customer credit. These investments will result in
additions to, and changes in, asset accounts on the balance sheet. The related financing,
whether from business angels, venture capitalists, or retained earnings, will be recorded as
additions to, or changes in, liability and equity accounts on that same balance sheet.

FIGURE 4.1 OBTAINING AND RECORDING THE RESOURCES NECESSARY TO START AND BUILD A
NEW VENTURE

DEVELOPMENT STAGE IN LIFE CYCLE STARTUP STAGE IN LIFE CYCLE
BALANCE SHEET INCOME STATEMENT BALANCE SHEET INCOME STATEMENT
Assets: Revenues: Assets: Revenues:
Acquire initial assets No sales (consequently no Acquire production assets (e.g., inven- Making sales (money begins
(e.g., initial cash, office money is coming in) tories and equipment to produce pro- flowing in)
furniture, computer, etc.) ducts and give credit to customers)
Liabilities and Equity: Expenses: Liabilities and Equity: Expenses:
Obtain seed financing (e.g., rent, utilities, subsis- Obtain startup financing (e.g., business (additional expenses to produce
(e.g., entrepreneur’s assets, tence salary for entrepreneur) angels and venture capitalists in addi- and market products and to
family, and friends) tion to seed financing sources) record business transactions)
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Eventually, the startup will generate revenues to help cover its expenses. The income
statement records how the venture is faring in terms of its revenues versus its expenses.
Maintaining records of how the venture periodically performs in the constant battle of
revenues versus expenses is important in helping set internal direction and communicate
with the financial community. Understanding how the venture’s expenses are distributed
over various categories, such as materials, labor, marketing expenses, and overhead, pro-
vides important guidance on how the venture might redeploy resources to gain an edge
in the next battle of revenues versus expenses. Perhaps discouragingly, the records of
most early battles—as captured in income statements during the startup phase—
frequently appear to predict impending defeat: Expenses keep exceeding revenues. How-
ever, as the venture gains ground and experience, its historical income statement and
balance sheet footprints can be a misleading measure of progress. During this stage, there
are many hidden assets created that dramatically influence the outcome of future battles
of much greater magnitude.

Chapter 4 reviews the basic financial statement concepts every venture should master.
Chapter 5 introduces techniques for conducting financial analysis based on the venture’s
data as organized in standard financial statements. With knowledge and proper handling
of these basic financial weapons, the venture captures important tactical positioning in
future income-versus-expense skirmishes and increases the likelihood the venture will
eventually win the war by creating sustainable venture value for its owners.

CONCEPT CHECK % \What resources are generally needed during the development stage of a new venture?

| SECTION W
BUSINESS ASSETS, LIABILITIES, AND OWNERS’

EQUITY

Suppose you are working on a venture that will produce and market a personal scanner
accessory (PSA) directly attachable to a notebook computer. To date, the venture concept
has progressed through the development stage with successful prototype production and
test marketing. The PSA quickly scans information on business cards (with a standard
2-inch-by-3.5-inch format) to form customer lists or files. It can also be used to scan small
photographs, charts, and other written information (up to a 3-inch-by-5-inch size). The
scanner is hand sized and designed for field use by sales personnel. The venture has an
existing business plan, has been organized as the PSA Corporation, and now is preparing
to manufacture and sell the PSA.

generally accepted Business assets, usually referred to simply as assets, are the base on which a venture

accounting principles creates revenue and provides a return to investors. Assets can be tangible, physical items

GAAP such as cash, property, and equipment; or they can be intangibles such as technological
prop quip Y g g

e expertise, client lists, patents, and goodwill. Accounting procedures track the acquisition,
guidelines that set out the . . s . .
manner and form for creation, use, and disposition of assets, and dictate how one prepares financial statements.
presenting accounting Accounting procedures and communication typically conform to generally accepted
information accounting principles (GAAP), the standard for record keeping and communication.”

2 We should probably say “should conform” as we have worked with ventures struggling to keep records conforming to
any standard. Nonetheless, the struggle was due to lack of familiarity rather than malicious intent.
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accrual accounting

the practice of recording
economic activity when it is
recognized rather than
waiting until it is realized

balance sheet

financial statement that
provides a “snapshot” of a
business’s financial position
as of a specific date

liquidity

how quickly an asset can be
converted into cash

current assets

cash and other assets that
are expected to be converted
into cash in less than one
year

amount of coin, currency, and
checking account balances

marketable securities

short-term, high-quality,
highly liquid investments that
typically pay interest
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Accrual accounting is the practice of recording indications of economic activity when
they are recognized rather than waiting until they are realized. For example, accrual ac-
counting procedures will recognize (accrue) an expense before the venture has to make
the payment. They will also recognize (accrue) sales before the venture receives the associ-
ated revenue. Accounting procedures are known for their detail, conservatism, and, ac-
cording to some, rigidity. Tangible physical assets, with their concrete and verifiable
nature, typically become the focus of many day-to-day accounting procedures. The original
cost (basis) of such assets plays a central role in GAAP accounting. In contrast, intangible
assets, owing to an inherent subjectivity about their perceived value, are generally treated
with skepticism and conservatism. For example, GAAP procedures do not track the hu-
man capital contributed to a new venture unless it appears in other forms such as patents
and recognized intellectual property.” This conservative bias usually frustrates aspiring en-
trepreneurs who correctly perceive themselves as important venture assets. Accounting
procedures generally understate the true value of an ultimately successful venture. On the
other hand, there is also little doubt that accounting procedures overstate an eventually
unsuccessful venture’s current value.

Having identified possible biases, we focus on the assets and liabilities that accounting
procedures emphasize. The balance sheet provides a “snapshot” of a venture’s financial
position on a specific date. It must be in balance in terms of assets versus liabilities and
owners’ equity. More specifically, the basic accounting identity is:

Total Assets = Total Liabilities + Owners’ Equity

which is nothing more than an indication that what you have in assets (Total Assets)
must have been financed through equity injections (Owners” Equity) or borrowing (Total
Liabilities).

Table 4.1 shows what a balance sheet might look like for PSA Corporation on June
30, before scanner production starts. The balance sheet presents a measure of the value
of the venture’s assets compared to a measure of the value of the venture’s liabilities plus
any residual value belonging to the venture’s owners. The founder contributed $40,000 in
cash to start the business; this is the founding equity capital contribution. A friend
loaned PSA $10,000 for three years at an annual interest rate of 10 percent. The venture
rents space in an industrial building for $1,000 a month to assemble and package pro-
ducts. Recent equipment purchases, including a molding press to make the plastic case
housing the scanner, the equipment needed to help assemble electronic components, and
other materials for manufacturing PSAs, totaled $20,000. PSA has $10,000 of materials in
inventory but, owing to the founder’s excellent credit record and personal guarantee,
suppliers extended trade credit for the entire inventory, resulting in $10,000 of payables.
With this information, we can construct the venture’s initial balance sheet.

Balance Sheet Assets

The balance sheet lists assets in declining order of liquidity, or how quickly the asset can
be converted into cash. Cash and other assets expected to be converted into cash in less
than one year are classified as current assets. Cash is the amount of coin, currency,
and checking account balances available to conduct day-to-day operations. Marketable
securities are short-term, high-quality, highly liquid investments that usually pay inter-
est. The venture initially holds $2,000 in a checking account and $28,000 in short-term

3 GAAP procedures do make provision for the acquisition of intangible value in the purchase of a going concern through
the formal recognition of accounting goodwill. The accounting recognition of the asset value of the entrepreneur’s
contribution of human capital to the venture will most likely have to wait until the venture is sold, if ever, to another
firm at a price that cannot be justified by tangible assets alone. The failure to reflect the value of human capital is of
particular concern to business educators and textbook authors whose jobs are to cultivate this human capital.
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receivables

credit sales made to
customers

inventories

raw materials, work-
in-process, and finished
products that the venture
hopes to sell

fixed assets

assets with expected lives of
greater than one year

depreciation

reduction in value of a fixed
asset over its expected life,
intended to reflect the usage
or wearing out of the asset

accumulated
depreciation

sum of all previous
depreciation amounts
charged to fixed assets

other long-term assets

intellectual property rights or
intangible assets that can be
patented or owned

TABLE 4.1 INITIAL BALANCE SHEET (JUNE 30) FOR PSA CORPORATION
ASSETS LIABILITIES AND EQUITY
Cash and marketable securities $30,000  Payables $10,000
Receivables 0  Accrued wages 0
Inventories 10,000  Bank loans 0
____ Other current liabilities 0
Total current assets 40,000  Total current liabilities 10,000
Gross equipment 20,000  Long-term debts 10,000
Less: Accumulated depreciation 0 Capital leases 0
Net equipment 20,000 Total long-term liabilities 10,000
Building 0
Other long-term assets 0 Owners" equity 40,000
Total assets $60,000 Total liabilities and equity $60,000

investments. It is common practice to combine cash and marketable securities into a sin-
gle account for reporting purposes.

Receivables are credit sales made to customers. That is, they are sales not requiring
immediate cash payment but, rather, payment by a specified future date. Because PSA
Corporation is not yet selling scanners, the accounts receivable account balance is zero.
Inventories are the products that PSA hopes to sell and the materials to be fashioned
into salable products. The inventories account may also include a work-in-process inven-
tory of partially completed products. In late June, PSA ordered $10,000 of materials
needed to start scanner production.

Assets with expected lives of greater than one year are fixed assets. The $20,000 of
equipment is the only fixed asset on the PSA balance sheet. Of course, if PSA had pur-
chased the building instead of renting it, the company would have a balance sheet ac-
count for the building. Accounting procedures for estimating the decrease in the value
of a fixed asset over time create an expense associated with the purchase price of an as-
set. For example, the molding press and assembling equipment PSA recently acquired
will gradually wear out as they are used to produce scanners. Depreciation is a reduction
in value of a fixed asset to reflect the asset’s decreasing value as it ages. Depreciation
guidelines are specified by GAAP and by income tax rules. Accumulated depreciation
is the sum of all previous depreciation charges against fixed assets. The purchase price
of the asset less the accumulated depreciation is the book value of the asset. The book
value of all fixed assets is frequently called net fixed assets. Because PSA recently pur-
chased its fixed assets, no depreciation is recorded on the June 30 balance sheet.

Most intangible assets cannot be recorded on the balance sheet. For example, if PSA
spent money on research and development, creating new ideas or products, the value of
such assets might never show up on a balance sheet. This is not a total loss because the
related expenses are immediately deducted from earnings. Of course, immediate recogni-
tion of the expenses means that future earnings will be higher than they would be if the
idea or product asset (with its future depreciation expense) were placed on the balance
sheet. As previously mentioned, an exception to this immediate expensing would be the
patent or purchase of intellectual property rights. Then, proper accounting could capitalize
a value for the intangible asset and place it in the section for other long-term assets. Of
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payables

short-term liabilities owed to
suppliers for purchases made
on credit

accrued wages

liabilities owed to employees
for previously completed
work

bank loan

interest-bearing loan from a
commercial bank

other current liabilities

catchall account that
includes borrowing in the
form of cash advances on
credit cards

long-term debts

loans that have maturities of
longer than one year

capital leases

long-term, noncancelable
leases whereby the owner
receives payments that cover
the cost of equipment plus a
return on investment in the
equipment

operating leases

leases that provide
maintenance in addition to
financing and are also
usually cancelable

owners’ equity

equity capital contributed by
the owners of the business
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course, in this case the expenses associated with the intangible asset would not be deducted
immediately from earnings; future depreciation charges would recognize the accounting
expense associated with the intangibles’ acquisition and use.

Liabilities and Owners’ Equity

The other accounts on the balance sheet shown in Table 4.1 are the venture’s liabilities
and the owners’ equity. Payables are short-term liabilities to suppliers for materials pur-
chased on credit. The initial balance is the $10,000 for the thirty-day trade credit pro-
vided for the purchase of scanner raw materials. Accrued wages is an account that
reflects liabilities to employees for previously completed work. Firms usually don’t pay
employees before, or even while, they are doing the compensated work. Rather, they typ-
ically pay one or two weeks after the work has been completed. Employees therefore in-
voluntarily provide some of the financial capital needed to finance the business. At the
end of June, there were no wages payable because the venture had just hired employees.

The initial balance sheet shows where two additional current liability accounts would
be listed. A bank loan is, not surprisingly, an interest-bearing loan from a commercial
bank. Bankers prefer to make short-term loans (maturities of one year or less) but some-
times lend money for several years. Bank loans for more than one year are recorded as
long-term liabilities. New ventures are unlikely to receive bank loans for the first few
years because of the lending preferences of most commercial banks.

Although PSA is not currently borrowing in the short term, it may have such a need
in the future. The other current liabilities account is a catchall account that includes, for
instance, borrowing in the form of cash advances on credit cards. Using credit cards to
borrow can be an expensive form of short-term borrowing because of fees and high in-
terest charges; however, there are ways to exploit the initial “teaser” rates offered by
credit card providers. It has been estimated that about one-half of all small businesses
rely on some credit card financing.* PSA has not yet resorted to credit card or other
short-term loans.

Long-term debts are loans maturing more than one year in the future. The $10,000
loaned to PSA by a friend is an example of a long-term business debt. A substitute for
long-term debt on some fixed assets is leasing. If the venture leases, it does not have to
buy and borrow. Capital leases are long-term, noncancelable leases in which the owner
receives lease payments covering (most of) the cost of the equipment plus a return on
investment in the equipment. For example, the equipment listed on the balance sheet in
Table 4.1 might just as easily come from a capital lease arrangement. If that were the
case, the value of the equipment would still be shown as an asset. The capitalized value
of the lease payments would then also be shown as a liability. Many firms also make use
of operating leases that provide maintenance in addition to financing and are also usu-
ally cancelable. Computers, copiers, and automobiles often are financed through operat-
ing leases. No assets or lease liabilities are recorded on the balance sheet. Operating
leases are a major source of off-balance-sheet financing.

The owners’ equity account at the end of June in the amount of $40,000 reflects the
equity capital initially contributed by the owner. As we will see in the next section, the
owners’ equity account will be adjusted to reflect gains and losses after operations begin.
Of course, the owners’ equity account will also change when the owner contributes more
equity capital (or takes equity capital out) and when part ownership is sold to others,
including family members, friends, business angels, or venture capitalists.

4 Arthur Andersen/National Small Business United Annual Survey of Small Businesses. See “Credit Cards Bankrolling
Small Firms,” Denver Post, January 17, 1999.
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stockholders’ equity

book value of owners’ equity
in a corporation

common stock account

book value of ownership
interest in a corporation

additional-paid-in-
capital account

additional book value of
ownership interest in a
corporation when the common
stock has a par value

CONCEPT CHECK

retained earnings
account

accumulated profits (or
losses) retained in the
business from operations

income statement

financial statement that
reports the revenues
generated and expenses
incurred over an accounting
period

When a new venture starts as a corporation, owners’ equity is referred to as stock-
holders’ equity. Stockholders’ equity comprises one to three accounts. The initial pro-
cess of incorporation involves issuing common stock to the venture’s owners. The
common stock account reflects the financial contribution of the owners in the venture.
At a point in time, the account reflects the book value of the initial amount of common
stock plus the net proceeds from any additional stock offerings. Some corporate
ventures declare a somewhat artificial par value on their common stock, such as $0.01
per share. If, for example, 1,000 shares of stock are issued at $5 per share, the common
stock account would be $10 (1,000 shares times $0.01) and a second account called the
additional-paid-in-capital account account would be $4,990 (1,000 shares times
$4.99). Once a venture is up and operating, a second (or third) stockholders’ equity
account called the retained earnings account reflects the venture’s accumulated net
profits (or losses) retained in the business from operations. For a corporation, stock-
holders’ equity comprises the common stock account, an additional-paid-in-capital
account if present, and a retained earnings account.

% What does a balance sheet record or measure?
%k Why is it called a balance sheet?

| SECTION &
SALES, EXPENSES, AND PROFITS

PSA Corporation began formal operations on July 1; the venture has been operating for
six months. The original estimate of 1,000 scanner sales for the first six months was 200
units less than actual sales. You want to determine whether the venture profited from its
first six months of operations. To address the issue of profitability, you need more infor-
mation and data.

On July 1, PSA hired an employee to operate the molding press and to help others
assemble the business card scanners. With wages and benefits (payroll taxes, health in-
surance, etc.), employee costs were substantial but were not a formal liability on July 1.
However, now that the workers are employed, wage obligations exist. The founder has
concentrated on marketing and distributing the scanners and has been drawing a salary
and benefits at a rate of $36,000 per year.

A balance sheet for a given date balances the repositories of accounting value inside a
firm (assets) with those promised to creditors (liabilities) and belonging to owners (eq-
uity). An income statement tracks changes in the value of the various repositories over a
given period, with an emphasis on netting those changes to determine the change in the
accounting value of ownership. In the absence of equity injections or withdrawals, the
accounting value of ownership (the book value of equity) will increase by the amount
of net income.

Table 4.2 displays PSA Corporation’s income statement for the first six months of its
formal life, July 1 through December 31. To see how the income statement tracks
changes in the value of assets and liabilities, consider a cash expense during the period.
As cash was depleted to pay the expense, the decrease in the cash account asset was mir-
rored by an increase in expenses reported in the income statement for the period. If the
same expense were incurred but funded by trade credit, then the increase in the reposi-
tory of value represented by payables would be similarly mirrored on the income state-
ment by an increase in expenses for the period. Either way, an income statement expense
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TABLE 4.2 PSA CORPORATION INCOME STATEMENT FOR THE SIX-MONTH
PERIOD ENDING DECEMBER 31

Net sales $120,000
—Cost of goods sold -78,000
Gross earnings 42,000
—Marketing expenses -12,500
—Administrative expenses -18,000
—Building rental -6,000
—Depreciation expense -1,000
Earnings before interest and taxes 4,500
—Interest -500
Earnings before taxes 4,000
—Taxes (@ 25%) -1,000
Net income § 3,000

mirrors the net change in the balance sheet repositories of value (less cash or more lia-
bility). Other things being equal, higher expenses diminish net income, and the account-
ing value of ownership will increase by less than it would have with lower expenses. A
similar situation exists for cash and credit sales. Increases in the assets (cash or receiv-
ables) would be mirrored by revenue on the income statement and the addition of a
higher net income to the equity account.’

With scanners priced at $100 each, net sales or revenues (after returned scanners were
deducted) were $120,000 (i.e., 1,200 units at $100 each). All PSA sales were made on
credit, payable in thirty days, to large computer retail chains in the United States, which,
in turn, mark up the scanners to sell to the public for $149 each. In December, PSA sold
500 scanners for credit sales of $50,000. Standard procedures require that PSA record
these credit sales as revenue, although it won’t receive the cash payment until January.
In other words, revenue is recorded as having taken place in December, and the value
in receivables is increased by the amount of the revenue at the time the sales are made.
When the cash arrives in January, the receivables will be decreased and cash will be in-
creased by the amount collected. This is accrual accounting at its heart.

To complete the income statement, PSA must first deduct the cost of producing the

cost of goods sold scanners from the $120,000 in revenues. The cost of production, or cost of goods sold, is
cost of materials and labor the c.ost of th.e materials and labor incurred to' pr(.)duce the scanners that were sold. Pro-
incurred to produce the duction and inventory schedules must be maintained separately from the balance sheet
products that were sold and income statement, so that PSA can determine the cost of producing the scanners

and properly record the amount of inventories at the end of December. The total pro-
duction cost for 1,200 scanners was $78,000.
gross earnings The venture’s gross earnings are calculated as net sales minus the cost of production.
'n.e't. salesmmus 't'h'e. cost of For PSA, gross earnings were $42,000 (i.e., $120,000 — $78,000). Marketing expenses, in-
production cluding shipping and sales calls, were $12,500 during the six-month period. Administra-
tive expenses of $18,000 covered the founder’s salary and benefits during the first six

months of operation. Other expenses included building rent of $6,000 and depreciation

5 While there is some choice for small firms, most will choose to adopt accrual accounting procedures and record
sales when made and expenses when incurred, whether or not cash is actually received or disbursed.
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operating income

also called eamnings before
interest and taxes (EBIT), the
firm's profit after all operating
expenses, excluding financing
costs, have been deducted
from net sales

earnings before interest and
taxes, also called operating
income

CONCEPT CHECK

net income (or profit)

bottom-line measure of
what's left from the firm's
net sales after operating
expenses, financing costs,
and taxes have been
deducted

expense of $1,000 on the $20,000 of equipment. The venture’s operating income, also
called earning before interest and taxes (EBIT), reflects the venture’s profit after all
operating expenses, excluding financing costs, have been deducted from net sales. PSA’s
EBIT was $4,500 for the six-month period.

Next, financing charges in the form of interest payments must be deducted from
EBIT. Recall that the interest rate on the $10,000 loan from the founder’s friend was 10
percent, or $1,000 per year. Thus, the interest expense is $500 for use of the $10,000
during the first six months of operation. After paying taxes at a 25 percent average
rate, PSA earned $3,000. The venture’s earnings are also known as its net income (or
profit). In the absence of withdrawals, the net income is the increase in equity. PSA, un-
like most new ventures, made a profit in its first six months of formal operation. How-
ever, before PSA can spend this profit, it is important to remember that the financial
statements were prepared using accrual accounting procedures that do not emphasize
whether cash is available to spend.

%k What does an income statement record or measure?

| SECTION LT/
INTERNAL OPERATING SCHEDULES

Before we can make much use of the income statement, we need to know where the de-
tails for the cost of goods sold come from, how the venture records its inventories on
hand, and how balance sheets were prepared at the end of an operating period. In the
income statement in Table 4.2, production costs were $78,000. Let’s examine how these
costs were determined. The breakdown of costs is as follows:

COST PER SCANNER TOTAL UNITS TOTAL COSTS
Electronic components $40 1,200 $48,000
Plastic materials 5 1,200 6,000
Connectors, screws, etc. 5 1,200 6,000
Direct labor 15 1,200 18,000
Total costs $65 1,200 $78,000

To make each scanner, PSA must purchase $40 of electronic components. Plastic ma-
terials cost $5; connectors, screws, and other materials cost an additional $5. It took an
average of one and one-half worker hours to make the plastic cases and to assemble each
scanner. At a rate of $10 per hour (salary and benefits), direct labor was $15 per scanner.

Table 4.3 shows monthly production, cost of goods sold, and inventory schedules for
PSA Corporation during its first six months of operation. Two hundred scanners were
produced in both July and August. Beginning in September, the scanner production in-
creased to 300 units per month, resulting in 1,600 scanners during the first six months of
operation. The cost of goods sold schedule in the table shows that 1,200 scanners were
actually sold during the last half of the calendar year. Sales went from zero in July to a
peak of 500 units in December. The venture’s decision to produce scanners at a monthly
rate that exceeded sales (until December) was based on the expectation that sales would
continue to grow in the future. Also, at a monthly production rate of 300 scanners, the
current workforce was being fully employed. The result of production’s exceeding sales
was a finished goods inventory of 400 units at the end of December.
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TABLE 4.3 PSA CORPORATION PRODUCTION AND INVENTORIES SCHEDULES

COST OF PRODUCTION SCHEDULE

COST PER UNIT JULY AUG. SEPT. OCT. NOV. DEC. TOTAL
Production (units) 200 200 300 300 300 300 1,600
Production costs
Electronic parts 40 $ 8,000 8,000 12,000 12,000 12,000 12,000 $ 64,000
Plastic materials 3 1,000 1,000 1,500 1,500 1,500 1,500 8,000
Connectors, etc. 3 1,000 1,000 1,500 1,500 1,500 1,500 8,000
Direct labor 15 3,000 3,000 4,500 4,500 4,500 4,500 24,000
Total costs 65 $13,000 13,000 19,500 19,500 19,500 19,500 $104,000
COST OF GOODS SOLD SCHEDULE
JULY AUG. SEPT. OCT. NOV. DEC. TOTAL
Sales (units) 0 100 100 250 250 500 1,200
Costs @ $65/unit $0 6,500 6,500 16,250 16,250 32,500 $ 78,000
INVENTORIES SCHEDULE
JULY AUG. SEPT. OCT. NOV. DEC.
Beginning finished goods $0 13,000 19,500 32,500 35,750 39,000
Production
Materials 10,000 10,000 15,000 15,000 15,000 15,000
Direct labor 3,000 3,000 4,500 4,500 4,500 4,500
Additions 13,000 13,000 19,500 19,500 19,500 19,500
Total (beginning + additions) 13,000 26,000 39,000 52,000 55,250 58,500
Less: Cost of goods sold 0 —6,500 -6,500 -16,250 -16,250 -32,500
Ending finished goods $13,000 19,500 32,500 35,750 39,000 26,000

The $78,000 cost of goods sold from the income statement in Table 4.2 was deter-
mined by multiplying the 1,200 units sold by the $65 cost to produce each scanner.
The middle of Table 4.3 (Cost of Goods Sold Schedule) presents monthly and aggregate
costs of goods sold. The lower portion of Table 4.3 (Inventories Schedule) provides the
schedule of inventories. Because PSA first began producing scanners in July, there were
no finished goods (scanners) on hand at the time. However, the $10,000 purchase of ma-
terials in late June made possible the July production of 200 scanners. After several
weeks of operating, PSA found that materials could be ordered early in the same month
in which they would be assembled into a scanner.® Thus, at the beginning of each
month, materials were ordered based on the expected scanner production for that
month. It costs $50 in purchased materials (electronic components = $40; plastic materi-
als = $5; and connectors, screws, etc. = $5) to produce one scanner and, therefore,
$10,000 in materials to produce 200 scanners (i.e., 200 times $50). No materials were

6 By ordering and receiving materials shortly before they are needed for production purposes, the firm has less finan-
cial capital tied up in financing materials inventories.
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TABLE 4.4 PSA CORPORATION BALANCE SHEET AS OF DECEMBER 31

ASSETS LIABILITIES AND EQUITY

Cash and marketable securities ~ $ 1,000 Payables $15,000

Receivables 50,000 Accrued wages 3,000

Inventories 26,000 Bank loan 0
. Other current liabilities 25,000

Total current assets 77,000 Total current liabilities 43,000

Gross equipment 20,000 Long-term debts 10,000

Less: Accumulated depreciation 1,000 Owners’ equity 43,000

Net equipment 19,000

Building 0

Other long-term assets 0

Total assets $96,000 Total liabilities and equity $96,000

ordered in July; a $10,000 order for materials was placed at the beginning of August. In
September, monthly purchases increased to $15,000 per month to reflect the 300 units
per month production rate for September and thereafter. Owing to production in excess
of sales levels, finished goods inventories at the end of each month increased to a peak of
$39,000 (or 600 units at a production cost of $65 per unit) in November. Even after re-
cord sales in December, the year-end inventories were still $26,000—the amount re-
corded as the year-end inventories account balance.

With this additional detail, we can prepare the year-end PSA Corporation balance
sheet (Table 4.4). We begin by working down the asset side of the balance sheet. The
venture has maintained a $1,000 balance in its checking account, although the original
marketable securities were spent several months ago. Credit sales of $50,000 (500 units
at $100 each) in December are the year-end receivables. Next, $26,000 is the year-end
inventories balance. Current assets grew from $40,000 at the end of June (see Table
4.1) to $77,000 at the end of December.

Turning to fixed assets, the $20,000 gross (before depreciation) amount of equipment
remains unchanged from the June 30 balance sheet because no additional equipment
purchases were made. A depreciation charge of $1,000 for one-half of a year implies a
net equipment balance of $19,000. Adding the $77,000 of current assets to the $19,000
of fixed assets produces total assets of $96,000. This completes the year-end accounting
of the venture’s assets.

We next turn to the liabilities and equity side of the balance sheet. Year-end payables
amounted to $15,000 from the credit purchases in early December to produce 300 scan-
ners for January of the next year. Direct labor cost was $4,500 in December; administrative
wages and benefits were $3,000 (i.e., $36,000 per year divided by 12). Of this $7,500,
$3,000 had been earned but not paid and, therefore, represents the year-end accrued wages
balance. We will return to the curiously high balance of other current liabilities shortly.

Long-term debt remained at $10,000. The original owners’ equity account of $40,000
(see Table 4.1) was increased by the profit of $3,000 (see Table 4.2) earned during the
first six months of operation. Thus, the owners’ equity account is $43,000 at year end.
The sum of financial capital from payables ($15,000), accrued wages ($3,000), long-
term debts ($10,000), and owners’ equity ($43,000) amounts to $71,000. Because total
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assets were $96,000 and recorded financial capital was $71,000, there was a shortfall of
financial capital of $25,000. That is, PSA did not have enough money from the founder’s
investment, the initial loan, and trade credit to sustain the first six months of operations.
Somewhere PSA borrowed more money to stay afloat, creating a short-term liability.
This is a typical problem for new ventures. Even when they are profitable, they may be
out of cash and forced to go to extreme measures to fund profitable operations. PSA’s
founder applied for, and personally guaranteed, two credit cards; together they provided
a line of credit of $30,000. Both had introductory rate specials of 0 percent for the first
six months (and rising to 12.9 percent thereafter). Once PSA starts paying interest on the
carried balances on these credit cards, the income statement will have to reflect the addi-
tional interest expenses.

PSA Corporation has now been indoctrinated in accrual accounting. When asked to
determine whether a venture has been profitable, there should be some concern whether
the question is the relevant one. As it turns out, PSA is profitable but may not survive.
For new ventures, a more critical question is whether the venture survives its cash
crunches. Not all profitable ventures have access to a quick $25,000 fix using credit
cards. What would have happened to PSA if its founder had not unleashed $25,000 of
personally guaranteed debt? Would the market have stalled? Would competitors have
entered and taken over? Another important question is when the venture will have the
cash to pay off the credit cards. For PSA, the $50,000 in January cash receipts for De-
cember credit sales will allow the credit cards to be zeroed out. These critical survival
questions are best handled by considering cash flow directly. Constructing a statement
of cash flows is an easy way to monitor the evolution of PSA’s cash position. The impor-
tance of this statement justifies treating it in its own section.

CONCEPT CHECK  x \What is a production schedule?
% What is an inventories schedule?

| SECTION E:
STATEMENT OF CASH FLOWS

One additional financial statement must be described and constructed. The income state-
ment considers flows into and out of asset and liability accounts and their net effect on
the flow to the owners’ equity account where the accounting value of ownership resides.
For most ventures, a more pressing concern is the netting of flows to determine the im-

statement of cash pact on the venture’s cash position. The statement of cash flows accomplishes this task
flows for the same period of time as the income statement.

firansial statement that Table 4.5 presents PSA Corporation’s statement of cash flows for the first six months
shows how cash, as of operation. Cash flows from operating activities begin with the $3,000 in net income
reflected in accrual during the period. Next, we add back $1,000 in depreciation expense, because deprecia-
accounting, flowed into and tion charges are an accounting fiction for approximating a real decrease in the value of

out of a company during a

L _ fixed assets. They are not a use of cash.
specific period of operation

The associated cash outflow took place when the fixed asset was acquired. Other cash
flows related to operations originate in collecting more receivables than those granted
during the period and similar net changes in inventories, payables, and accrued wages.
For example, PSA had no receivables on June 30 but ended the year with $50,000 in re-
ceivables, tying up an additional $50,000 of cash in financing receivables for the first six
months of operation.
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TABLE 4.5 STATEMENT OF CASH FLOWS FOR PSA CORPORATION (FOR THE SIX-MONTH
PERIOD ENDED DECEMBER 31)

CASH FLOW FROM OPERATING ACTIVITIES EXPLANATION

Net income $ 3,000 Other things being equal, net income produces a cash inflow.

+Depreciation 1,000 Depreciation was subtracted to get to net income but was not a
cash outflow—add it back.

—Increase in receivables -50,000 When you extend more trade credit, you use current cash re-
serves to fund sales in hopes of future cash receipts.

—Increase in inventories -16,000 Expanding inventories uses cash.

+Increase in payables 5,000 Taking trade credit decreases the cash needed to support inventories.

+Increase in accrued wages 3,000

Net cash flow from operations -54,000 Borrowing more from employees decreases the amount of cash

otherwise needed.
CASH FLOW FROM INVESTING ACTIVITIES
—Increase in gross equipment 0 You have to get cash from somewhere to pay for new equipment.

CASH FLOW FROM FINANCING ACTIVITIES

+Increase in other short-term liabilities 25,000 Borrowing increases the venture's currently available cash.
Net change excluding cash account -29,000

Beginning cash and marketable securities 30,000

Ending cash and marketable securities $ 1,000 The survival bottom line is that the venture's liquid resources

went from $30,000 at founding to $1,000 by the end of its first six
months and wouldn’t be there without $25,000 in new debt.

The concept of cash flow is easier to understand if we examine the inventories ac-
count. If inventories decreased between two balance sheets, the cash released from sup-
porting inventory had to go somewhere. If the inventories increased, the cash to support
their current level had to come from somewhere. PSA’s inventories increased from
$10,000 at the end of June to $26,000 at the end of December. There was an inventory-
related net use of cash to the tune of $16,000 over the six-month period.

One way to offset the increased use of cash from growing inventories is to use more
trade credit. If the entire $16,000 increase in inventories was mirrored by a $16,000 in-
crease in payables, then suppliers would be providing all of the cash necessary to support
the new inventory level and the net cash flow effect of growing inventories and trade
credit would be zero. For PSA, payables were $10,000 on June 30 and $15,000 on De-
cember 31. While the $5,000 increase in payables helps, it does not go far to soften the
$16,000 hole created by swelling inventories. Borrowing from employees through accrued
wages cuts free an additional $3,000 over the period.

The statement of cash flows makes it clear that selling on credit and increasing inven-
tories are a major threat to PSA’s survival. The net result of the cash inflows and outflows
from operating activities was —$54,000. That is, PSA spent $54,000 more cash than it gen-
erated from operations. Were it not for the $29,000 depletion of cash and marketable
securities and the $25,000 of credit card debt, the trade credit and swelling inventories
could easily have caused PSA to cease operations. The future still looks bleak if you just
freeze on December balances, $1,000 in cash and $35,000 in debt, $25,000 of which is
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short-term, soon-to-be-high-interest cost, and personally guaranteed by the founder. One
can take some solace in the swollen accounts receivable of $50,000, so long as that money
can be collected (soon). When it is collected, any net decrease in receivables (because col-
lections exceed new sales on credit) will be a source of cash.

A review of PSA’s first six months is in order. As a result of the venture’s growth in
production and sales, more external financial capital was needed. This occurred primar-
ily because the venture stockpiled inventory and extended credit to customers. PSA was
forced to use its cash and marketable securities account balance and borrow significant
additional funds ($25,000) in order to stay in business. This is separate from the fact that
PSA turned a $3,000 profit, which at this stage may be the least of its concerns.

Another way of looking at the statement of cash flows is in terms of whether the ven-
ture is building (generating) or burning (spending) cash. By combining the cash flow
from operating activities and the cash flow from investing activities, we can quickly de-
termine this. Net cash burn occurs when the sum of cash flows from operations and in-
vesting is negative. Net cash build exists when the sum of cash flows from operations and
investing is positive. If the result is negative, the venture is burning cash. A positive fig-
ure indicates a cash build situation for the venture. For PSA, the net cash flow from op-
erating activities is —$54,000, while the net cash flow from investing activities is zero.
Thus, netting out the two figures results in net cash burn of $54,000. To cover this cash
burn, PSA drew down (used up) most of its cash and marketable securities account from
an initial $30,000 to $1,000.” However, PSA would still have been short $25,000 ($54,000
— $29,000) and would have gone into financial distress except for the fact that the ven-
ture was able to borrow the $25,000.

CONCEPT CHECK  x \Why is an increase in receivables a use of cash?
% What is a statement of cash flows?

[ SECTION 1.
OPERATING BREAKEVEN ANALYSES

Recall from Chapters 1 and 3 that the third stage in a successful venture’s life cycle is the
survival stage. While some new ventures show profitability during their startup stages, it is
more common to have income statement losses until the venture generates adequate rev-
enues to cover expenses. During this stage, the venture is trying to survive—thus the term
“survival stage.” A venture must measure and monitor financial performance, project cash
needs, and obtain first-round financing during its survival stage. In this chapter, we con-
centrate on determining the level of sales necessary to cover costs, that is, to break even. In
the next chapter, our emphasis shifts to monitoring or evaluating financial performance
from the perspective of those providing seed, startup, and first-round financing.

PSA Corporation not only survived its first six months of operation, but also experi-
enced an additional three years of growing sales. Table 4.6 presents PSA’s first three
years of income statements. Given these data, we can ask important questions about
whether PSA is surviving. Operating breakeven analysis is one way to assess this.

7 An alternative approach is to hold cash and marketable securities in two separate accounts. Because marketable se-
curities are short-term investments, the selling of marketable securities is a financing activity, and thus $28,000 could
have been recorded as a decrease (financing source) in marketable securities under cash flow from financing activi-
ties. In this approach, the $54,000 of net cash burn would have been met by a sale of $28,000 of marketable securi-
ties, a loan of $25,000, and a reduction in cash of $1,000.
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variable expenses

costs or expenses that vary
directly with revenues

fixed expenses

costs that are expected to
remain constant over a range
of revenues for a specific
time period

TABLE 4.6 PSA CORPORATION’S FIRST THREE YEARS OF INCOME

STATEMENTS

YEAR 1 YEAR 2 YEAR 3
Number of units sold 5,000 15,000 25,000
Revenues $500,000 $1,500,000 $2,500,000
—Cost of goods sold* -325,000 -975,000 -1,625,000
Gross profit 175,000 525,000 875,000
—Administrative expenses -200,000 -200,000 -200,000
—Marketing expenses -180,000 -180,000 -180,000
EBITDA -205,000 145,000 495,000
—Depreciation -25,000 -25,000 -25,000
EBIT -230,000 120,000 470,000
—Interest expenses -20,000 -20,000 -20,000
Earnings before taxes -250,000 100,000 450,000
—Taxes™™ 75,000 -30,000 -135,000
Net income -$175,000 § 70,000 $ 315,000

* 65% of revenues
** 30% treated on accrued basis

To examine whether PSA has been breaking even, we need to compare revenues to
cash operating and financing costs. Alternatively, we can look at breakeven by compar-
ing revenues to cash and noncash operating costs, omitting financing costs from the
comparison. While both methods are used in practice, the first measure best indicates
whether revenues are sufficient to survive.

Survival Breakeven

Expenses or costs that vary directly with revenues are said to be variable expenses. The
costs of directly producing a product or delivering a service are considered to be variable
expenses for most firms. In general terms, this is referred to as the cost of goods sold.
Other costs also may be variable. For example, a venture’s sales force may be paid a
commission or a percentage of the sales that they make. These costs vary with the sales
generated; thus, they are variable costs.® Ventures that must closely manage their avail-
able cash may prefer to pay their sales force on a commission basis. Many other ex-
penses are fixed by managerial operating decisions. Fixed expenses or costs are
expected to remain constant over a range of revenues for a specific time period, such as
a year. General and administrative expenses, including predetermined compensation in
the form of base salaries, are largely fixed expenses for most firms. For many venture
firms, significant outlays are made for marketing expenditures to acquire customers.’

8 In actual practice, many costs turn out to be semifixed or semivariable. For example, a sales force may be compen-
sated in the form of base salary (fixed) plus commissions (variable) based on the volume of revenues generated.

9 For example, E*trade, which is an online broker, was able to grow its client list to more than one million accounts.
Much of this accomplishment was due to massive advertising campaigns, including the offering of incentives such as
sign-up bonuses or frequent-flyer miles on United Airlines.
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EBITDA

earnings before interest,
taxes, depreciation, and
amortization

earnings before depreciation,
amortization, and taxes

EBDAT hreakeven

amount of revenues (i.e.,
survival revenues) needed to
cover a venture's cash
operating expenses

cash flow breakeven

cash flow at zero for a
specific period (EBDAT = 0)
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For example, a business plan may call for advertising costs to be fixed (i.e., a firm com-
mitment, possibly contractual) over some time period, such as one year.'’

EBITDA (pronounced ee-bit-dah) is a firm’s earnings before interest, taxes, deprecia-
tion, and amortization. EBITDA measures a firm’s revenues minus its variable operating
expenses (such as cost of goods sold) and its fixed operating expenses. General and ad-
ministrative costs, rental payments, insurance premiums, and possibly all or a portion of
marketing costs are generally viewed as being fixed.

However, when considering venture survival, the entrepreneur also must be able to
cover financing costs in the form of interest payments.'’ Thus, to break even from a sur-
vival viewpoint, the venture’s revenues need to cover all expenses. This occurs exactly
when earnings before depreciation, amortization, and taxes, EBDAT (pronounced eeb-
dat), rather than EBITDA, equal zero.'? We refer to EBDAT = 0 for a given period as
EBDAT breakeven. Our EBDAT breakeven is a precise version of what venture inves-
tors sometime refer to as cash flow breakeven. Because venture investors use several
working definitions of cash flow, it’s a good idea to know what they mean in a particular
circumstance. We have chosen to couch our breakeven analysis using a specific type of
cash flow (EBDAT) related to survival."

Traditional capital spending to acquire fixed assets produces known depreciation
schedules that are determined by tax laws. While depreciation is considered to be a fixed
expense in a given year, it is a noncash expense. Asset amortization is handled in a simi-
lar fashion. Consequently, we exclude depreciation and amortization from the expenses
that revenues need to cover to achieve survival breakeven. We also exclude income tax
implications because they would have to be paid only if the venture earned taxable in-
come (which it would not at survival breakeven).

It simplifies things if we rework the income statement to emphasize EBDAT.
Table 4.7 shows a before-tax analysis after stripping out noncash items (depreciation and
amortization).

Historically, it is easy to examine whether a venture has achieved breakeven levels of
EBDAT. Just look at (rework) its income statements. PSA Corporation did not achieve
breakeven during its first full year (due primarily to ramping up its administrative and mar-
keting expenses). In Year 2, it passed breakeven to achieve a surplus EBDAT of $125,000.
Year 3 exhibited even greater success, with EBDAT reaching 19 percent of revenues.

It is frequently helpful to provide additional interpretive analysis directly relating the in-
come statement quantities to survival breakeven. For example, PSA’s experience did not in-
clude a year where it exactly broke even. What level of sales is needed to exactly break even?

To address these types of questions, it is helpful to note that a venture’s EBDAT can
be expressed as follows:

EBDAT = Revenues (R) — Variable Costs (VC) — Cash Fixed Costs (CFC)

10 In some instances, it may be possible to scale back planned advertising expenditures in midyear, making these com-
mitments semivariable costs. Of course, such actions may accelerate a firm's demise.

11 Borrowing costs in the form of interest payments on loans are easy to identify as deductions below the EBITDA line.
However, lease payments are more difficult to classify since they have a component relating to the use of an asset,
as well as a financing or interest-related component. In this book, we will treat lease payments as noninterest oper-
ating expenses.

12 Although EBITDA and EBDAT differ in the location of the letter T, this is just for pronunciation’s sake. The only differ-
ence between EBITDA and EBDAT is that the latter is an after-interest expense (i.e., interest financing costs have
been paid).

13 Venture investors do not use the phrase “cash flow breakeven” to refer to a “free cash flow to equity” of zero. This
cash flow would not be related to survival as it includes investment flows that may be optional.
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TABLE 4.7 PSA CORPORATION’S THREE-YEAR EBDAT EXPERIENCE

YEAR 1 YEAR 2 YEAR 3
Number of units sold 5,000 15,000 25,000
Revenues $500,000 $1,500,000 $ 2,500,000
—Cost of goods sold (65% of revenues) -325,000 -975,000 -1,625,000
Gross profit 175,000 525,000 875,000
—Administrative expenses -200,000 -200,000 -200,000
—Marketing expenses -180,000 -180,000 -180,000
—Leasing and interest expenses -20,000 -20,000 -20,000
EBDAT -$225,000 $ 125,000 $ 475,000
Percent of revenues -45.0% 8.3% 19.0%

Cash fixed costs (CFC) include both fixed operating and fixed financing costs. When EB-
DAT is zero, R = VC + CFC, and the firm is at its survival breakeven. We can, in turn,
survival revenues (SR) solve for the breakeven level of survival revenues (SR) as follows:

amount of revenues just 1. For our example, the ratio of variable costs to revenues is a constant (VC/R) that we
offsetting variable and cash will refer to as VCRR (variable cost revenue ratio). By multiplying this variable cost
fixed costs (EBDAT . .

revenue ratio by the dollar amount of revenues, we obtain the dollar amount of var-

breakeven)
iable costs. Thus, the dollar amount of variable costs for any level of revenue (R)
equals:
VC = (VCRR)(R) (4.1
2. Working backward from breakeven, we can define SR as the level of revenue just
offsetting variable and cash fixed costs:
SR = VC + CFC, or
OFC = SR - VC (42
3. Next, by substituting SR for R in equation 4.1 into equation 4.2, we have:
CFC = SR - (VCRR)(SR) (4.3)
4. Rewriting 4.3 gives:
CFC = SR[1 - (VCRR)] (4.9)
5. Finally, solving for SR gives the operating revenues necessary for a zero EBDAT (i.e.,
the earnings before depreciation, amortization, and taxes breakeven point):
SR = [CFC/(1 - VCRR)] (4.5)
contribution profit VCRR is a fraction less than 1. That is, the variable costs associated with producing a
margin product must be less than the sales revenues derived from selling that product.'* The

""""""""""""""" term “1 — VCRR” is referred to as the contribution profit margin that the sale of a

tion of the sale of . . . .
S?(; dlsgt c;hatecosr?t;bﬁtei o product contributes toward covering all cash fixed costs (both operating and financing).

covering the cash fixed costs

14 If variable costs are greater than the sales price, the entrepreneur would be wise to liquidate or exit the venture im-
mediately. The act of selling more products and increasing the volume of sales will only result in even larger losses.
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As long as the contribution margin is positive, more sales will contribute to the firm’s
ability to reach survival breakeven and possibly even an operating profit. We can use
equation 4.5 to solve for a venture’s survival breakeven point—the dollar amount of rev-
enues (i.e., SRs) needed to produce a zero EBDAT.

By solving for the survival breakeven revenues, we can identify the amount of SRs
needed to achieve a zero EBDAT. First, the ratio of the cost of goods sold to revenues
was constant at 65 percent, and the cost of goods sold is the only variable cost during the
three-year period. Annual cash fixed costs are $400,000, consisting of $200,000 in ad-
ministrative expenses, $180,000 in marketing expenses, and $20,000 in ﬁnancing costs.
Using equation 4.5, the EBDAT would have been zero at a level of SR of:

SR = $400, 000/(1 - 0.65) = $400,000,/0.35 = $1,142,857, or $1,143,000 (rounded)

We can check the accuracy of this calculation as follows:

Survival revenues $1,143,000
—Cost of goods sold (65%) -743,000
Gross profit 400,000
—Administrative expenses -200,000
—Marketing expenses -180,000
—Interest expenses -20,000
EBDAT $ 0

PSA needed SRs of $1,143,000 to cover both its variable costs of producing scanners
and its cash fixed costs. As a check, the revenues in the two years when PSA exceeded
survival breakeven were $1,500,000 and $2,500,000. At a $100 selling price per scanner,
PSA needed to produce and sell 11,430 units to produce a zero EBDAT. The unit sales in
the same two years were 15,000 and 25,000.

Figure 4.2 illustrates a survival breakeven chart for PSA Corporation. First, we display
cash fixed costs of $400,000 as a horizontal line indicating that these costs are fixed over
the range of possible unit sales depicted in the graph. Next, the variable operating costs
in the form of costs of goods sold are added to the fixed costs to produce the total cash
operating costs line (denoted as total costs). Because variable costs move directly with
units sold and revenues (at a 0.65 ratio), the total costs curve increases at a linear rate.
The revenue line starts at the intersection of the two axes where zero units sold reflects
zero sales revenues. However, as sales are produced, the revenue line is more steeply
sloped than the total costs line because sales revenue on an incremental unit exceeds var-
iable costs of that unit. Because cash fixed costs are being spread more thinly as the
number of units increases, there will be a point where the total operating costs and rev-
enues lines intersect. This intersection, of course, occurs when the EBDAT is zero. At
revenue levels below (to the left of) the intersection point, PSA would have had an oper-
ating loss. At revenue levels above (to the right of) the intersection point, PSA would
have had positive EBDAT."”

CONCEPT CHECK  x \Vhat is FBDAT?

%k What is meant by EBDAT breakeven in terms of survival revenues?

15 While emphasizing the amount of revenues needed to achieve a survival breakeven is probably most important to en-
trepreneurial ventures, there are other concepts of breakeven used by firms. We discuss a net operating profit after
taxes (NOPAT) breakeven concept in the Appendix.
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FIGURE 4.2 EBDAT BREAKEVEN CHART FOR PSA CORPORATION (WHERE
VARIABLE COSTS ARE 65 PERCENT OF REVENUES)
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Identifying Breakeven Drivers in Revenue Projections

It is important for the entrepreneur to identify major drivers for breakeven levels of rev-
enues. A survival-stage venture will be concerned primarily with EBDAT breakeven. For
many new ventures, the most important influence (or driver) on the venture’s breakeven
is its VCRR. We illustrate this influence using a hypothetical change in PSA Corpora-
tion’s VCRR.

Suppose in Year 2 that, as a result of volume purchase discounts, PSA had received a
pleasant surprise: lower production costs of $60 per unit (or 60 percent of revenues).
While you could rework Table 4.7 and observe the impact of a higher contribution
profit margin (40 percent instead of 35 percent) on the venture’s EBDAT, directly solv-
ing for the new survival breakeven revenues (SR) is enlightening. This can be done as
follows:

SR = $400,000/(1 - 0.60) = $400,000,/0.40 = $1,000,000

Therefore, at a contribution profit margin of 40 percent, the level of SRs needed to
have broken even at zero EBDAT would have dropped to $1,000,000. On a per-unit ba-
sis, PSA would have needed to sell only 10,000 scanners to have broken even. On a rela-
tive basis, a decrease in the VCRR from 65 percent to 60 percent causes the survival
breakeven revenues to drop from $1,143,000 (11,430 units) to $1,000,000 (10,000 units).
Stated in percentage change terms, a 7.7 percent [(0.60 — 0.65)/0.65] decrease in the
variable costs percentage translates into a 12.5 percent [($1,143,000 — $1,000,000)/
$1,143,000)] decline in the SRs breakeven point where EBDAT would have been zero.

The importance of the decline in VCRR on SRs is depicted in Figure 4.3. The key
thing to notice is that the slope of the total costs curve (variable costs per unit plus fixed
costs) in Figure 4.3 is less steep than the total costs curve in Figure 4.2. This lower slope
in Figure 4.3 allows the revenue line to cross the total costs line (i.e., reach EBDAT
breakeven) more quickly than in Figure 4.2.
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FIGURE 4.3 EBDAT BREAKEVEN CHART FOR PSA CORPORATION (WHERE
VARIABLE COSTS ARE 60 PERCENT OF REVENUES)

$2,500 - Revenues
T‘% Total
§ Breakeven Unit Sales Costs
= of 10,000; Breakeven
2 $1,500 Revenue of $1,000,000
&
2
2 Fixed
° $400 / Costs
| | |
$500 $1,500 $2,500 Revenues
(in $ Thousands)
5 15 25 Units

(in Thousands)

Not surprisingly, under this hypothetical Year 2 scenario, PSA would have produced a
more attractive EBDAT. We can see this as follows:

Survival revenues $1,150,000
—Cost of goods sold (65%) -900,000
Gross profit 600,000
—Administrative expenses -200,000
—Marketing expenses -180,000
—Interest expenses -20,000
EBDAT $ 200,000
EBDAT as a percent of revenues 13.3%

Recall from Table 4.7 that unit sales of 15,000 and a contribution profit margin of
35 percent yield an EBDAT of 8.3 percent of revenue. The hypothetical increase in con-
tribution profit margin to 40 percent yields an EBDAT of 13.3 percent of revenues.

A second key determinant of the revenues that a venture will need to break even is
the amount of fixed costs. As a second hypothetical, suppose that the fixed component
of Year 2 founder compensation dropped by $50,000. Total administrative expenses
would have been only $150,000 and cash fixed costs would have been $350,000 (i.e.,
$150,000, $180,000, and $20,000 in administrative, marketing, and interest expenses, re-
spectively). This would have led to lower SRs (yielding EBDAT = 0). We illustrate this
change in conjunction with the original contribution profit margin of 35 percent. SR to
produce a zero EBDAT would have been:

SR = $350,000/(1 - 0.65) = $350,000/0.35 = $1,000,000

Thus, EBDAT breakeven would have been $1,000,000 (or 10,000 units) compared with the
$1,143,000 (11,430 units) depicted in Figure 4.1. We see that a $50,000 or 12.5 percent ($50,000/
$400,000) decrease in cash fixed costs would have resulted in a comparable 12.5 percent decrease
in the amount of SRs needed to have broken even [i.e., ($1,143,000 — $1,000,000)/$1,143,000].
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venture leverage

measure of how changes in
top-line revenues relate to
changes in EBDAT

CONCEPT CHECK

SUMMARY

As we can see, two important drivers play critical roles in determining how high rev-
enues must be to contribute to venture survival. Higher VCRR (variable costs to revenue
ratio) and higher fixed costs both raise the level of SRs necessary to break even at EB-
DAT equal to zero. Typically, a venture will face a trade-off between fixed and variable
costs. This trade-off relates to the venture’s leverage.

Venture leverage is a measure of how changes in top-line revenues relate to changes in
a performance measure (e.g, EBDAT). A highly leveraged venture can turn a small in-
crease in revenues into a major increase in EBDAT. When a venture chooses to pay higher
up-front fixed costs (to lower variable costs at the time of production), each additional dol-
lar of revenue translates to more EBDAT. As an example, consider two firms each produc-
ing 1,000,000 widgets to generate revenues of $1,000,000 from total cash costs (production
and financing) of $800,000. Firm A has $600,000 in fixed costs and $200,000 in variable
costs at the current production level. Firm B has $200,000 in fixed costs and $600,000 in
variable costs. This means that the next widget that Firm A produces costs $0.20. In con-
trast, the next widget that Firm B produces costs $0.60. Firm A can clearly turn the reve-
nue from an additional unit ($1) into more EBDAT than Firm B can.

% What is meant by breakeven drivers?

In this chapter, we developed a basic understanding of the
creation and use of accounting information. We examined
three main financial statements (income statement, balance
sheet, and statement of cash flows) and their use in diag-
nosing whether a venture’s performance has been contrib-
uting to survival. We discussed cash burn and cash build as
they can be observed from the statement of cash flows.
The last part of the chapter focused on using account-
ing information to address venture survival from the

perspective of levels of revenue and unit sales needed to
break even. We described the use of the EBDAT breakeven
analysis to help calibrate the level of survival revenues that
would be necessary to cover the venture’s variable and cash
fixed costs (both operating and financing). Then we focused
on identifying major drivers—the variable costs to revenue
ratio (VCRR) and the amount of cash fixed costs—on the
amount of revenues that would have been necessary to
survive.

KEY TERMS

accrual accounting

accrued wages

accumulated depreciation

additional-paid-in-capital
account

assets

balance sheet

bank loan

capital leases

cash

cash flow breakeven

common stock account

contribution profit margin

cost of goods sold

current assets

depreciation

EBDAT

EBDAT breakeven

EBIT

EBITDA

fixed assets

fixed expenses

generally accepted accounting
principles (GAAP)

gross earnings

income statement

inventories

liquidity

long-term debts

marketable securities

net income (or profit)

operating income

operating leases

other current liabilities

other long-term assets

owners’ equity

payables

receivables

retained earnings
account

statement of cash flows

stockholders’ equity

survival revenues (SR)

variable expenses

venture leverage
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DISCUSSION QUESTIONS

1.

Describe the types of resources (assets) needed for a
new product venture during its development and
startup stages. Comment on the likely revenues
and expenses during these early life cycle stages.

. What is meant by the statement that a balance sheet

provides a “snapshot” of a venture’s financial posi-
tion as of a point in time? Why must a balance sheet
be in balance?

. Briefly describe the typical types of accounts that

are found in the current assets of a new venture.

. What is meant by the terms depreciation and accu-

mulated depreciation?

. What types of liabilities might show up on a ven-

ture’s balance sheet?

. What does an income statement measure or track

over time?

. Define the term EBIT. How does EBIT differ from a

firm’s net income or net profit?

. What are the three internal operating schedules that

most firms must prepare?

INTERNET ACTIVITIES

1.
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A number of Web sites are available to help young
ventures measure their financial performance and to
help them when they are growing and “ramping up”
revenues. Access http://money.cnn.com/magazines/
business2/ and identify sources helpful to growing
firms.

Access http://www.nvst.com and find information
on how to choose an accountant and other organi-

10.
11.

12.
13.
14.
15.
16.

17.

18.
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. Briefly describe what is meant by a statement of

cash flows.

What is meant by net cash build and net cash burn?
Describe the differences between variable expenses
and fixed expenses.

Define the term EBITDA.

What is a venture’s contribution profit margin?
Define the term EBDAT.

Describe the meaning of EBDAT breakeven and
survival revenues.

Describe and illustrate how an EBDAT (survival)
breakeven chart is constructed.

What is meant by breakeven drivers? Identify two
important drivers affecting the amount of revenues
needed for ventures to break even.

From the Headlines—D light: Describe three finan-
cial performance measures that D.light’s venture in-
vestors might use to examine whether D.light is
measuring up financially as it achieves its “lives
touched” goals.

zations that will help in measuring a venture’s fi-
nancial performance.

Access the Nolo Press Web site at http://www.nolo
.com and other publishers’ Web sites and identify
software products designed to help the young ven-
ture with its legal and accounting problems.

EXERCISES/PROBLEMS

1. [Stockholders’ Equity] The owners of a new venture have decided to organize as a
corporation. The initial equity investment is valued at $100,000, reflecting contribu-
tions of the entrepreneur and her family and friends. One hundred thousand shares

of stock were initially issued.

A. What dollar amount would initially be recorded in the common stock account?

B. If a par value on the common stock were set at $0.01 per share, show how the
initial equity investment would be recorded.

C. Now assume that 20,000 additional shares of stock are sold to an angel investor at
$5 per share six months after the initial incorporation. Show how your answer in
Part A would change if the common stock did not have a par value. Also show how
your answer in Part B would change given a par value of $0.01 per share.

D. At the end of the first year of operation, the venture recorded an operating loss
of $80,000. Show the dollar amounts in the common stock account, the addi-
tional paid-in-capital account, and the retained earnings account at the end of


http://money.cnn.com/magazines/
http://www.nvst.com
http://www.nolo

142 Part 2: Organizing and Operating the Venture

one year. Also indicate the cumulative amount in stockholders’ equity at the end
of one year.

2. [Internal Operating Schedules] Assume you are starting a new business involving the
manufacture and sale of a new product. Raw materials costs are $40 per product.
Direct labor costs are expected to be $30 per product. You expect to sell each prod-
uct for $110. You plan to produce 100 products next month and expect to sell 90
products.

A. Prepare cost of production, cost of goods sold, and inventories schedules for next
(the first) month.

B. During the second month, you plan to produce 110 products but expect sales in
the month to be 115 products. Prepare cost of production, cost of goods sold,
and inventories schedules for the second month.

3. [Internal Operating Schedules] Assume you have developed and tested a prototype
electronic product and are about to start your new business. You purchase prepro-
grammed computer chips at $70 per unit. Other component costs include plastic cas-
ings at $15 per unit and assembly hardware at $5 per unit. Direct labor costs are $15
per hour and three units can be produced per hour. You intend to sell each unit at a
50 percent markup over the total costs of producing each unit. The plan is to pro-
duce 500 product units per month in January, February, and March. Sales are ex-
pected to be 200 units in January, 400 units in February, and 800 units in March.
A. Calculate the dollar amount of sales revenue expected in each month (i.e., Janu-

ary, February, and March) and for the first quarter of the year.

B. Prepare a cost of production schedule for January, February, and March.

C. Prepare a cost of goods sold schedule for each of the three months and for the
first quarter of the year. Using your cost of goods sold estimates and the sales
revenues expected in Part A, calculate the gross earnings for January, February,
and March, as well as for the first quarter of the year.

D. Prepare an inventories schedule for January, February, and March.

4. [Internal Operating Schedules] This problem is a continuation of Problem 3. Assume
you ramp up production to 1,000 units per month in April, May, and June. Sales are
expected to be 800 units in April and 1,100 units in both May and June. Repeat the
calculations requested in Problem 3 for the second quarter of the year (April, May,
and June).

5. [Survival Revenues Breakeven] During its first year of operations, the SubRay Corpo-
ration produced the following income statement results:

Net sales $300,000
Cost of goods sold -180,000
Gross profit 120,000
General and administrative -60,000
Marketing expenses -60,000
Depreciation -20,000
EBIT -20,000
Interest expenses -10,000
Earnings before taxes -30,000
Income taxes 0
Net earnings (loss) -$ 30,000

Costs of goods sold are expected to vary with sales and be a constant percentage
of sales. The general and administrative employees have been hired and are expected
to remain a fixed cost. Marketing expenses are also expected to remain fixed because
the current sales staff members are expected to remain on fixed salaries and no new
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hires are planned. The effective tax rate is expected to be 30 percent for a profitable

firm.

A. Estimate the survival or EBDAT breakeven amount in terms of survival revenues
necessary for the SubRay Corporation to break even next year.

B. Assume that the product selling price is $50 per unit. Calculate the EBDAT break-
even point in terms of the number of units that will have to be sold next year.

6. [Statement of Cash Flows and Cash Burn or Build] Cindy and Robert (Rob) Castillo
founded the Castillo Products Company in 2008. The company manufactures com-
ponents for personal decision assistant products and for other handheld electronic
products. Year 2009 proved to be a test of the Castillo Products Company’s ability
to survive. However, sales increased rapidly in 2010, and the firm reported a net in-
come after taxes of $75,000. Depreciation expenses were $40,000 in 2010. Following
are the Castillo Products Company’s balance sheets for 2009 and 2010.

CASTILLO PRODUCTS COMPANY

2009 2010

Cash $§ 50,000 $§ 20,000
Accounts receivable 200,000 280,000
Inventories 400,000 500,000
Total current assets 650,000 800,000
Gross fixed assets 450,000 540,000
Accumulated depreciation -100,000 -140,000
Net fixed assets 350,000 400,000
Total assets $1,000,000 $1,200,000
Accounts payable $ 130,000 $ 160,000
Accruals 50,000 70,000
Bank loan 90,000 100,000
Total current liabilities 270,000 330,000
Long-term debt 300,000 400,000
Common stock ($.01 par) 150,000 150,000
Additional paid-in-capital 200,000 200,000
Retained earnings 80,000 120,000
Total liabilities and equity $1,000,000 $1,200,000

Calculate Castillo’s cash flow from operating activities for 2010.

Calculate Castillo’s cash flow from investing activities for 2010.

Calculate Castillo’s cash flow from financing activities for 2010.

Prepare a formal statement of cash flows for 2010 and identify the major cash

inflows and outflows that were generated by the Castillo Products Company.

Use your calculation results from Parts A and B to determine whether Castillo

was building or burning cash during 2010 and indicate the dollar amount of

the cash build or burn.
F. 1If Castillo had a net cash burn from operating and investing activities in 2010,
divide the amount of burn by 12 to calculate an average monthly burn amount.
If the 2011 monthly cash burn continues at the 2010 rate, indicate how long
in months it will be before the firm runs out of cash if there are no changes in
financing activities.

7. [Variable Expenses and Survival Revenues Breakeven] The Castillo Products Company
described in Problem 6 had a very difficult operating year in 2009, resulting in a net
loss of $65,000 on sales of $900,000. In 2010, sales jumped to $1,500,000, and a net profit
after taxes was earned. The firm’s income statements are shown on the following page.

OSOw
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CASTILLO PRODUCTS COMPANY

2009 2010
Net sales $900,000 $1,500,000
Cost of goods sold -540,000 -900,000
Gross profit 360,000 600,000
Marketing -90,000 -150,000
General and administrative -250,000 -250,000
Depreciation -40,000 -40,000
EBIT -20,000 160,000
Interest -45,000 -60,000
Eamings before taxes -65,000 100,000
Income taxes 0 -25,000*
Net income (loss) -$ 65,000 § 75,000

*Includes tax loss carryforward from 2009.

A. Calculate each income statement item for 2009 as a percent of the 2009 sales
level. Make the same calculations for 2010. Determine which cost or expense
items varied directly with sales for the two-year period.

B. Use the information in Part A to classify specific expense items as being either
variable or fixed expenses. Then estimate Castillo’s EBDAT breakeven in terms
of survival revenues if interest expenses had remained at the 2009 level
($45,000) in 2010.

C. Estimate the dollar amount of survival revenues actually needed by the Castillo
Products Company to reach EBDAT breakeven in 2010, given that more debt
was obtained and interest expenses increased to $60,000.

8. [Statement of Cash Flows and Cash Burn or Build] Salza Technology Corporation in-
creased its sales from $375,000 in 2009 to $450,000 in 2010 as shown in the firm’s
income statements presented below. LeAnn Sands, chief executive officer and
founder of the firm, expressed concern that the cash account and the firm’s market-
able securities declined substantially between 2009 and 2010. Salza’s complete bal-
ance sheets are also shown. Ms. Sands is seeking your assistance in the preparation
of a statement of cash flows for Salza Technology.

A. Prepare a statement of cash flows for 2010 for Salza Technology Corporation.

B. Provide a brief description of what happened in terms of cash flows (both in-
flows and outflows) for Salza between 2009 and 2010.

SALZA TECHNOLOGY CORPORATION ANNUAL INCOME STATEMENTS
(IN $ THOUSANDS)

2009 2010
Net sales $375 $450
Less: Cost of goods sold =225 =270
Gross profit 150 180
Less: Operating expenses -46 -46
Less: Depreciation -25 -30
Less: Interest 4 -4
Income before taxes 75 100
Less: Income taxes 20 =30
Net income $55 $70
Cash dividends 317 T20
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BALANCE SHEETS AS OF DECEMBER 31 (IN $ THOUSANDS)

2009 2010
Cash $ 39 $ 16
Accounts receivable 50 80
Inventories 151 204
Total current assets 240 300
Gross fixed assets 200 290
Less accumulated 9% =125
depreciation
Net fixed assets 105 165
Total assets $345 $465
Accounts payable $ 30 $ 45
Bank loan 20 27
Accrued liabilities 10 23
Total current liabilities 60 95
Long-term debt 15 15
Common stock 85 120
Retained eamings 185 235
Total liabilities and equity $345 $465

C. Use your calculations from Part A for cash flows from operating and investing
activities to indicate the extent to which Salza was building or burning cash in
2010.

D. Convert the 2010 annual cash build or cash burn to a monthly rate. If cash flow
activities relating to operations and investing for 2010 continue into 2011, indi-
cate (1) how long it will be before Salza runs out of cash (if Salza is burning
cash) or (2) the expected 2011 year-end cash account balance if Salza is building
cash. Assume no changes in cash flows from financing activities in 2011 for cal-
culation purposes.

9. [Survival Revenues Breakeven] LeAnn Sands wants to conduct revenue breakeven
analyses of Salza Technology Corporation for 2010. Income statement information
is shown in Problem 8. For 2010, the firm’s cost of goods sold is considered to be
variable costs, and operating expenses are considered to be fixed cash costs. Depreci-
ation expenses in 2010 also are expected to be fixed costs. Calculate Salza’s EBDAT
breakeven in terms of survival revenues for 2010.

10. [Survival Revenues Breakeven] LeAnn Sands has reason to believe that 2011 will be a
replication of 2010 (see Problem 8) except that cost of goods sold is expected to be
65 percent of the estimated $450,000 in revenues. Other income statement relation-
ships are expected to remain the same in 2011 as they were in 2010. Calculate the
EBDAT breakeven point for 2011 for Salza in terms of survival revenues.

Copyright 2010 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



146 Part 2: Organizing and Operating the Venture

MINI CASE
Jen and Larry’s Frozen Yogurt Company

In 2010, Jennifer (Jen) Liu and Larry Mestas founded Jen and Larry's Frozen Yogurt Company, which was based on the idea of ap-
plying the microbrew or microbatch strategy to the production and sale of frozen yogurt. (The reader may recall that we introduced
this yogurt venture in the problems section at the end of Chapter 2.) Jen and Larry began producing small quantities of unique fla-
vors and blends in limited editions. Revenues were $600,000 in 2010 and were estimated to be $1.2 million in 2011.

Because Jen and Larry were selling premium frozen yogurt containing premium ingredients, each small cup of yogurt sold for
$3, and the cost of producing the frozen yogurt averaged $1.50 per cup. Administrative expenses, including Jen and Larry's salary
and expenses for an accountant and two other administrative staff, were estimated at $180,000 in 2011. Marketing expenses,
largely in the form of behind-the-counter workers, in-store posters, and advertising in local newspapers, were projected to be
$200,000 in 2011.

An investment in bricks and mortar was necessary to make and sell the yogurt. Initial specialty equipment and the renovation
of an old warehouse building in lower downtown (known as LoDo) occurred at the beginning of 2010. Additional equipment needed
to make the amount of yogurt forecasted to be sold in 2011 was purchased at the beginning of 2011. As a result, depreciation ex-
penses were expected to be $50,000 in 2011. Interest expenses were estimated at $15,000 in 2011. The average tax rate was ex-
pected to be 25 percent of taxable income.

A. How many cups of frozen yogurt would have to be sold for the firm to reach its projected revenues of $1.2 million?

B. Calculate the dollar amount of EBDAT if Jen and Larry's Frozen Yogurt Company achieves the forecasted $1.2 million in sales for
2011. What would EBDAT be as a percent of revenues?

C. Jen and Larry believe that under a worst-case scenario, yogurt revenues would be at the 2010 level of $600,000 even after
plans and expenditures were put in place to increase revenues in 2011. What would happen to the venture’s EBDAT?

D. Jen and Larry also believe that, under optimistic conditions, yogurt revenues could reach $1.5 million in 2011. Show what would
happen to the venture's EBDAT if this were to happen.

E. Calculate the EBDAT breakeven point for 2011 in terms of survival revenues for Jen and Larry’s Frozen Yogurt Company. How
many cups of frozen yogurt would have to be sold to reach EBDAT breakeven?

F. Show what would happen to the EBDAT breakeven in terms of survival revenues if the cost of producing a cup of yogurt in-
creased to $1.60 but the selling price remained at $3.00 per cup. How would the EBDAT breakeven change if production costs
declined to $1.40 per cup when the yogurt selling price remained at $3.00 per cup?

G. Show what would happen to the EBDAT breakeven point in terms of survival sales if an additional $30,000 was spent on adver-
tising in 2011 while the other fixed costs remained the same, production costs remained at $1.50 per cup, and the selling price
remained at $3.00 per cup.

H. Now assume that, due to competition, Jen and Larry must sell their frozen yogurt for $2.80 per cup in 2011. The cost of produc-
ing the yogurt is expected to remain at $1.50 per cup and cash fixed costs are forecasted to be $395,000 ($180,000 in adminis-
trative, $200,000 in marketing, and $15,000 in interest expenses). Depreciation expenses and the tax rate are also expected to
remain the same as projected in the initial discussion of Jen and Larry's venture. Calculate the EBDAT breakeven point in terms
of survival breakeven revenues.
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NOPAT Breakeven:
Revenues Needed
to Cover Total
Operating Costs

economic value added

measure of a firm’s economic
profit over a specified time
period

net operating profit after
taxes, or EBIT times one
minus the firm's tax rate

NOPAT breakeven
revenues

amount of revenues needed
to cover a venture's total
operating costs

APPENDIX

n recent years, a concept called economic value added has swept through the business

world. Economic value added (EVA) is a measure of a firm’s economic profit over a

specified time period, usually one year.' EVA differs primarily from a firm’s
accounting profit by deducting a charge for the cost of equity capital when calculating
EVA." The basic EVA formula is:

EVA = Net Operating Profit After Taxes (NOPAT) - After-Tax Dollar Cost of Financial Capital Used

NOPAT is the abbreviation for a firm’s net operating profit after taxes and is calcu-
lated as the earnings before interest and taxes (EBIT) times one minus the firm’s tax rate.
In formula terms, it is written as:

NOPAT = EBIT(1 - Tax Rate)

EVA emphasizes the separation of a firm’s operations from its financing. A major dif-
ference between EVA’s NOPAT and the accounting measure of net profit, or net income,
is that NOPAT ignores any interest costs of debt financing; it calculates operating after-
tax profits by applying the firm’s tax rate directly against EBIT. In contrast, we calculate
accounting net profit after taxes by first subtracting interest expenses from EBIT and
then applying the tax rate to the remaining profit.

The second component of EVA estimates the dollar cost of the amount of financial
capital used to support the firm’s operations. We will defer discussing the financing
cost side of EVA until Chapter 7.

NOPAT breakeven revenues is the amount of revenues needed to cover a venture’s
total operating costs. NOPAT breakeven considers cash expenses and depreciation (and
amortization) but not interest costs.

For EBDAT or survival breakeven, recall that PSA Corporation’s three years of expe-
rience demonstrate various levels of success. The initial year achieved unit sales of 5,000.
The unit sales for the second and third years were 15,000 and 25,000, respectively. Recall
that depreciation expenses were $25,000 per year. The effective tax rate for PSA was 30
percent.

Table A.1 differs from Table 4.7 in the chapter by excluding interest payments and
including depreciation and taxes for the three years. Depreciation, a noncash expense,

16 Stern Stewart & Company, a consulting firm whose founders developed a proprietary version of the economic profit
concept, has an associated registered trademark, EVA®.

17 The process of applying EVA to accounting information may also result in adjustments to research and development
costs and depreciation and amortization expenses. Inventories may also be revalued. For further specifics, see G. Ben-
nett Stewart Ill, The Quest for Value (Collins Publishers, 1991). Also see Al Ehrbar, EVA: The Real Key to Creating
Wealth (John Wiley & Sons, 1998).
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TABLE A.1 NOPAT FLOWS EXPECTED UNDER THREE POSSIBLE REVENUE
SCENARIOS FOR NEXT YEAR FOR PSA CORPORATION

YEAR 1 YEAR 2 YEAR 3
Number of units sold 5,000 15,000 25,000
Revenues $500,000 $1,500,000 $2,500,000
—Cost of goods sold (65% of revenues) -325,000 -975,000 -1,625,000
Gross profit 175,000 525,000 875,000
—Administrative expenses -200,000 -200,000 -200,000
—Marketing expenses -180,000 -180,000 -180,000
EBITDA -205,000 145,000 495,000
—Depreciation expenses -25,000 -25,000 -25,000
EBIT -230,000 120,000 470,000
Taxes (at a 30% effective rate) -69,000 -36,000 -141,000
NOPAT -$161,000 $ 84,000 $ 329,000
Percent of revenues -32.2% 5.6% 13.2%

reflects a cost of production related to the depletion of the economic life of fixed assets
such as machinery and equipment.'®

The 5,000 scanners sold in the first year yielded a NOPAT of —$161,000. For readers
closely following this example, it may be disturbing that the NOPAT of —$161,000 ap-
pears to be less troubling than the EBIT of —$230,000. The discrepancy lies in the com-
mon financial practice of taking tax credits immediately when taxable income is actually
a loss. In a sense, we have used PSA’s restated Year 1 tax filing, in which the tax loss
carryforward created by the first-year loss is reflected in a positive cash flow from taxes
(instead of the usual negative cash flow to taxes).?’

In the second year, 15,000 scanners were sold, yielding a NOPAT of $84,000. We see
that the cash operating income (EBITDA) of $145,000 is reduced by $25,000 in depreci-
ation and $36,000 in taxes. NOPAT as a percent of revenues was 5.6 percent. In the third
year, PSA moved into its prime by reaching sales of 25,000 units and NOPAT of
$329,000, or 13.2 percent of revenues.

When EBIT is zero, NOPAT is also zero because no taxes are payable. With this rela-
tionship between EBIT and NOPAT in mind, we can easily solve for the NOPAT break-
even revenues (NR) necessary for zero NOPAT by following the example shown earlier
in terms of the amount of survival revenues needed for zero EBDAT. Total operating
fixed costs (TOFC) consist of cash operating fixed costs (excluding interest expenses)
plus noncash fixed costs (e.g., depreciation). The bottom line is:

18 By subtracting accounting-based depreciation when calculating NOPAT, we are assuming that the amount written off
for accounting and tax purposes is the same as the true economic depreciation. Otherwise, the accounting-based de-
preciation would need to be adjusted to conform to economic depreciation reflecting the actual wearing out of or
using up of the fixed assets.

19 Note that when NOPAT equals zero (breakeven), there is no imputed tax (on NOPAT), and therefore this convention
does not change the location of NOPAT breakeven. This convention is actually very close to the way the accrual
method of accounting would record the tax implications of a loss. However, concurrent with the raising of net income
by tax credit from a loss carryforward, accountants would also require the booking of a deferred tax asset (as a use of
the cash “created” by the accruing of the tax benefit).
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NR = TOFC/(1 - VCRR) (A1)

where VCRR, as before, is the venture’s (or a comparable venture’s) ratio of variable cost
to revenues.

While the amount of revenues needed for NOPAT breakeven focuses on the ven-
ture’s operations, including depreciation, it is the operating breakeven (EBDAT = 0)
that is critical in short-term survival. That is, it is important for the entrepreneur to
know the revenues necessary to cover variable, fixed cash operating, and interest costs.
The inability to cover these costs is an indication that the venture faces financial dis-
tress in the absence of external funding. In contrast, the failure to cover noncash
charges associated with depreciation and amortization is not an indication of immedi-
ate financial distress.

CONCEPT CHECK  x \Vhat is NOPAT?
% What is meant by NOPAT breakeven?

KEY TERMS IN APPENDIX

economic value added (EVA) NOPAT NOPAT breakeven revenues

DISCUSSION QUESTIONS

1. Define the term EVA and NOPAT and describe the 2. Identify and explain the formula for finding the
meaning of NOPAT breakeven and NOPAT break- NOPAT breakeven revenues. Relate this to break-
even revenues. even in terms of EBIT.

EXERCISES/PROBLEMS

1. Refer to Problem 5 in the chapter involving the SubRay Corporation.

A. Estimate the NOPAT breakeven amount in terms of revenues necessary for the
SubRay Corporation to break even next year.

B. Assume that the product selling price is $50 per unit. Calculate the NOPAT
breakeven point in terms of the number of units that will have to be sold next
year.

2. Refer to Problems 9 and 10 in the chapter involving the Salza Technology Corpora-
tion (see Problem 8 for the firm’s financial statements).

A. Calculate Salza’s NOPAT breakeven in terms of NOPAT breakeven revenues for
2010.

B. Calculate the NOPAT breakeven point for 2011 for Salza in terms of NOPAT
breakeven revenues.

3. Refer to the Mini Case at the end of the chapter involving Jen and Larry’s Frozen

Yogurt Company.

A. Calculate the dollar amount of NOPAT if Jen and Larry’s venture achieves the
forecasted $1.2 million in sales in 2011. What would NOPAT be as a percent of
sales?

B. Calculate the NOPAT breakeven point for 2011 in terms of NOPAT breakeven
revenues for Jen and Larry’s venture. How many cups of frozen yogurt would
have to be sold to reach NOPAT breakeven?
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CHAPTER

Evaluating Financial
Performance

PREVIOUSLY COVERED

Chapter 4 provided a review of historical financial statements, emphasizing the impor-
tance of measuring and monitoring a new venture’s financial progress. We introduced
the important concept of cash flow and breakeven. By examining the venture’s historical
performance, one can see the influence of certain drivers, including cash fixed costs and
the variable-cost-to-revenue ratio.

LOOKING AHEAD

Chapter 6 further explores the centrality of cash flow. We cover short-term and long-
term financial planning, including projected monthly and annual financial statements.
While short-term projections focus on survival, longer-term projections identify the
need for additional funds to support the growth envisioned in the business plan. Pro-
jected financial statements usually reflect the financial analysis introduced in the current
chapter.

CHAPTER LEARNING OBJECTIVES

In this chapter, we focus on identifying and understanding the financial ratios used to
evaluate a venture’s financial performance over time. Venture performance and efficiency
are important to a variety of constituencies, including lenders and creditors, equity inves-
tors, and the entrepreneur. Lenders and creditors want to be repaid in full and on time;
investors want a sufficient return on their investments as compensation for the risks they
are taking; the entrepreneur initially wants to survive and then build value in the ven-
ture. After completing this chapter, you will be able to:

1. Understand important financial performance measures and their users by life cycle
stage.

2. Describe how financial ratios are used to monitor a venture’s performance.

3. Identify specific cash burn rate measures and liquidity ratios and explain how they
are calculated and used by the entrepreneur.

4. Identify and describe the use and value of conversion period ratios to the
entrepreneur.

5. Identify specific leverage ratios and explain their use by lenders and creditors.

6. Identify and describe measures of profitability and efficiency that are important to
the entrepreneur and equity investors.

7. Describe limitations when using financial ratios.

151

Copyright 2010 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



152 Part 2: Organizing and Operating the Venture

From the Headlines

Not-for-Profit Tourism and India’s Ecosphere

The approximately 8,000 square kilometers
of India's Spiti Valley in the Trans-
Himalayan belt of Himachal Pradesh were
once considered a place of exile due to the
cold desert living conditions." It is home to a
“purely homogenous Buddhist society of just
over 10,000 inhabitants who are culturally
similar to their Tibetan neighbors.? The Spiti
Valley is also home to Ecosphere, India’s first
recipient of The Sierra Club’s “Green Energy
and Green Livelihoods Achievement Award"®
and recipient of a 2008 Wild Asia Responsi-
ble Tourism Award for the category of
“community-based homestays.”*

Ecosphere grew out of a previous not-
for-profit organization, Muse, focusing on the
Spiti Valley. Muse was organized by Ishita
Khanna, Sunil Chauhan, and Parikshat in
2002.° Khanna was one of eight winners of
the 2008 Pepsi MTV Youth Icon award.® The
Ecosphere team includes members with “col-
lege and university educations” as well as
members having “(adrenaline) educations
that no educational institution can provide.”’”
With a focus on the areas of economic
empowerment, development, and conserva-
tion, Ecosphere has initiatives in eco-travel,
health and organics, handicrafts, and renew-
able energy.® Its eco-tourism initiative, “The
Surreal Spiti Series,” provides experiences
with titles like “Carbon Neutral,” “Adrenalin,

Inc.,” “Pugmarks,” and “Spiti Kaleidoscope."®
Ecosphere offers seabuckthorn beverages and
jam, and wild garlic, onion, and mint, among
other organic products, and serves as a mar-
keting channel for regional handicrafts.

In addition to these initiatives, Ecosphere
is planning to build and launch a pilot bio-gas
plant to provide fuel for cooking and other
purposes in the main urban center of the Spiti
Valley." It is also considering small-scale (in-
dividual rooftop) wind turbine energy produc-
tion (as a user of technology like that behind
CLEANtricity, our “From the Headlines” firm in
Chapter 1)."" As it expands into a variety of
commercial operations, Ecosphere will face,
and hopefully overcome, the challenge of
monitoring which initiatives are financially,
environmentally, and socially sustainable.

Ishita Khanna's preparation for launching
Ecosphere included a love of outdoor treks and
excursions and a masters degree in social
work at the Tata Institute of Social Sciences.'?
In addition to many individuals who have con-
tributed time and money, Ecosphere recog-
nizes the institutional contributions of GTZ
(German Development Cooperation), Sir Ratan
Tata Trust, UNESCO, Snow Leopard Conser-
vancy, Disney Foundation, Government of Hi-
machal Pradesh, European Union, GERES, Sir
Dorabji Tata Trust, The Ford Foundation, Win-
rock International, Department of Science and

Technology, World Wide Fund for Nature
(WWF), and the Sierra Club.

1 http://www.spitiecosphere.com/spiti.htm and http://
www.womenentrepreneur.com/2009/09/meet-
indias-leading-ladies.html, viewed on 5/19/2010.

2 http://www.spitiecosphere.com/spiti.htm,
viewed on 5/19/2010.

3 http://www.womenentrepreneur.com/2009/09/
meet-indias-leading-ladies.html, viewed on 5/19/
2010.

4 http://himachal.us/2009/03/07/a-word-with-
ishita-khanna-for-ecosphere-winner-of-2008-
responsible-tourism-award/11724/people/
disha, viewed on 5/21/2010.

5 http://www.spitiecosphere.com/about_us_team
htm and http://himachal.us/2009/03/07/a-word-
with-ishita-khanna-for-ecosphere-winner-of-
2008-responsible-tourism-award/11724/people/
disha, viewed on 6/4/2010.

6  http://www.mtvyouthicon.in.com/nominee.php?
id=46436, viewed on 6/4/2010.

7 http://www.spitiecosphere.com/about_us.htm,
viewed on 5/19/2010.

8  http://www.spitiecosphere.com/about_us_focus
.htm, viewed on 5/19/2010.

9  http://www.spitiecosphere.com/eco_travel.htm,
viewed on 5/19/2010.

10  http://www.spitiecosphere.com/about_us_

latest_at_ecosphere.htm, viewed on 6/4/2010.

11 Ibid.

12 http://www.expresstravelworld.com/20100315/

management04.shtml, viewed on 5/21/2010.

ow that we have an understanding of how basic financial statements are prepared,

we are ready to examine why and how various parties use financial data. Once a

venture has survived the initial shock of the startup phase, attention must shift to
measuring and monitoring the venture’s health. A solid knowledge of how financial data
are used is critical for understanding how current performance will be analyzed and
interpreted by others. Which financial ratios will lenders use to decide whether to extend
a loan? Which financial ratios are important to venture investors when they decide
whether, and on what terms, to make an investment? For the entrepreneur, financial
analysis is as much about dealing with the future as it is about understanding the past.

| SECTION b8/
USERS OF FINANCIAL PERFORMANCE

MEASURES BY LIFE CYCLE STAGE

Figure 5.1 lists important financial performance measures and those who use them during
a successful venture’s progression from birth through the rapid-growth stage. Seed financ-
ing during the development stage is usually provided by the entrepreneur and willing
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LIFE CYCLE STAGE

TYPE OF FINANCING

Chapter 5: Evaluating Financial Performance

FINANCIAL RATIOS AND
MEASURES

FIGURE 5.1 MEASURES OF FINANCIAL PERFORMANCE BY LIFE CYCLE STAGE AND USER

USERS OF FINANCIAL
RATIOS AND MEASURES
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Development and startup stages

Survival stage

Rapid-growth stage

Seed financing and startup
financing

First-round financing

Second-round, mezzanine,
and liquidity-stage financing

Cash burn rates and liquidity
ratios

Conversion period ratios

Cash burn, liquidity, and con-
version ratios

Leverage ratios
Profitability and efficiency ratios
Leverage ratios
Profitability and efficiency ratios

Entrepreneur
Business angels

Venture capitalists (VCs)
Entrepreneur, angels, and VCs

Commercial banks

Entrepreneur, angels, and VCs
Commercial banks

Investment bankers

family and friends. For some ventures, business angels and venture capitalists contribute
additional startup-stage financing. The financial focus during these two early stages is how
quickly the venture uses cash (the cash burn rate) and the venture’s ability to meet short-
term financial obligations (as measured by liquidity ratios). Closely connected to cash burn
and liquidity is the venture’s operating cycle—the average time it takes from purchasing
materials to collecting cash for products sold. Monitoring cash burn, cash conversion, and
liquidity ratios can consume considerable time and energy during these early stages.

Family and friends who provide early-stage financing typically do not get involved in
financial monitoring, with or without formal measures and ratios. Their understanding
of the venture’s financial situation tends to evolve through informal communication dur-
ing social interactions with the entrepreneur (complete with the inherent biases such
occasions provide). However, business angels and venture capitalists do typically want
to track relevant financial indicators of the venture’s status and progress. Consequently,
we turn our attention to the ingredients of early-stage financial analysis, focusing on
connecting burn rates, liquidity, and operating cycle.

Figure 5.1 also depicts the importance of monitoring and measuring cash and liquid-
ity through a venture’s survival stage. Many ventures continue to rely heavily on external
cash and investment during this time. The entrepreneurial team and external investors
begin to focus on profitability and efficiency in addition to liquidity and burn rate. In-
vestors start to wonder whether the venture will eventually provide a return on invested
capital. As reasonable multiyear performance data become available during the survival
stage, professional debt providers are a more feasible source of external financing. Com-
mercial banks and other creditors carefully consider liquidity and financial leverage
ratios as important indicators of the venture’s potential to employ and repay debt.

For ventures that enter the rapid-growth stage, external financing needs usually
expand dramatically. Commercial banks and other creditors often are asked to increase
their financing commitments, making it even more important for the venture to
continue monitoring leverage and liquidity ratios. Second-round (and higher-round)
financing typically requires additional equity injections from venture capitalists and
other investors seeking ownerships positions. Profitability and efficiency ratios become
increasingly important to these equity investors. Mezzanine investors who take a part-
debt/part-equity position in the venture’s financing are an excellent example of financiers
who are concerned about leverage and liquidity ratios (due to the debt character in part
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CONCEPT CHECK

financial ratios

relationships between two or
more financial variables or
between financial variables
and time

trend analysis

examination of a venture’s
performance over time

cross-sectional
analysis

comparison of a venture's
performance against another
firm at the same point in time

industry comparables
analysis

comparison of a venture's
performance against the
average performance of
other firms in the same
industry

of their financing) and about profitability and efficiency ratios (due to the equity kickers
or sweeteners components of their financing).

Investment bankers often play a role in providing liquidity-stage financing for venture
equity investors by creating a public market for the venture’s equity. This provides an
opportunity for the entrepreneur, business angels, and venture capitalists to sell part or
even all of their equity holdings. Investment bankers focus primarily on profitability and
performance ratios reflecting possible venture values.

Before turning our attention to measures of financial performance, we will discuss
how financial ratios are used. We conclude the chapter by emphasizing that, while ratios
can provide important diagnostic signals, entrepreneurs need to understand the widely
accepted limitations to their application.

% What are the primary types of financial performance measures used by life cycle stage?
%k Who are the primary users of financial performance measures at each life cycle stage?

| SECTION ¥
USING FINANCIAL RATIOS

Financial ratios show the relationships between two or more financial variables or be-
tween financial variables and time. They are a useful way to summarize large amounts
of financial data to simplify comparisons of a venture’s performance with itself and other
firms over time. Although financial ratios may provide some answers to inquisitors’
questions, they are more widely appreciated for suggesting useful questions about a ven-
ture’s past and potential future performance.

It is often said that “cash is king”; nowhere is this more true than for the entrepre-
neur. In addition to paying liabilities as they come due, cash fuels the entrepreneur’s
continuing vision. The absence, or threatened absence, of cash can prove to be a serious
distraction from the core mission of a venture. Having to focus on finding survival cash
impairs progress and, ultimately, the potential for success.

Financial ratios addressing related venture attributes are often grouped together by
financial analysts. The operating and financial performance attributes we examine
are captured by ratios representing measures of liquidity (the ability to meet short-term
obligations), conversion period (the time taken to convert another asset into a cash
receipt), leverage (the use of debt), and profitability and efficiency. The three basic ratio
analysis techniques are trend analysis (to examine a venture’s performance over time),
cross-sectional analysis (to compare a venture’s performance against other specific
firms at a similar stage of maturity or in a related industry), and industry comparables
analysis (to compare a venture’s performance against an average for the venture’s
industry).

For well-established mature industries, comparable data are readily available. Average
industry data are provided by organizations, such as Dun & Bradstreet and Robert
Morris Associates, and by individual industry trade associations. Consequently, cross-
sectional and industry comparables analysis is very common. For entrepreneurial
ventures operating in new or emerging industries, comparable data can be hard to locate.
If the standard organizational structure for firms in the industry is sole proprietorship,
partnership, or closely held corporation, it may not be possible to uncover comparable
data; such firms have no obligation to provide public disclosure. Benchmarking can be
very informative and can lead to drastic changes in a venture’s strategy. Even in the
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absence of comparable data, a venture can be benchmarked against earlier versions of
itself. Trends in a venture’s ratios over time often provide signs of progress or
problems.

Tables 5.1, 5.2, and 5.3 contain financial statement data for Medical Products
Company (MPC), which you are considering purchasing. MPC will serve as the basis
for our examples of ratio construction and analysis. MPC produces and sells a diversified
product line of scientific medical instruments that monitor a patient’s (user’s) vital signs.

TABLE 5.1 MPC INCOME STATEMENTS FOR YEARS ENDED 2009 AND 2010

2009 2010
Net sales $438,000 $575,000
—Cost of goods sold -285,000 -380,000
Gross profit 153,000 195,000
—Administrative expenses -45,000 -65,000
—Marketing expenses -32,000 -39,000
—Research and development -20,000 -27,000
—Depreciation -14,000 -17,000
EBIT 42,000 47,000
—Interest expense -12,000 -20,000
Income before taxes 30,000 27,000
—Income taxes (30% rate) -9,000 -8,000
Net income $ 21,000 $ 19,000

TABLE 5.2 MPC BALANCE SHEETS FOR YEARS ENDED 2008, 2009, AND 2010

ASSETS 2008 2009 2010
Cash and marketable securities $ 10,000 $ 10,000 $ 5,000
Receivables 60,000 75,000 105,000
Inventories 70,000 95,000 140,000
Total current assets 140,000 180,000 250,000
Gross plant and equipment 205,000 205,000 255,000
Less: accumulated depreciation -28,000 -42,000 -59,000
Net plant and equipment 177,000 163,000 196,000
Total assets $317,000 $343,000 $446,000
Liabilities and Equity

Payables 47,000 57,000 84,000
Short-term bank loan 40,000 44,000 110,000
Accrued liabilities 8,000 9,000 10,000
Total current liabilities 95,000 110,000 204,000
Long-term debt 100,000 90,000 80,000
Owners' equity 122,000 143,000 162,000
Total liabilities and equity $317,000 $343,000 $446,000
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TABLE 5.3 MPC STATEMENTS OF CASH FLOW FOR YEARS ENDED 2009 AND 2010

CASH FLOW FROM OPERATING ACTIVITIES 2009 2010
Net Income $21,000 $19,000
+ Depreciation 14,000 17,000
- Increase in receivables -15,000 -30,000
- Increase in inventories -25,000 -45,000
+ Increase in payables 10,000 27,000
+ Increase in accrued liabilities 1,000 1,000
Net Cash Flow from Operations 6,000 -11,000
Cash Flow from Investing Activities
- Increase in gross equipment 0 -50,000
Net Cash Flow from Investing Activities 0 -50,000
Cash Flow from Financing Activities
+ Increase in short-term bank loan 4,000 66,000
- Decrease in long-term debt -10,000 -10,000
Net Cash Flow from Financing -6,000 56,000
Net Change Excluding Cash Account 0 -5,000
Beginning Cash and Marketable Securities 10,000 10,000
Ending Cash and Marketable Securities $10,000 $ 5,000

The venture’s medical instruments are used in hospitals, medical clinics, and retirement
home facilities. Three years of balance sheets and two years of income statements are
available. While you believe this venture is promising, you would like to consider the
opportunity more thoroughly.

CONCEPT CHECK % Why and how are financial ratios useful in analyzing the performance of new ventures?
%k What kinds of ratio analyses are available to examine operating and financial performance?

| SECTION KX
CASH BURN RATES AND LIQUIDITY RATIOS

The cash burn rate refers to how quickly a venture distributes cash. The cash build rate
refers to how quickly it builds cash balances from collections on sales. Liquidity is the
ability of a venture to maintain a burn rate high enough to meet its obligations as they
come due. Burn rate calculations such as “weeks of cash” remind everyone of the central
role that cash, or the lack thereof, plays in a venture’s survival. Accounting-oriented
measures of a venture’s ability to pay (liquidity) are also a traditional approach to asses-
sing a venture’s short-term viability. For instance, creditors generally feel safer when cur-
rent assets exceed current liabilities." When we address the viability of rapidly growing

1 It is generally expensive for the venture to maintain this posture because it may involve forgoing trade credit from
suppliers.
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ventures, averages of beginning and ending period accounting values often provide more
useful comparisons through time and across firms. With this said, early-stage ventures
often have limited annual financial statement information available, which may result
in the need to use year-end balance sheet account data.

Measuring Venture Cash Burn and Build Amounts
and Rates

Before we assess whether, and how long, a venture can survive on its current capital, it is
important to calibrate how fast the venture has been expending cash and consuming
capital reserves. For this calibration, the balance sheet and the income statement provide
some very useful information. First, we look at a raw measure of how fast the venture is
spending cash. To get this number, we need to calculate the actual disbursements of cash
over a given period. One approach to calculating cash burn is to start with the cash dis-
bursements related to the income statement’s tracking of operating expenses (where we
would exclude depreciation and amortization as noncash expenses), interest expenses,
and taxes. To these we add increases in the inventories and subtract increases in non-
interest-bearing current liabilities accounts (i.e., payables and accrued liabilities). A final
adjustment would be to add the amount of capital expenditures (increases in gross fixed
cash burn assets). In summary, cash burn is the cash a venture expends on its operating and fi-

cash a venture expends on its nancing expenses and its investments in assets. In general, we have:

operating and financing Cash Burn = Income Statement — Based Operating, Interest, and Tax Expenses

?Xpens‘zs and its investments + Increase in Inventories — (Changes in Payables and Accrued Liabilities) + Capital Expenditures
IN assets

cash burn rate The cash burn rate is the cash burn for a fixed period of time, typically a month.

---------------------------- For MPC in 2010, we first calculate cash operating expenses from Table 5.1 as the

cash burn for a fixed period  sum of cost of goods sold ($380,000), administrative expenses ($65,000), marketing ex-

of time, typically a month penses ($39,000), and research and development expenses ($27,000) for a total of
$511,000. To this we add interest expenses of $20,000 and income taxes of $8,000 for
an income statement-related total of $539,000. Changes in the relevant 2009 and 2010
balance sheets are taken from Table 5.2. Inventories increased by $45,000 (from
$95,000 to $140,000).> Accounts payable increased in 2010 by $27,000 (from $57,000 to
$84,000), and accrued liabilities increased in 2010 by $1,000 (from $9,000 to $10,000).
Gross fixed assets (capital expenditures) increased in 2010 by $50,000 (from $205,000
to $255,000). Using the cash burn equation for MPC, we have:

Cash Burn = $539,000 (i.e., 511,000 + 20,000 + 8,000) + $45,000
— $28,000 (i.e., 27,000 + 1,000) + $50,000
$606,000

On a raw basis, MPC burned $606,000 in cash to pay expenses, build inventory, and
buy equipment during 2010.
cash build Cash build is what the venture receives on its sales; that is, cash build is net sales less

net sales less the increase in L€ increase in receivables. In general, we have:

receivables Cash Build = Net Sales — Increase in Receivables

2 Some analysts prefer to calculate an inventory-related purchase amount by adding the cost of goods sold to the in-
crease in inventories. For MPC in 2010, this would total $45,000 + $380,000 for a total of $425,000. The cash expen-
ditures from the income statement would, in turn, be decreased by the $380,000 down to $231,000 (i.e., $539,000 -
$380,000). Because everything else is the same, the cash would still be $606,000 for MPC in 2010. Cost of Goods
Sold includes both labor and expenses. Accordingly, this calculation of inventory-related purchase is just a rearrange-
ment of: Ending Inventory = Beginning Inventory + Inventory-Related Purchases — Cost of Goods Sold.
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cash build rate

cash build for a fixed period
of time, typically a month

net cash burn

when cash burn exceeds
cash build in a specified time
period; also cash burn less
cash build

net cash burn rate

net cash burn for a fixed
period of time, typically a
month

liquidity ratios

ratios that indicate the ability
to pay short-term liabilities
when they come due

For MPC in 2010, sales were $575,000 from Table 5.1, and the increase in receivables
was $30,000 (from $75,000 to $105,000). Thus, we have an annual cash build for 2010 of:

Cash Build = $575,000 — $30,000 = $545,000

The cash build rate is the cash build for a fixed period of time, typically a month.
Net cash burn occurs when the cash burn exceeds the cash build in a specified time
period. In equation form, we have:

Net Cash Burn = Cash Burn — Cash Build
For MPC in 2010, we have:
Net Cash Burn = $606,000 — $545,000 = $61,000

The net cash burn rate is the net cash burn for a fixed period of time, typically a month.
Of course, a positive dollar amount would result in a net cash build and a net cash build rate.

As we discussed in Chapter 4, we also can use the statement of cash flows to deter-
mine whether a venture was experiencing a net cash burn or build position. If cash flow
from operating activities plus cash flow from investing activities is positive, then the ven-
ture was building cash. A negative amount would mean a net burn position. Reference to
Table 5.3 shows that the cash flow from operating activities for 2010 was —$11,000. Cash
flow from investing activities (i.e., the increase in gross fixed assets—plant and equip-
ment) was —$50,000. Thus, for MPC, the net cash burn was:

Net Cash Burn = 11,000 + 50,000 = 61,000

Thus, both approaches calculated the net cash burn at $61,000 for MPC in 2010.
For many, the preferred presentation of cash burn and build is on a daily, weekly, or
monthly basis. For example, if we divide by 12, we have:

MONTHLY BURN RATES

Monthly cash burn rate 606,000 + 12 50,500.00
—Monthly cash build rate -545,000 = 12 —45,416.67
Monthly net cash burn rate 61,000 = 12 5,083.33

Our net cash burn rate is frequently referred to as simply the venture’s (monthly)
burn rate.

If we divide the year-end cash balance of $5,000 by the monthly net cash burn rate,
we see that MPC had less than a month of cash left at the end of 2010. Concisely, MPC
had “0.98 months until out of cash.”

A typical use for this type of calculation is to approximate an answer to the question, “If
I invest $15,000, how long will it be before more external financing is needed?” For MPC in
2010, this number is about three months. How long $15,000 will last in 2011 could differ
significantly from the 2010 level. Nonetheless, awareness of historical burn rates and moni-
toring of ongoing burn rate provide important survival information to the new venture.

Beyond Burn: Traditional Measures of Liquidity

Burn rates are calculated to deal explicitly with cash use and planning and are central to
survival for the new venture. Several alternative measures that attempt to measure a ven-
ture’s potential to produce and distribute cash are in widespread use among credit ana-
lysts. Instead of dealing with the balance of a cash account and the venture’s tendency to
deplete it over time, these measures, known as liquidity ratios, deal with a broader no-
tion of liquidity by comparing assets that can be quickly converted to cash with liabilities
that represent near-term needs for cash. Because these measures tend to be used to
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address longer-term trends (not just surviving this week), they will be presented in ver-
sions that average beginning and end-of-period values. The first of these compares all
current assets against all current liabilities.

Current Ratio
This ratio is a simple indication of the margin of current assets over current liabilities. As
previously noted, there is a preference for using averages (i.e., beginning of period amounts
plus end of period amounts with the sum divided by two) for balance sheet account data
for rapidly growing ventures. However, when there are data availability constraints, finan-
cial ratios are often calculated using year-end balance sheet account data.

MPC’s 2010 current ratio was calculated as:

Average Current Assets (250,000 + 180,000) /2

= =1.37
Average Current Liabilities (204,000 + 110,000)/2 3

Current Ratio =

A current ratio of 1.0 or more indicates that if all current assets could be converted
into cash, they would be adequate to pay all current liabilities. Credit analysts believe
current ratios above 1.0 indicate a liquidity cushion in the event that some noncash cur-
rent assets cannot be fully converted into cash. A ratio of 1.37 indicates that current as-
sets provide a 37 percent cushion over and above current liabilities.

Quick Ratio

Among current assets, inventories are viewed as being the least likely to be converted

quickly into cash at the values recorded on a venture’s balance sheet. Cash and market-
liquid assets able securities plus receivables (or current assets less inventories) comprise the liquid
""""""""""""""" assets. The quick ratio measures the ability of liquid assets to pay current liabilities.

sum of a venture's cash and . o
marketable securities plus its The 2010 MPC quick ratio is calculated as:

receivables . . Average Current Assets — Average Inventories
Quick Ratio = s
Average Currrent Liabilities
(250,000 + 180,000)/2 — (140,000 + 95,000) /2
(204,000 + 110,000) /2
=0.62
A quick ratio of less than 1.0 indicates that the venture’s liquid assets would not be
adequate to pay off its current liabilities. Because the quick ratio for MPC was 0.62, a
forced payment of the 38 percent gap would require liquidating inventory.
NWC-to-Total-Assets Ratio
net working capital An alternative way to calibrate liquidity considers the venture’s net working capital
(NWC) (NWC), which is current assets minus current liabilities.> NWC is a dollar amount mea-
Currentassetsmlnus Currem sure of the cushion between current assets and current liabilities. A dollar amount, how-
liabilities ever, is difficult to interpret unless it is viewed relative to the overall size of the venture.

MPC’s ratio of average net working capital to average assets was:

Average Current Assets — Average Current Liabilities
Average Total Assets
(250,000 + 180,000)/2 — (204,000 +- 110,000) /2
(446,000 + 343,000)/2
= 0.147,0r 14.7%

NW(C-to-Total-Assets Ratio =

3 When current liabilities are greater than current assets, the firm has negative net working capital and may be techni-
cally insolvent. As long as creditor payment obligations are met, however, no payment defaults actually occur, and
the firm may prosper from this cheap (free) source of funds. There are many examples of firms with stable cash sales
that strive to achieve a negative net working capital position.
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The average net working capital for MPC was $58,000. When related to the average
total assets of $394,500, the working capital buffer is a little less than 15 percent of the
venture’s total assets. The higher the percentage is, the greater the liquidity is, other
things being equal. An important qualifier on the conclusions drawn from any of the
liquidity ratios is that receivables account balances are assumed collectible and invento-
ries (if included in the ratio) are assumed salable.

Interpreting Cash-Related and

Liquidity-Related Trends

Now that we know several different ways to examine liquidity, we can consider MPC’s
cash and liquidity profile. Table 5.4 presents the 2009 and 2010 MPC burn rates and
liquidity ratios.

The venture’s ability both to generate and to consume cash increased in 2010. MPC
increased its cash generation by $122,000, or $10,167 per month, an increase of 28.8 per-
cent over 2009. However, MPC’s ability to spend cash grew at the significantly faster rate
of 45.3 percent. Absent external financing, MPC net-generated cash in 2009 and net-
spent it in 2010. Whereas 2009’s year-end cash position appeared to be of little concern,
2010 ends with the venture’s having less than a month to live (if something doesn’t
change).

The average monthly cash burn rate for MPC was $50,500 in 2010 compared to
$34,750 in 2009. The change represents a 45.3 percent increase in the rate of cash out-
flow. Consistent with MPC’s having filled the financial gap with a $5,000 depletion of
cash and $56,000 of net new external debt, the current, quick, and NWC-to-total-assets
ratios reflect a significant decline in liquidity during 2010.

Whether increased burn rates and declining liquidity are a problem for MPC cannot
be addressed without examining the reasons for the changes. (This is an example of the
manner in which financial analysis can lead to asking the right questions.) If the venture
is expanding (as its sales and investments in new equipment indicate), the changes may
actually represent good fortune. Along these lines, $4,167 of the $5,583 increase in
monthly net burn is due to the $50,000 capital expenditure. There were no capital expen-
ditures in 2009. The increase left over is still $1,416 per month and is, for the most part,
closely affiliated with another type of investment. MPC’s extension of additional trade
credit and building of inventories heavily outstripped its ability to take down its own
trade credit. Intermittent capital expenditures and increased investment in inventories

TABLE 5.4 MPC BURN RATES AND LIQUIDITY RATIOS FOR 2009 AND 2010

RATE OR RATIO 2009 2010 CHANGE % CHANGE
Cash burn 417,000 606,000 +189,000 +45.3

Monthly cash burn 34,750 50,500 +15,750 +45.3
Cash build 423,000 545,000 +122,000 +28.8

Monthly cash build 35,250 45,417 +10,167 +28.8
Net cash burn -6,000 61,000 +67,000 N/A

Monthly net cash burn rate -500 5,083 +5,583 N/A
Year-end months of cash N/A 0.98 N/A N/A
Current ratio 1.56 1.37 -0.19 -12.2
Quick ratio 76 0.62 -0.14 -18.4
NWC-to-total-assets ratio 0.174 0.147 -0.027 -155
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conversion period ratios

ratios that indicate the
average time it takes in days
to convert certain current
asset and current liability
accounts into cash

CONCEPT CHECK

operating cycle

time it takes to purchase
required materials,
assemble, and sell the
product plus the time needed
to collect receivables if the
sales are on credit

cash conversion cycle
(c?

sum of the inventory-to-sale
conversion period and the
sale-to-cash conversion
period less the purchase-
to-payment conversion period
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and the extension of trade credit can easily distort simple comparisons. Nonetheless,
however justifiable the cause of the gap, it is a sign of pressing financial needs.

In summary, while MPC’s burn rate and liquidity aspects appear to have weak-
ened in 2010, the venture still has a lot going for it. Sales and assets are increasing
rapidly, and the venture is profitable, albeit at a lower level than in 2009. To enjoy
success, MPC needs to take extreme care in supplying the cash needs associated with
growth.

% What are the possible causes of an increase in cash burn?
%k What are the positive and negative aspects of negative net working capital?

 SECTION 1
CONVERSION PERIOD RATIOS

Conversion period ratios measure the average time in days required for noncash current as-
sets and selected current liabilities to create or demand cash. The faster assets can be converted
into cash, the greater is the venture’s liquidity, other things being equal. Of course, the faster
liabilities transform into cash demands, the less liquid the venture is. All of this comes together
in a venture’s operating cycle, which measures the time it takes to purchase raw materials,
assemble a product, book the sale, and collect on it. The operating cycle for a simple
manufacturing venture is as shown in Figure 5.2.

The cash conversion cycle (C?) is the amount of time taken to buy materials and pro-
duce a finished good (the inventory-to-sale conversion period) plus the time needed to
collect sales made on credit (sale-to-cash conversion period) minus the time taken to pay
suppliers for purchases on credit (the purchase-to-payment conversion period).

FIGURE 5.2 OPERATING CYCLE

Cash
Receivables Materials |
(Credit Sales)
Work-in-Progress
Finished
Goods
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Measuring Conversion Times

Inventory-to-Sale Conversion Period
When a venture can decrease the amount of time between the cash outlay for materials and
labor and the production of a salable good, fewer dollars get tied up in production costs. With
continuing production, there will always be materials in inventory. The cost of inventories is a
cost of doing business. For example, if the venture keeps average materials and work-
in-progress inventories of $175,000, this is $175,000 that must be financed and cannot be used
elsewhere. The cash tied up in these inventories is a deadweight cost of doing business. Decreas-
ing this cost allows the cash to be utilized elsewhere (or paid back to creditors and investors).*

The inventory-to-sale conversion period is calculated by dividing average inventories
by the venture’s average daily cost of goods sold. The rationale for this measure is that,
when materials are purchased and labor is contributed, the associated costs are booked
into the cost of inventories. When the products are completed and sold, the associated
labor and materials costs are subtracted from the inventory balance and added to the
cost of goods sold. If the cost of goods sold for an average day’s sales is $100 and we
have $5,000 in inventories, we say that the venture has fifty days of cost of goods sold
in inventory. Put differently, the next dollar put into inventories won’t be subtracted
from inventories and added to cost of goods sold until fifty days from now.

As we mentioned before, the average of the beginning and ending levels usually pro-
vides a more stable measure for a rapidly growing enterprise. For MPC in 2010, the
inventory-to-sale conversion period was:

Average Inventories
Cost of Goods Sold/365
(140,000 + 95,000) /2

380,000/365
112.9 days

Inventory-to-Sale Conversion Period =

Thus, in 2010, it took an average of almost 113 days for MPC to convert the purchase
of materials into a sale of finished goods. Ideally, MPC and other ventures want to have
the shortest possible inventory-to-sale conversion period given the characteristics of the
products. Production time depends on the complexity of the product and the automation
used in assembly, among other things. Each venture must balance the trade-offs between
faster production, the quality of production, and the amount spent to automate the pro-
cess. Sales often depend on having products on hand when customers want them. Each
venture, therefore, has to determine how inventory investment is split among the various
levels of raw materials, work-in-progress, and finished goods.

Sale-to-Cash Conversion Period

The sale-to-cash conversion period measures the average days of sales committed to the ex-
tension of trade credit. Cash sales impose the least financial burden on a venture because the
immediate receipt minimizes the time gap between the sales inflow and the previous outflow
for product materials and labor.®> Of course, it is unlikely that a venture will be able to have
all sales paid in cash. If, for instance, competitors extend credit, the venture will find it diffi-
cult not to follow suit. The vast majority of ventures will have accounts receivable.

4 Firms in the service and merchandising industries generally will have shorter inventory conversion periods because
they have little or no production time. Of course, they still carry some finished goods and face purchase-to-payment
conversion challenges.

5 Some firms may even take advances on future sales. In this case, cash may be received prior to the expenditures for
the associated materials and labor. Ventures taking advances should formally anticipate lower future cash receipts
than when advances are not taken. Standard accounting procedures handle this formal recognition well.
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The sale-to-cash conversion period is calculated by dividing the average receivables by
the net sales per day. The rationale for this measure is that when a sale is booked as
revenue it is done so at the sales price, which is cost plus a profit. Consequently, if the
sale is on credit, the accounts receivable entry will be at the sales price. If we divide the
accounts receivable balance by an average day’s sales, we have a good idea how many
days of sales are being supported by trade credit.” For MPC in 2010, the sale-to-cash
conversion period was:

Average Receivables
Net Sales/365
(105,000 + 75,000) /2
575,000,365
= 57.1days

Sale-to-Cash Conversion Period =

Analysts may refer to this calculation as the “days of sales outstanding” or the “aver-
age collection period.”” MPC takes, on average, fifty-seven days to collect its credit sales.
These 57 days, when added to the 113 days needed, on average, to convert inventories
into sales, produce an average operating cycle of 170 days.

Purchase-to-Payment Conversion Period
The purchase-to-payment conversion period measures the average time from a purchase of
materials and labor to actual cash payment. The ability to delay payment is analogous to
borrowing money from suppliers and employees and, therefore, decreases the need for ex-
ternal financing. It is usually considered safe to pay a venture’s bills on the last day of the
credit period. Many entrepreneurs have found it easier to “stretch” their credit periods
(formally or informally) rather than arrange for alternative funding. However, the venture
must balance the exploitation of trade credits with the cost and consequences of damaging
relationships with suppliers and employees and violating relevant ethical norms.

The purchase-to-payment conversion period is calculated by dividing the sum of av-
erage payables and operations-related accrued liabilities by the venture’s cost of goods
sold per day.® For MPC in 2010, the purchase-to-payment conversion period was:

Average Payables + Average Accrued Liabilities

Cost of Goods Sold/365
(84,000 + 57,000)/2 + (10,000 + 9,000) /2

380,000,365

Purchase-to-Payment Conversion Period =

= 76.8 days

Thus, MPC had almost seventy-seven days of the costs of production financed by
trade credit and accrued wages and liabilities.

Cash Conversion Cycle
The cash conversion cycle (also known as C%) indicates the average time it takes a ven-
ture to complete its operating cycle less a deduction for the days supported by trade
6 The firm is financing the entire sales price (cost and profit), in the sense that it didn’t immediately receive the sales
proceeds (cost and profit) it is owed. This is different from the way we view the financing required to keep the same
good in finished-goods inventory (cost only) prior to a sale, because there we have no commitment to pay the profit
portion.

~

Because this calculation reflects the collection period on both credit and cash sales (where it is zero), it understates
the average days a credit sale will be outstanding. If you wish to estimate the collection (or conversion) period for
credit sales only, the denominator of the ratio should be daily average credit sales. For the purpose of calibrating
the venture’s operating cycle, we want to leave the denominator as total sales per day.

[e=)

Ventures frequently rely on delayed payroll as a source of financing. This is not as common in mature companies.
Consequently, in traditional analysis, financing through accruing wages and other liabilities is typically ignored and
omitted from the numerator.
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credit and delayed payroll financing. It is the number of days of operation that must be
externally financed. It also represents the time from a dollar outlay on raw materials to a
dollar receipt on sales (because it includes the delay in the payment of the dollar through
the purchase-to-payment delay and the delay in receipt through the sale-to-cash delay).

As a target, the typical venture should try to keep its C as close to zero as possible. This
would indicate that production was fully internally financed. The typical venture, however,
will not accomplish financing neutral operations. The cash tied up in inventory and receiv-
ables will almost always exceed the cash supplied by creditors and accrued liabilities.

One calculates the C* by adding the inventory-to-sale conversion period to the sale-
to-cash conversion period and subtracting the purchase-to-payment conversion period.
For 2010, the MPC C’ was:

Cash Conversion Cycle = Inventory-to-Sale Conversion Period
+ Sale-to-Cash Conversion Period
— Purchase-to-Payment Conversion Period
= 112.9days + 57.1days — 76.8 days = 93.2 days

Thus, it takes ninety-three days, on average, for MPC to complete its C*. To produce
and sell its inventories takes an average of 113 days plus another 57 days to collect re-
ceipts on sales and arrive at the average operating cycle of 170 days. However, because
MPC’s suppliers and employees support an average seventy-seven days through volun-
tary or involuntary credit, the C* is reduced to ninety-three days.

CONCEPT CHECK % How is the cash conversion cycle (C3) calculated?
% How does the C* represent the time from a dollar outlay on raw materials to a dollar receipt on the related revenue?

Interpreting Changes in Conversion Times

Table 5.5 shows MPC’s conversion period ratio performance for 2009 and 2010. The
inventory-to-sale conversion period increased by almost nine days between 2009 and
2010. The time required to produce finished goods could have increased due to produc-
tion bottlenecks (e.g., skilled labor shortages, materials order delays, or quality pro-
blems), or MPC may have carried finished-goods inventories for longer periods. A
change in the venture’s product mix toward more complex and time-consuming pro-
ducts could also account for the longer inventory conversion period. (Ratio analyses
rarely provide answers; they suggest questions that need answers.)

While it is normal for inventories to increase with sales, inventories that increase more
rapidly than sales saddle the venture with the need for added financial capital. For exam-
ple, the average inventories account balance was $82,500 [($70,000 + $95,000)/2] in 2004
and $117,500 [($95,000 + $140,000)/2] in 2008. This represents an increase of 42.4 percent
[($117,500 — $82,500)/$82,500]. At the same time, the venture’s cost of goods sold in-
creased by 33.3 percent [($380,000 — $285,000)/$285,000]. If the inventories account had
increased by the same rate as cost of goods sold, the inventories account balance would
have been only $110,000 ($82,500 x 1.333). This breakout allows us to separate the actual
change in the average inventories account balance into the portion due to a change in cost
of goods sold and the portion due to a longer inventory-to-sale conversion period:

Actual 2010 average inventories $117,500
Forecast based on cost of goods sold growth -110,000
Equals: Amount due to longer conversion period 7,500
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TABLE 5.5 MPC CONVERSION PERIOD PERFORMANCE

CONVERSION PERIOD RATIO 2009 2010 INDICATED IMPACT ON C?
Inventory-to-sale 105.7 days  112.9 days +7.2 days (lengthens C3)
Sale-to-cash 56.3 days  57.1 days +0.8 days (lengthens C3)
Purchase-to-payment 77.5 days 76.8 days +0.7 days (lengthens C3)
Cash conversion cycle (C?) 845 days  93.2 days +8.7 days (longer C°)

We also could have seen the impact of a longer inventory-to-sale conversion period by
using the inventory-to-sale conversion period formula. Here we use the “daily cost of goods
sold” information for 2010 but solve for what the average inventories account balance would
have been, had the conversion period remained at 105.7 days. This is done as follows.
Because

Average Inventories
Cost of Goods Sold/365

Inventory-to-Sale Conversion Period =

we can rearrange to get:

Average Inventories = Inventory-to-Sale Conversion Period x (Cost of Goods Sold/365)
= 105.7 x $1,041
= $110,000 (rounded)

The result is that MPC, even after correcting for growth, is carrying an extra $7,500 in
inventories in 2010. At a financing cost of, say, 10 percent, this is an extra $750 of lost
profit before taxes.

Table 5.5 shows that the sale-to-cash conversion period increased slightly (0.8 days)
between 2009 and 2010. This indicates slightly slower average payment practices by
MPC’s customers. Even though this is a small change, some ongoing monitoring of the
sale-to-cash conversion period would be in order to assure that future increases do not
go unnoticed and that remedial action, if appropriate, is taken.’

The purchase-to-payment conversion period shows a decrease of slightly less than one
day and increases MPC’s C’ (other things being equal). MPC has most likely been
slightly increasing the speed at which it pays suppliers. Faster payment to suppliers
means a longer C°, other things being equal. Payables credit is a particularly important
source of financial capital for growing ventures, and securing longer credit terms is an
added benefit that frequently justifies the cost of searching. An analysis of changes in
receivables and payables could have been conducted in the same way that we analyzed
the impact of a change in the inventory-to-sale conversion period.

Overall, the C* has increased by almost nine days. The result is an increased burden
on external financing. As we have seen, the primary reason for the increase was a longer
inventory-to-sale conversion period. Now we turn our attention to examining how MPC
has acquired external financing in support of the longer C°.

CONCEPT CHECK % How does the increase in MPC's C° relate to its increase in net cash burn rate?

9 Of course, the change in ratio will also reflect a net change of cash customers into credit customers. While this
change may not indicate any collection problems, it may suggest that the venture’s credit terms are also attracting
customers that traditionally paid cash.
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leverage ratios

ratios that indicate the extent
to which the venture has
used debt and its ability to
repay its debt obligations

loan principal amount

dollar amount borrowed from
a lender

interest

dollar amount paid on the
loan to a lender as
compensation for making the
loan

 SECTION X
LEVERAGE RATIOS

Leverage ratios indicate the extent to which the venture has used debt and its ability
to meet debt obligations. When a venture takes out a loan or otherwise formally bor-
rows money, it generally promises to repay the amount borrowed and an additional
amount of interest. The loan principal amount is the dollar amount borrowed.
Interest is an additional dollar amount paid to the lender in return for lending money
to the venture. By borrowing, the venture gives the lender a superior claim on venture
income and assets. Straight debt lenders, almost without exception, get paid before
founders and venture investors. Many venture-financing arrangements have elements
of debt and equity and, therefore, may not fall conveniently into categories that permit
analysis. Nonetheless, it is good to start with the traditional counterpoint of debt versus
equity.

Measuring Financial Leverage

Total-Debt-to-Total-Assets Ratio

By comparing a venture’s total debt (current liabilities plus long-term debt) to its total
assets, we can construct a quick picture of how much of the venture has been pledged
to debt holders and how much is supported by equity. The more that has been pledged,
the higher is the risk that a pledge will be broken. Subsequent to the broken pledge, the
debt holders will control the enterprise. We will calculate the total-debt-to-total-assets
ratio using beginning and ending period averages for current liabilities, long-term debt,
and total assets. MPC’s total-debt-to-total-assets ratio in 2010 was:

Average Total Debt
Average Total Assets
(204,000 + 110,000) /2 + (80,000 + 90,000) /2
(446,000 + 343,000) /2
= 0.6134, 0r61.34%

Total-Debt-to-Total-Assets Ratio =

According to the accounting notion of (book) value, approximately 61 percent of
MPC was pledged to debt holders and other creditors, leaving 39 percent to equity
holders.

An interesting conceptual viewpoint adopted by some academics is that the venture
has really been sold to the debt holders in return for proceeds of the loans and an option
to buy the venture back for the amounts specified in the debt agreement. If the venture
owners can marshal enough cash to pay interest and principal obligations on time, then
the option to buy back the venture is considered exercised, and the venture is reowned
by the holders of its equity. While this viewpoint has some advantages in emphasizing
the potential loss of control and ownership associated with debt financing, by law, the
owners are in control of the venture’s operating and financing decisions until debt obli-
gations are breached and formal legal proceedings have placed control elsewhere.

Frequently, entrepreneurs have the impression that debt financing is the best method
because they retain control. While this argument has merit, when financial difficulties arise
the venture would almost always be better off dealing with a few equity investors who have
voting rights, rather than with debt holders who have recourse to court bankruptcy actions
affecting the control of the enterprise. As we will discuss later, it is not uncommon for ven-
ture investors to buy equity and, thereby, commit to forego the legal protection offered to
debt holders through federal and state bankruptcy statutes.
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Equity Multiplier

This ratio summarizes the venture’s debt position from a different vantage point, total
assets divided by owners’ equity. It shows the magnification of equity injections into
amount of assets. For MPC in 2010, the equity multiplier was:

Average Total Assets
Average Owners' Equity
(446,000 + 343,000)/2
(162,000 + 143,000)/2
= 2.587 times

Equity Multiplier =

A value of 2.0 would mean that one-half of the book value of the venture’s assets was
financed by (the book value of) debt financial capital. Because MPC had a ratio of about
2.6 times, the interpretation is that more assets are supported by debt than by equity.
This is not surprising, because the equity multiplier is just another way of reporting the
total-debt-to-total-assets ratio. When calculating the equity multiplier directly from total
debt to total assets, note that the equity multiplier equals 1 + (1 — total debt to total
assets). We will return to the equity multiplier when we examine how some of the differ-
ent types of ratios are linked together.

Debt-to-Equity Ratio

A direct comparison of debt and equity gives yet another view of the same scenery. For a
total-debt-to-total-assets ratio of 0.5, we get an equity multiplier of 2 and a debt-to-equity ratio
of 1. The debt-to-equity ratio equals total debt to total assets + (1 — total debts to total assets).

CONCEPT CHECK % \What is the debt-to-equity ratio for a venture having total debt to total assets of 0.75 (or an equity multiplier of 4)?

Current-Liabilities-to-Total-Debt Ratio

While a debt snapshot is useful, survival is about current debt obligations. Accounting rules
have simplified this determination by requiring that the current portion of long-term debt ob-
ligations (that which is due soon) be classified as a current liability. The percent of total debt
held in current liabilities therefore is a reasonable glimpse of the venture’s reliance on debt
that will soon require cash outflow. Other things being equal, the greater the ratio of current
liabilities to total debt, the more quickly the venture faces payment or restructure of its out-
standing debt. We calculate the current-liabilities-to-total-debt ratio for MPC in 2010 as:

Average Current Liabilities

Average Total Debt
(204,000 + 110,000) /2
(284,000 + 200,000)/2
= 0.6488, or 64.88%

Current-Liabilities-to-Total-Debt Ratio =

MPC had nearly 65 percent of its debt in the form of current liabilities. A high total-
debt-to-total-assets ratio coupled with a high current-liabilities-to-total-debt ratio makes
it more likely that the venture will encounter debt repayment problems.

Interest Coverage

Interest payments represent the most frequent type of debt flow facing a borrower. As
long as interest payments are made, the principal amount frequently can be rolled over
with an existing or new lender. A reasonable question is: How big is the cushion between
a venture’s ability to generate cash to pay interest and its interest obligations?
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To calculate interest coverage, we divide a venture’s earnings before interest, taxes,
depreciation, and amortization (EBITDA) by the annual interest payment.'® Interest is
paid before taxes, and because depreciation and amortization do not involve the outflow
of cash, we use earnings prior to both taxes and depreciation (and, of course, before in-
terest). For MPC in 2010, the interest coverage was:

EBITDA

Interest

47,000 + 17,000
20,000

3.20 times

Interest Coverage =

This means that MPC’s income before depreciation, interest, and taxes could have
fallen to one-third of its current level without affecting MPC’s ability to pay interest.

Fixed-Charges Coverage
Interest payments often are not the only payments that need to be made to creditors. For
instance, if a venture decides to rent or lease equipment or buildings, periodic (often
monthly) payments must be made. Missing payment on these types of fixed charges has
similar consequences to missing interest payments. Also, many debt arrangements stipulate
that a portion of a loan’s principal amount or balance must be regularly repaid. One example
is a commercial bank’s term loan that requires periodic payments of interest and principal.'!
Even when businesses borrow for the long term by publicly selling bonds, they often are
sinking-fund payments  required to make sinking-fund payments that can be used to retire their bonds gradually.
periodic repayments of a Rental or lease payments should be listed on the income statement before the tax line.
portion of debt principal It is easy for venture insiders to get data on the scheduled payments for debt. For venture
outsiders who are looking at MPC, as we are, these data may not be readily available and
can pose a significant challenge to calculating a proper accurate fixed-charges coverage
ratio. To calculate MPC’s fixed-charges coverage for MPC, we divide the venture’s
EBITDA plus lease payments by the sum of interest payments, rental or lease payments,
and the before-tax amount of earnings needed to make after-tax debt repayments.'* Ac-
cording to Table 5.1, MPC had interest expenses in 2010 but no rental or lease pay-
ments. We can now calculate MPC’s fixed-charges coverage for 2010 as:

EBITDA + Lease Payments
Interest + Lease Payments + [Debt Repayments/(1 — Tax Rate)]
B 64,000 + 0
20,000 + 0 + [10,000/(1 — 0.30)]
= 1.87 times

Fixed-Charges Coverage =

MPC had adequate earnings to meet its fixed charges. Earnings before interest, taxes, and
depreciation could have fallen to $35,000 without affecting MPC’s ability to pay fixed charges."

CONCEPT CHECK  x \What do leverage ratios indicate or measure?

10 Accounting amortization for intangible assets is a noncash expense analogous to depreciation.

11 These loans have a similar structure to car and home loans, and other loans where the principal is repaid gradually
(amortized).

12 An after-tax payment is changed to its equivalent before-tax amount by dividing the after-tax amount ($10,000 for
MPC) by the value of 1 minus the firm's income tax (1 — 0.30 for MPC). The result is a before-tax amount of $14,286
needed to pay an after-tax debt repayment of $10,000.

13 As with many ratios, there are numerous variants of the fixed-charges coverage ratio.
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TABLE 5.6 MPC LEVERAGE RATIO PERFORMANCE

IMPACT ON
LEVERAGE RATIO 2009 2010 LEVERAGE RISK
Total debt/total assets 59.8% 61.3% Increase
Equity multiplier 2.491 2.587 Increase
Current liabilities/total debt 52.9% 64.9% Increase
Interest coverage 467 3.20 Increase
Fixed-charges coverage 2.13 1.87 Increase

Interpreting Changes in Financial Leverage

Table 5.6 reports the leverage ratio performance for MPC for both 2009 and 2010. Total
debt to total assets increased from about 60 percent to 61 percent. Coupled with the fact
that current liabilities to total debt increased from 53 percent to about 65 percent, we see
that MPC has increased its financial leverage and its financial risk. Larger borrowing
amounts increase the likelihood that a venture will have increased difficulties in paying in-
terest and repaying debt principal. The risk of not being able to repay debt when it comes
due is further increased by the fact that MPC relied heavily on short-term borrowing.

The pattern of MPC’s interest and fixed-charges coverage provides some additional
insight. Interest coverage declined between 2009 and 2010, partly due to the increase in
interest expense from $12,000 to $20,000. Even so, the interest coverage continued to
exceed 3.0 times in 2010. Fixed-charges coverage is off from its 2009 level, again mostly
owing to the increase in interest expense.

In order to keep from diluting ownership, it is common for rapidly growing ventures
to seek debt financing even though they may not have the track record or the profile to
succeed in the search. When they do succeed, it is usually with short-term borrowing
that imposes an interactive and relatively close relationship with the debt providers.
This can provide good incentives for the new venture to manage its operations and fi-
nances carefully. It can also be a nuisance. Depending on the balance, there may be
good reason to opt for dealing with voting equity investors instead of short-term
lenders.

40T 56
PROFITABILITY AND EFFICIENCY RATIOS

Profitability and efficiency ratios indicate how efficiently a venture controls its expenses
and uses its assets. Growth is of little value if it does not lead to higher profits. We treat
profitability ratios last because they measure the bottom-line consideration for owners:
rates of returns on sales, assets, and equity. These accounting-based measures of profit-
ability are a standard starting point for examining venture value. However, we will see in
later chapters that valuation is more complex and forward looking than these simple ra-
tios suggest.

Income Statement Measures of Profitability

Gross Profit Margin

Do the venture’s revenues exceed the cost of the goods being sold? For many new and
high-growth ventures, the answer to this question is “no.” The potential offered by
growth ventures can be a temporary excuse, but eventually the venture will have to
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interest tax shield

proportion of a venture's
interest payment that is paid
by the government because
interest is deductible before
taxes are paid

net operating profit after
taxes or EBIT times one
minus the firm's tax rate

create more revenues from a product than the costs to produce it, or the venture will
collapse.'* The venture’s gross profit margin (or earnings margin) is calculated by divid-
ing the gross profit (i.e., net sales minus cost of goods sold) by the venture’s net sales or
revenues. For 2010, MPC’s gross profit margin was:

Net Sales — Cost of Goods Sold
Net Sales

Gross Profit Margin =

195,000

"~ 575,000
= 0.3391, 0r 33.91%

MPC spends about 66 percent of its sales covering costs of production. This 34 per-
cent gross profit margin, in turn, must be adequate to cover all other expenses if the
venture is to be profitable.

Operating Profit Margin

The operating profit margin is calculated by dividing the venture’s operating income,
measured as the earnings before interest and taxes (EBIT), by the venture’s net sales.
MPC’s operating profit margin for 2010 was:

EBIT

Net Sales
47,000

575,000

= 0.0817, 0r 8.17%

Operating Profit Margin

Thus, MPC earned a little more than 8 percent operating profit margin on its sales
after covering production and other operating costs. If a venture can also cover financing
costs (primarily interest expenses) and pay the tax bill, it will experience a net profit.

Net Profit Margin

The 2010 bottom line for MPC’s owners is whether MPC made a profit after all expenses
have been taken into account. As a venture matures, a net income or net profit is an
increasingly critical source of financing. Remember that net income is the first source
of cash found in the statement of cash flows. MPC’s 2010 net profit margin was:

Net Income

Net Sales
19,000

575,000

= 0.0330, or 3.30%

Net Profit Margin =

Thus, MPC averaged earnings of a little more than $0.03 on each dollar of sales.

NOPAT Margin

Directly comparing bottom lines between two ventures with different amounts of finan-
cial leverage can lead to tax-related distortions in relative performance. The tax deduct-
ibility of interest creates an interest tax shield equal to the tax rate times the interest
payment. This part of profit is merely a government gift for using debt instead of equity.
One approach to level the playing field is to find the profit each firm would have had in
the absence of financial leverage—that is, after restating taxes to what they would be if
interest were not tax deductible. This is commonly referred to as NOPAT, which is
net operating profit after taxes measured as EBIT times one minus the firm’s tax rate.

14 We have been careful to use the phrase “create more revenues from a product” to emphasize the indirect revenues
that come with product sales, which by themselves may be at a loss. Many computer software products are given
away for free but lead directly to revenue generation otherwise.
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Dividing a firm’s NOPAT by its sales results in a NOPAT margin profitability measure.
MPC’s NOPAT margin for 2010 was:

EBIT(1 — Tax Rate)
Net Sales

47,000(1 — 0.30)
575,000

= 0.0572,0r5.72%

NOPAT Margin =

If one is interested in operating performance in the absence of financial leveraging,
MPC’s NOPAT margin of 5.72 percent may be a better ratio to compare with other ven-
tures taking different approaches to the use of financial leverage.

Efficiency and Return Measures

Sales-to-Total-Assets Ratio

Ideally, it would be great for MPC to be able to generate revenues without having to in-
vest in any assets. Growth would be uninhibited, and financing needs would be trivial.
Unfortunately, such firms are few and far between, irrespective of what the latest info-
mercial tells you. Running a business with no money down is rare. It is far easier to
think of examples of industries that require massive asset deployments before generating
a single dollar of revenue. An electric utility company undertakes phenomenal invest-
ments in assets to generate the first dollar of revenue. Nuclear energy production is per-
haps one of the most extreme examples of the lag between cash outlay and revenues.
There are industries that do not require large investments in assets; a travel agency is a
good example. Unfortunately, the travel agency industry, because of low required asset
investment, is wide open to other newcomers. Large required asset investments are a
blessing and a curse. The same thing that makes it difficult for you to enter prohibits
others from entering. Ultimately, for a given industry, the objective is to use assets as
efficiently as possible within the range of discretion provided by the industry.

The sales-to-total-assets ratio is calculated as net sales or revenues divided by average
total assets. It is particularly important to use average assets because growing ventures
can add significantly to the asset base in a period, and if not taken into account, this
will distort the apparent efficiency of asset utilization. MPC’s sales-to-total-assets (asset
turnover or intensity) ratio for 2010 was:

Net Sales
Average Total Assets
B 575,000
"~ (446,000 + 343,000 /2
= 1.458 times

MPC was able to create 2010 sales of about 1.5 times the asset base.

Some analysts also calculate a number of efficiency ratios (something over net sales)
for specific current assets, including receivables and inventories. We have chosen to mea-
sure the efficient use of receivables and inventories within the context of the C* discussed
earlier. Because cash production and depletion is the key to a new venture’s survival, we
believe it is best to examine the efficient use of receivables in that context. Note that the
sale-to-cash conversion period can easily be interpreted as a measure of the efficiency of
receivables in generating sales.

Sales-to-Total-Assets Ratio =

Operating Return on Assets

Every venture must be able to generate profits from operations if it is to survive. Previ-
ously, we calculated the operating profit margin as EBIT divided by net sales to measure
the venture’s profitability from operations (before financing costs and tax payments). We
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can also calculate the operating return on average assets, which is sometimes called the
venture’s basic earning power. The MPC calculation for 2010 is:

EBIT
Average Total Assets
47,000
(446,000 + 343,000)/2
= 0.1191, 0r 11.91%

Operating Return on Assets

MPC earned nearly 12 percent on the average assets outstanding in 2010. The higher
the venture’s basic earning power, the more easily it can cover interest expenses, pay its
taxes, and produce profits for its owners.

It is important to note that the owners of the venture benefit from the use of borrowed
funds as long as the effective interest rate is less than the venture’s operating return on
assets. For example, MPC’s interest costs in 2010 were $20,000. Average short-term debt
was $77,000 [($110,000 + $44,000)/2], and average long-term debt was $85,000 [($80,000
+ $90,000)/2], for total average interest-bearing debt of $162,000. This gives an average
effective interest rate of 12.35 percent ($20,000/$162,000). Because this rate was higher
than the venture’s basic earning power, the owners of the venture were worse off because
they used debt to increase their scale when their earning power didn’t even cover the in-
creased debt costs. MPC’s resulting net profit margin was only 3.30 percent.

Return on Assets (ROA)

A third ratio combining data from the income statement and the balance sheet relates
net income to average assets. This ratio has the useful property that it can be treated as
the product of net profit margin and sales to total assets. The direct calculation of ROA
is net profit divided by average total assets. MPC’s 2010 ROA was:

Net Income
Average Total Assets
B 19,000
(446,000 + 343,000) /2
0.048, or 4.8%

Return on Assets =

MPC earned a little less than 5 percent on its asset base in 2010.
ROA model Rather than calculate the ROA directly, we can indirectly calculate the ratio using the
---------------------------- ROA model, where ROA decomposes into the product of the net profit margin and the

the decomposition of ROA sales-to-total-assets ratio:
into the product of the net

profit margin and the sales- Return on Assets — Net Income % Net Sales
to-total-assets ratio Net Sales ~ Average Total Assets
19,000 575,000

575,000 * (446,000 + 343,000),2
— 0.0330 x 1.458 = 0.048

The advantage of this breakout is that it simultaneously presents the venture’s ROA as
the joint outcome of two distinct aspects of the venture’s operations—the ability to create
sales from assets and the ability to carve a profit out of those sales.

Return on Equity (ROE)

Ultimately, the entrepreneur and other equity investors are interested in the rate of return
they have earned on their investment. At this time, we calculate single-period returns using
accounting information.'® For a venture organized as a corporation, owners’ equity often is

15 When we examine a venture's market value in later chapters, we will calculate periodic market rates of return that
may or may not resemble accounting rates of return.
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referred to as shareholders’ equity, which may comprise a common stock account and
accumulated retention of profits account referred to as retained earnings.

The return on owners’ equity is calculated as the net income or profit divided by the
average owners’ equity. The MPC calculation for 2010 is:

Net Income
Average Owners' Equity
B 19,000
~ (162,000 + 143,000)/2
0.1246, or 12.46%

Return on Equity =

MPC earned a return of about 12.5 percent on its 2010 average equity investment.
Notice that the ROE is larger than the ROA. With the use of debt, the venture can
purchase more assets than it could with equity alone. Any additional return on these as-
sets enhances the total return and improves the ROE. Similarly, any losses on these ad-
ditional assets decrease the total return and harm the ROE. This is the basic magnifier
effect of financial leverage. Good returns are better. Bad returns are worse. The ratio of
ROE to ROA gives the equity multiplier view of financial leverage. For MPC in 2010, the
equity multiplier was 0.1246/0.0482, or 2.59 times. A useful relationship between the
ROE model ROA model and a related ROE model, in which ROE decomposes into the product of
net profit margin, sales-to-total-assets ratio, and the equity multiplier, is:

the decomposition of ROE

into the product of the net ROE = Net Profit Margin x Asset Turnover x Equity Multiplier
profit margin, the sales- ‘ ROA |

to-total-assets ratio, and the

equity multiplier Using the previously calculated ratios for MPC for 2010, we have:

ROE = 3.3% x 1.46 x 2.59 = 12.5%

Interpreting Changes in Profitability and Efficiency

Table 5.7 shows a comparison of several profitability and efficiency ratios for MPC for
2009 and 2010. All profitability measures declined between the two years. The gross
profit margin declined from about 35 percent to about 34 percent, indicating that
MPC’s cost of production increased 1 percent from 65 to 66 percent.

The operating profit margin declined sharply from about 9.6 percent to 8.2 percent,
indicating that some or all of the operating expenses (administrative, marketing, and

TABLE 5.7 MPC’S PROFITABILITY, EFFICIENCY, AND RETURN MEASURES

INDICATED IMPACT ON

RATIO 2009 2010 PROFITABILITY/EFFICIENCY
Gross profit margin 34.93% 33.91% Lower
Operating profit margin 9.59% 8.17% Lower
Net profit margin 4.79% 3.30% Lower
NOPAT margin 6.71% 5.72% Lower
Sales to total assets 1.327 1.458 Higher
Operating ROA 12.73% 11.91% Lower
ROA 6.36% 4.82% Lower
Return on owners’ equity 15.85% 12.46% Lower
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research and development) increased more quickly than sales. We can examine this lapse
in greater detail by considering each expense as a percent of sales and comparing it to
2009 levels. MPC’s operating expenses as a percent of sales in both years were:

Percent of Sales

2009 2010
Administrative expenses 103 113
Marketing expenses 7.3 6.8
Research and development 46 47
Total 222 228

Thus, in addition to the increase in the cost of goods sold as a percent of sales (re-
flected in a decreased gross profit margin), the overall operating profit margin suffered
from an additional increase in administrative expenses as a percent of sales. The margin
decline would have been even more dramatic except for a decline in marketing expenses
(as a percent of sales).

On the positive side, MPC’s sales to total assets ratio increased in 2010 from 1.33 to
1.46. However, the decline in the net profit margin, from about 4.8 percent to 3.3 per-
cent, more than offset the improvement in utilization of assets, causing the ROA to drop
from 6.4 percent to 4.8 percent. The increase in financial leverage, reflected in the in-
creased equity multiplier, was not enough to prevent a decline in MPC’s ROE (from
15.9 percent to 12.5 percent).

40T 57
INDUSTRY COMPARABLE RATIO ANALYSIS

Up to this point, we have stressed the use of trend analysis to examine and monitor the
financial health of new and growing ventures. Table 5.8 shows selected average ratios for
existing firms operating in MPC’s industry. As previously indicated, industry data are
sometimes difficult to find and may be incomplete. This is particularly true for new indus-
tries, where we often find intense entrepreneurial activity. For MPC, however, we have in-
dustry data; MPC compares poorly with the industry averages for 2009 and 2010.

We showed earlier that cash burn rates could be calculated directly from the income
statement, balance sheet, and statement of cash flows. To provide comparables on burn
rate, we would need to find those statements for competitors in the industry. For the other
standard financial ratios, finding comparable data is usually less difficult because industry
associations and accounting firms frequently track the standard ratios. Table 5.8 presents
C’ data for MPC’s industry. MPC takes an average of nearly thirteen days longer to com-
plete inventory-to-sale conversions. MPC’s sale-to-cash conversion period is about two
days slower than the industry average. MPC took more than two days longer than the in-
dustry average to pay for its purchases.

MPC’s total-debt-to-total-assets ratio is a little higher than the industry average of 60
percent. Consistent with this, the venture’s interest coverage is below the industry aver-
age. Profitability ratios indicate that MPC was underperforming relative to the industry
average for 2010. MPC’s apparently higher cost of production and other expenses led to
an operating profit margin significantly below the industry average of 10 percent.

Lower profits from operations and a lower utilization of assets (as reflected in the sales
to total assets ratio and C’) contribute to the relatively lower ROA for MPC. MPC’s return
on equity lagged behind the average return to owners of other firms in the industry.
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TABLE 5.8 MPC INDUSTRY COMPARABLES ANALYSIS

2010 INDUS- COMPARISON WITH
2010 TRY AVERAGE INDUSTRY

Liquidity Ratios
Current ratio 1.37 1.80 Lower
Quick ratio 0.62 0.80 Lower
Conversion Period Ratios
Inventory-to-sale

conversion period 112.9 days 100.0 days Higher +12.9 days
Sale-to-cash
conversion period 57.1 days 55.0 days Higher +12.9 days
Purchase-to-payment
conversion period 76.8 days 74.1 days Higher +12.9 days
c 93.2 days 80.9 days Higher +12.9 days
Leverage Ratios
Total debt to total assets 61.3% 60.0% Higher
Interest coverage 3.20 400 Lower
Profitability Ratios
Gross profit margin 33.91% 35.00% Lower
Operating profit margin 8.17% 10.00% Lower
Net profit margin 3.30% 4.50% Lower
NOPAT margin 5.72% 6.00% Lower
Efficiency and Return Ratios
Sales to total assets 1.458 1.500 Lower
Operating ROA 11.91% 15.00% Lower
ROA 4.82% 6.30% Lower
Return on equity 12.46% 15.00% Lower

CONCEPT CHECK % How are comparable industry data used, and what are some of the possible problems that can occur when using
this approach to ratio analysis?

| SECTION X
A HITCHHIKER’S GUIDE TO FINANCIAL ANALYSIS

Fortunately, or unfortunately as the case may be, familiarity with financial ratios pays. As a
venture matures, ratios become an increasingly important platform for communicating
with outsiders. Public companies have no choice but to be concerned with the ratios that
are important to equity analysts, bond-rating firms, and banks. Restrictive bond covenants
frequently are stated in terms of financial ratios. Anyone who has applied for a mortgage
or car loan knows that debt ratios are central to the process of creating a personal credit
profile. Ratios are here to stay. As with many other aspects of entrepreneurial finance, it is
best to buckle up early in the venture’s life and prepare for the ride ahead. Make peace (or,
better yet, an alliance) with financial ratio analysis and you won’t regret it.
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It is not feasible to introduce all of the ways financial ratios can be combined and
analyzed. With n accounts presented on financial statements, there are n> — n ratios
that can be built by dividing one account balance by another. If we allow the sums of
subsets of account balances to be divided by sums of other subsets, the number rises to
(2")? - 2".'° You can easily create a previously unknown financial ratio and name it after
yourself. This will be much less difficult than finding a new star or planet. The hard part
will be convincing the rest of the world that the ratio is useful in diagnosing a venture’s
problems and predicting its future.

You may find the sheer proliferation of measures frustrating. Automobiles have only a
few controls and gauges. Sometimes it feels as if financial ratio analysis more closely re-
sembles the cockpit controls of a Boeing 747. You may wonder how we settled on a set
of ratios to include. After all, knowing which ratios are in vogue with venture investors
could be important. Ratio fashion consciousness, however, is not an important goal for
most entrepreneurs.'”Answers to the questions suggested by thoughtful ratio analysis are
far more important. Therein lies most, if not all, of the value that ratio analysis offers
new and growing ventures. Whatever the controls and gauges you ultimately decide to
use, some general warnings are in order.

Although we have spent a substantial amount of time discussing the role of financial
ratios in monitoring and evaluating venture performance, care must be taken when con-
structing ratio-oriented views of a growing venture. Entrepreneurs may own more than
one venture and move assets back and forth between ventures. Accounting procedures
may be nonstandard, incorrect, or even nonexistent.'® Even with properly structured ac-
counting, a venture may, in aggressively avoiding taxes, structure business flows in a way
that makes traditional trend or industry-comparable analysis difficult. Besides, some of
the most important assets (knowledge, experience, creativity, and existing business rela-
tionships) are not recorded anywhere. Financial ratios, at best, indirectly reflect the value
contributed by such assets.

Industry comparisons can be misleading for a number of reasons. Of particular con-
cern for a new venture in an old industry is the difference in firm age. A smaller, rapidly
growing venture might benefit by not emulating large, mature firms. Rather than using
industry averages, it might be better to compare the young venture against other young
ventures in the same or a related industry. When comparing ratios, one also should be
careful to ensure that ratios are calculated the same way for the venture and its compa-
rable firms. Using other firms’ data as benchmarks for venture performance is still a
good idea, even when the match is not perfect. The questions that arise when the venture
departs markedly from benchmark firms are usually worth addressing.

Seasonal factors can distort ratio comparisons. If a firm sells a large proportion of its
products during the year-end holiday season, it is important to make comparisons at the
same point in time each year. When comparing fiscal-year data against industry
averages, it is usually better to consider benchmark firms with the same fiscal year. For
example, if industry data are based on fiscal years ending in March and a venture’s fiscal
year ends in December, seasonal sales patterns may distort comparisons across firms.

Although standard accounting procedures eliminate a great deal of discretion in prepar-
ing financial statements, firms still have some financial reporting choices. While invento-
ries are typically recorded at cost, there are cases when market values are used. Firms also
may differ in terms of off-the-balance-sheet financing through the use of operating leases.
16 1 =30, we have /7 - n =870 and (2 - 2" = 1.153 x 10'°.

17 It is also not high on finance professors priority lists. Nonetheless, it is amazing how much devotion specific ratios
receive.

18 Imagine confusing a speedometer with a fuel gauge.
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They may differ substantially in how they repay principal on long-term debt. Inflation
tends to complicate long-term trend analysis because of the heavy emphasis traditional fi-
nancial statements place on historical costs. For real estate holdings (buildings and land)
and inventory, current and historical values can differ substantially.

One should avoid looking at only one or two ratios. A full set of ratios viewed in con-
cert will provide a more complete view of the venture. It is always possible that the ven-
ture or comparable firms are “window dressing” one or two ratios; a firm wishing to
improve its current and quick ratios could borrow long term (for longer than one year)
and hold the proceeds in cash and marketable securities. The result would be improved
liquidity ratios. However, if we examine leverage ratios, it will be immediately obvious
that the firm has created this liquidity by shifting into longer-term debt.

One must be cautious in stating whether a specific ratio is good or bad. “Goodness” is
frequently a matter of perspective or strategy. Having a high current ratio indicates li-
quidity that implies a low probability of financial distress or bankruptcy. However, the
high current ratio may reflect a high accounts receivable balance and collection difficulty.
It also could reflect an inability to secure trade credit. In any case, while creditors might
like a high current ratio, the venture may be incurring high financing costs to support
investments in inventories and accounts receivable. Whether this is good or bad depends
on where you’re sitting and how the situation relates to the venture’s strategy. With
proper care, ratio analysis can provide important gauges for monitoring whether the
venture needs to apply the brake or the accelerator.'” Differences in ratios over time, or
apparent weakness relative to competitors, can suggest important questions about a ven-
ture’s vitality and viability. While you may begin as a hitchhiker on the ratios, we (or
others) suggest that ultimately you need to develop and monitor ratios that are meaning-
ful for your specific venture.

CONCEPT CHECK  x \What are some of the concems or cautions that need to be considered when conducting ratio analysis?

SUMMARY

This chapter covered the use of ratio analysis to monitor interpret the impact of ratios using trend and industry
the progress of an entrepreneurial venture. We exam- comparables analysis of a venture’s operating and finan-
ined four ratio categories: cash burn and liquidity ratios, cial performance. We concluded with warnings to keep
conversion period ratios, leverage ratios, and profitabil- in mind when constructing and interpreting a ratio pro-
ity and efficiency ratios. We also discussed how to file of new and growing ventures.

KEY TERMS

cash build cross-sectional analysis leverage ratios

cash build rate financial ratios liquid assets

cash burn industry comparables liquidity ratios

cash burn rate analysis loan principal amount
cash conversion cycle (C?) interest net cash burn
conversion period ratios interest tax shield net cash burn rate

19 By way of extending the analogy, note that some cars add “idiot lights” in case the driver misses the signals being
communicated by gauges. While there may not be a perfect example of a venture idiot light, there are some bankers
and venture capitalists who could suggest a few.
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net working capital

(NWC) efficiency ratios
NOPAT ROA model
operating cycle ROE model

profitability and

DISCUSSION QUESTIONS

1.

10.

Describe the types of financial ratios and other fi-
nancial performance measures that are used during
a venture’s successful life cycle. Who are the users of
financial performance measures?

. What are financial ratios and why are they useful?
. What are the three types of comparisons that can be

made when conducting ratio analyses?

. What are the meanings of the terms “cash build”

and “cash burn”? How do we calculate net cash
burn rates?

. How is the current ratio calculated and what does it

measure? How does the quick ratio differ from the
current ratio?

. Describe how a firm’s net working capital (NWC) is

measured and how the NWC-to-total-assets ratio is
calculated. What does this ratio measure?

. What is meant by a venture’s operating cycle? Also,

describe the cash conversion cycle (C3).

. What are the three components of the C*? How is

each component calculated?

. Briefly explain how changes in the conversion times

of the components of the C* can be interpreted.
What is the meaning of leverage ratios? What ratios
are used for relating total debt to a venture’s assets
and/or its equity?

INTERNET ACTIVITIES

1.
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Go to the Hoover’s business online Web site at

http://www.hoovers.com and click on “Companies

A-Z. Identify a firm such as Google, Inc. (ticker

symbol: GOOG) or Applebee’s International, Inc.

(ticker symbol: APPB).

A. Obtain the most recent three years of income state-
ments and balance sheets. Analyze the changes in
operating and financial performance, if any, by ap-
plying the ratio analyses covered in this chapter.

11.

13.

14.

15.

16.

17.

18.

sinking-fund payments
trend analysis

What is the importance of the relationship between
a venture’s current liabilities and its total debt?

. Describe the two types of coverage ratios that are

typically calculated when trying to assess a venture’s
ability to meet its interest payments and other
financing-related obligations.

What are four measures used to indicate how effi-
cient the venture is in generating profits on its sales?
Describe how each measure is calculated.

Identify and describe four efficiency/return ratios
that combine data from both the income statement
and the balance sheet.

Identify and describe the two components of the
ROA model both in terms of what financial dimen-
sions they measure and how they are calculated.
What are the three ratio components of the ROE
model? How is each calculated and what financial
dimensions do they measure?

Indicate some of the concerns or cautions that need
to be considered when conducting ratio analysis.
From the Headlines—Ecosphere: You have been re-
tained as a consultant for Ecosphere and tasked
with assessing the financial viability of their com-
mercial ventures. What types of financial ratios
would you enlist in your report to Ecosphere?

B. Estimate the length of the cash conversion cycle
(C?) over the two most recent years of available
data. What changes have occurred, if any?

C. Identify the industry that the firm being studied
resides in and the major competitors. Obtain
financial statement information for one or
more competitors and conduct a ratio analysis
of each competitor analyzed.

EXERCISES/PROBLEMS

Note: For readers who were introduced to financial statements for the first time in
Chapter 4, you may want to work the “Supplemental Exercises/Problems” presented at
the end of Chapters 1, 2, and 3, which were intended for readers who had a previous
understanding of financial statements.


http://www.hoovers.com
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1. [ROA and ROE Models and Ratio Components] The Salza Technology Corporation
successfully increased its “top line” sales from $375,000 in 2009 to $450,000 in
2010. Net income also increased as did the venture’s total assets. You have been
asked to compare the financial performance between the two years.

SALZA TECHNOLOGY CORPORATION ANNUAL INCOME STATEMENTS
(IN $ THOUSANDS)

2009 2010
Net sales $375 $450
Less: Cost of goods sold =225 =210
Gross profit 150 180
Less: Operating expenses -46 -46
Less: Depreciation -25 -30
Less: Interest _ 4 _ 4
Income before taxes 75 100
Less: Income taxes 20 =30
Net income $55 $70
Cash dividends 17 20

BALANCE SHEETS AS OF DECEMBER 31 (IN $ THOUSANDS)

2009 2010

Cash $39 $ 16
Accounts receivable 50 80
Inventories 151 204
Total current assets 240 300
Gross fixed assets 200 290
Less accumulated depreciation 95 -125
Net fixed assets 105 165
Total assets §$345 $465
Accounts payable $ 30 $ 45
Bank loan 20 27
Accrued liabilities 10 23
Total current liabilities 60 95
Long-term debt 15 15
Common stock 85 120
Retained earnings 185 235
Total liabilities and equity §$345 $465

A. Calculate the net profit margin and the sales-to-total-assets ratio for Salza for
2010 using average total assets. Also calculate the return on total assets in 2010
using average total assets.

B. Calculate the ratios in the ROA model for both 2009 and 2010 using year-end
total assets. Comment on any financial ratio differences.

C. Expand the 2010 ROA model discussed in Part A into an ROE model that in-
cludes financial leverage as measured by the equity multiplier. Use average own-
ers’ or stockholders’ equity in your calculation.

D. Expand the 2009 and 2010 ROA model calculations in Part B into ROE models
based on year-end owners’ or stockholders’ equity amounts.

2. [Liquidity and Financial Leverage Ratios] Refer to the Salza Technology Corporation

in Problem 1.

A. Using average balance sheet account data, calculate the (a) current ratio,
(b) quick ratio, (c) total-debt-to-total-assets ratio, and (d) the interest coverage
ratio for 2010.
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B. Repeat the ratio calculations requested in Part A separately for 2009 and 2010
using year-end balance sheet account data. What changes, if any, have occurred
in terms of liquidity and financial leverage?

3. [Financial Statements and Ratios] Bike-With-Us Corporation, a specialty bicycle parts
replacement venture, was started last year by two former professional bicycle riders
who had substantial competitive racing experience, including the Tour de France.
The two entrepreneurs borrowed $50,000 from members of their families, and each
put up $30,000 in equity capital. Retail space was rented, and $60,000 was spent for
fixtures and store equipment. Following is the abbreviated income statement and bal-
ance sheet information for the Bike-With-Us Corporation after one year of operation.

BIKE-WITH-US CORPORATION INCOME STATEMENT

Sales $325,000
Operating costs 285,000
Depreciation 10,000
Interest 5,000
Taxes 6,000
Cash $1,000
Receivables 30,000
Inventories 50,000
Fixed assets, net 50,000
Payables 11,000
Accruals 10,000
Long-term loan 50,000
Stockholders” equity 60,000

A. Prepare an income statement and a balance sheet for the Bike-With-Us Corpora-
tion using only the information provided above.
B. Calculate the current ratio, quick ratio, and NWC-to-total-assets ratio.
C. Calculate the total-debt-to-total-assets ratio, debt-to-equity ratio, and interest
coverage.
D. Calculate the net profit margin, sales-to-total-assets ratio, and the return on
assets.
E. Calculate the equity multiplier. Combine this calculation with the calculations in
Part D to show the ROE model with its three components.
4. [Financial Ratios] Use the financial statement data for the Bike-With-Us Corpora-
tion provided in Problem 3 to make the following calculations:
A. Calculate the operating return on assets.
B. Determine the effective interest rate paid on the long-term debt.
C. Calculate the NOPAT margin. How does this compare with the results for the net
profit margin? Did the owners benefit from the use of interest-bearing long-term debt?
5. [Cash Burn and Build] Following are two years of income statements and balance
sheets for the Munich Exports Corporation.

MUNICH EXPORTS CORPORATION

BALANCE SHEET 2009 2010
Cash $ 50,000 $ 50,000
Accounts receivable 200,000 300,000
Inventories 450,000 570,000
Total current assets 700,000 920,000
Fixed assets, net 300,000 380,000
Total assets $1,000,000 $1,300,000
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BALANCE SHEET 2009 2010
Accounts payable $ 130,000 $ 180,000
Accruals 50,000 70,000
Bank loan 90,000 90,000
Total current liabilities 270,000 340,000
Long-term debt 400,000 550,000
Common stock ($0.05 par) 50,000 50,000
Additional paid-in-capital 200,000 200,000
Retained earnings 80,000 160,000
Total liabilities and equity $1,000,000 $1.300,000
2009 2010
Income Statement
Net sales $1,300,000 $1,600,000
Cost of goods sold 780,000 960,000
Gross profit 520,000 640,000
Marketing 130,000 160,000
General and administrative 150,000 150,000
Depreciation 40,000 55,000
EBIT 200,000 275,000
Interest 45,000 55,000
Eamings before taxes 155,000 220,000
Income taxes (40% rate) 62,000 88,000
Net income § 93,000 $ 132,000

A. Calculate the cash build, cash burn, and net cash burn or build for Munich Ex-
ports in 2010.

B. Assume that 2011 will be a repeat of 2010. If your answer in Part A resulted in a
net cash burn position, calculate the net cash burn monthly rate and indicate the
number of months remaining “until out of cash.” If your answer in Part A re-
sulted in a net cash build position, calculate the net cash build monthly rate
and indicate the expected cash balance at the end of 2011.

6. [Cash Conversion Cycle] Two years of financial statement data for the Munich Ex-
port Corporation are shown in Problem 5.

A. Calculate the inventory-to-sale, sale-to-cash, and purchase-to-payment conver-
sion periods for Munich Exports for 2010.

B. Calculate the length of Munich Exports’ cash conversion cycle for 2010.

7. [Liquidity Ratios and Cash Burn or Build] The Castillo Products Company was
started in 2008. The company manufactures components for personal digital assis-
tant (PDA) products and for other handheld electronic products. A difficult operat-
ing year, 2009, was followed by a profitable 2010. However, the founders (Cindy and
Rob Castillo) are still concerned about the venture’s liquidity position and the
amount of cash being used to operate the firm. Following are income statements
and balance sheets for the Castillo Products Company for 2009 and 2010.

CASTILLO PRODUCTS COMPANY

INCOME STATEMENT 2009 2010
Net sales $900,000 $1,500,000
Cost of goods sold 540,000 900,000
Gross profit 360,000 600,000
Marketing 90,000 150,000
General and administrative 250,000 250,000
Depreciation 40,000 40,000
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INCOME STATEMENT 2009 2010
EBIT -20,000 160,000
Interest 45,000 60,000
Earnings before taxes -65,000 100,000
Income taxes 0 25,000
Net income (loss) -$65,000 $ 75,000
2009 2010
Balance Sheet
Cash $ 50,000 $ 20,000
Accounts receivable 200,000 280,000
Inventories 400,000 500,000
Total current assets 650,000 800,000
Gross fixed assets 450,000 540,000
Accumulated depreciation -100,000 -140,000
Net fixed assets 350,000 400,000
Total assets $1,000,000 $1,200,000
Accounts payable $ 130,000 $ 160,000
Accruals 50,000 70,000
Bank loan 90,000 100,000
Total current liabilities 270,000 330,000
Long-term debt 300,000 400,000
Common stock (0.05 par) 150,000 150,000
Additional paid-in-capital 200,000 200,000
Retained earnings 80,000 120,000
Total liabilities and equity $1,000,000 $1,200,000

A. Use year-end data to calculate the current ratio, the quick ratio, and the NWC-
to-total-assets ratio for 2009 and 2010 for Castillo Products. What changes occurred?

B. Use Castillo Products’ complete income statement data and the changes in balance
sheet items between 2009 and 2010 to determine the firm’s cash build and cash burn
for 2010. Did Castillo Products have a net cash build or a net cash burn for 2010?

C. Convert the annual cash build and cash burn amounts calculated in Part B to
monthly cash build and cash burn rates. Also indicate the amount of the net
monthly cash build or cash burn rate.

8. [Cash Conversion Cycle] Castillo Products Company, described in Problem 7, im-
proved its operations from a net loss in 2009 to a net profit in 2010. While the foun-
ders, Cindy and Rob Castillo, are happy about these developments, they are
concerned about how long the firm took to complete its cash conversion cycle in
2010. Use the financial statements from Problem 7 to make your calculations. Bal-
ance sheet items should reflect the averages of the 2009 and 2010 accounts.

A. Calculate the inventory-to-sale conversion period for 2010.

B. Calculate the sale-to-cash conversion period for 2010.

C. Calculate the purchase-to-payment conversion period for 2010.

D. Determine the length of Castillo Products’ cash conversion cycle for 2010.

9. [ROA Model and Expenses Related to Sales] Use the financial statement data for Cas-
tillo Products presented in Problem 7.

A. Calculate the net profit margin in 2009 and 2010 and the sales-to-total-assets ra-
tio using year-end data for each of the two years.

B. Use your calculations from Part A to determine the rate of return on assets in
each of the two years for Castillo Products.

C. Calculate the percentage growth in net sales from 2009 to 2010. Compare this
with the percentage change in total assets for the same period.
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D. Express each expense item as a percentage of net sales for both 2009 and 2010.
Describe what happened that allowed Castillo Products to move from a loss to a
profit between the two years.

10. [Cash Conversion Cycle] Safety-First, Inc., makes portable ladders that can be used to
exit second-floor levels of homes in the event of fire. Each ladder consists of fire-
resistant rope and high-strength plastic steps. A lightweight fire-resistant cape with
a smoke filter is included with the Safety-First ladder. Each ladder and cape, when
not in use, is rolled up and stored in a pouch the size of a backpack and can easily
be taken on trips and vacations.

Jan Smithson founded Safety-First after graduating from a private liberal arts
college in the Northwest three years ago. After struggling for the first year, the
venture seemed to be growing and producing profits. Following are the two most
recent years of financial statements, expressed in thousands of dollars, for Safety-
First, Inc.

SAFETY-FIRST, INC. INCOME STATEMENTS (IN $ THOUSANDS)

2009 2010
Net sales $3,750 $4,500
Cost of goods sold 2,250 2,700
Gross profit 1,500 1,800
Operating expenses 670 860
Interest _ 30 __ 4
Income before taxes 800 900
Income taxes _ 250 _ 300
Net income $ 550 600

BALANCE SHEETS (IN $ THOUSANDS)

2009 2010

Cash $ 400 $ 150
Accounts receivable 500 800
Inventories 1450 2,000
Total current assets 2,350 2,950
Gross fixed assets 2,000 2,800
Less accumulated depreciation _-950 -1,250
Net fixed assets 1,050 1,550
Total assets $3.400 $4,500
2009 2010

Accounts payable $ 300 $ 400
Bank loan 150 250
Accrued liabilities __100 150
Total current liabilities 550 800
Long-term debt 150 150
Common stock 850 1,100
Retained eamings 1,850 2450
Total liabilities and equity $3,400 $4 500

A. Using year-end data, calculate the inventory-to-sale conversion period, the sale-
to-cash conversion period, and the purchase-to-payment conversion period for
2007 and 2008.

B. Determine the cash conversion cycle for each year and discuss the changes that
took place, if any.
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11. [ROE Component Ratios and Model] Return to the financial statement data provided
in Problem 10 for Safety-First, Inc.

A. Calculate the net profit margin, the sales-to-total-assets ratio, and the equity
multiplier for both 2009 and 2010 using year-end (rather than average) balance
sheet data.

B. Use the results from Part A to calculate the venture’s return on equity in each
year.

C. Describe what happened in terms of the financial performance of Safety-First,
Inc., between 2009 and 2010.

12. [Profitability Ratios] Make use of the financial statement data provided in Problem

10 for Safety-First, Inc.

A. Calculate the operating profit margins and the NOPAT margins in 2009 and
2010 for Safety-First, Inc. What changes occurred?

B. Calculate the operating return on assets (or the venture’s basic earning power)
using year-end balance sheet information for both 2009 and 2010. Describe
what happened in terms of operating return performance.

C. Did the venture benefit from using interest-bearing debt in the form of bank
loans and long-term debt in 2009 and 2010?

MINI CASE
Scandi Home Furnishings, Inc.

Kaj Rasmussen founded Scandi Home Furnishings as a corporation during mid-2007. Sales during the first full year (2008) of opera-
tion reached $1.3 million. Sales increased by 15 percent in 2009 and another 20 percent in 2010. However, after increasing in 2009
over 2008, profits fell sharply in 2010, causing Kaj to wonder what was happening to his “pride-and-joy” business venture. After
all, Kaj worked as closely as possible to a 24/7 pace, beginning with the startup of Scandi and continuing through the first three
full years of operation.

Scandi Home Furnishings, located in eastern North Carolina, designs, manufactures, and sells Scandinavian-designed furniture
and accessories to home furnishings retailers. The modern Scandinavian design has a streamlined and uncluttered look. While this
furniture style is primarily associated with Denmark, both Norwegian and Swedish designers have contributed to the allure of Scan-
dinavian home furnishings. Some say that the inspiration for the Scandinavian design can be traced to the elegant curves of art
nouveau from which designers were able to produce aesthetically pleasing, structurally strong modern furniture. Danish furnishings
and the home furnishings produced by the other Scandinavian countries—Sweden, Norway, and Finland—are made using wood
(primarily oak, maple, and ash), aluminium, steel, and high-grade plastics.

Kaj grew up in Copenhagen, Denmark, and received an undergraduate degree from a technical university in Sweden. As is typi-
cal in Europe, Kaj began his business career as an apprentice at a major home furnishings manufacturer in Copenhagen. After
learning the trade, he quickly moved into a management position in the firm. However, after a few years, Kaj realized that what
he really wanted to do was to start and operate his own Scandinavian home furnishings business. At the same time, after travel-
ling throughout the world, he was sure that he wanted to be an entrepreneur in the United States. Kaj moved to the United States
in early 2007. With $140,000 of his personal assets and $210,000 from venture investors, he began operations in mid-2007. Kaj,
with a 40 percent ownership interest and industry-related management expertise, was allowed to operate the venture in a way
that he thought was best for Scandi. Four years later, Kaj is sure he did the right thing.

Following are the three years of income statements and balance sheets for Scandi Home Furnishings. Kaj felt that that he
would need to continue to expand sales to maintain a competitive advantage. After first concentrating on selling Scandinavian
home furnishings in the Northeast in 2008 and 2009, he decided to enter the West Coast market. An increase in expenses occurred
associated with identifying, contacting, and selling to home furnishings retailers in California, Oregon, and Washington. Kaj Ras-
mussen hopes that you can help him better understand what has been happening to Scandi Home Furnishings from both operating
and financial standpoints.
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Scandi Home Furnishings, Inc. (Continued)

SCANDI HOME FURNISHINGS, INC.

INCOME STATEMENTS 2008 2009 2010
Net sales $1.300,000 $1,500,000 $1,800,000
Cost of goods sold 780,000 900,000 1,260,000
Gross profit 520,000 600,000 540,000
Marketing 130,000 150,000 200,000
General and administrative 150,000 150,000 200,000
Depreciation 40,000 53,000 60,000
EBIT 200,000 247,000 80,000
Interest 45,000 57,000 70,000
Earnings before taxes 155,000 190,000 10,000
Income taxes (40%) 62,000 76,000 4,000
Net income $ 93,000 $§ 114,000 $ 6,000
Cash Dividends $ 0 $ 74,000 $0

SCANDI HOME FURNISHINGS, INC.

BALANCE SHEETS 2008 2009 2010
Cash § 50,000 $ 40,000 $ 10,000
Accounts receivable 200,000 260,000 360,000
Inventories 450,000 500,000 600,000
Total current assets 700,000 800,000 970,000
Fixed assets, net 300,000 400,000 500,000
Total assets $1,000,000 $1.200,000 $1,470,000
Accounts payable $ 130,000 $ 170,000 $ 180,000
Accruals 50,000 70,000 80,000
Bank loan 90,000 90,000 184,000
Total current liabilities 270,000 330,000 444,000
Long-term debt 300,000 400,000 550,000
Common stock™ 350,000 350,000 350,000
Retained earnings 80,000 120,000 126,000
Total liabilities and equity $1,000,000 $1,200,000 $1,470,000

*350,000 shares of common stock were issued to Kaj Rasmussen and the venture investors
when Scandi Home Furnishings was incorporated in mid-2007.

Part A
Your first challenge is to advise Kaj on what has been happening with Scandi Home Furnishings from a liquidity perspective.

A. Kaj was particularly concerned by the drop in cash from $50,000 in 2007 to $10,000 in 2010. Calculate the average current
ratio, the quick ratio, and the NWC-to-total-assets ratio for 20082009 and 2009-2010. What has happened to Scandi’s liquidity
position?

B. An analysis of the cash conversion cycle should also help Kaj understand what has been happening to the operations of
Scandi. Prepare an analysis of the average conversion periods for the three components of the cash conversion cycle for 2008—2009
and 2009-2010. Explain what has happened in terms of each component of the cycle.

C. Kaj should be interested in knowing whether Scandi has been building or burning cash. Compare the cash build, cash burn, and

the net cash build/burn positions for 2009 and 2010. What, if any, changes have occurred?
(continued on next page)
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Scandi Home Furnishings, Inc. (Continued)

Part B
Your second challenge is to advise Kaj on what has been happening to Scandi from a financial leverage, profitability, and efficiency
perspective.

D. Creditors, as well as management, are also concerned about the ability of the venture to meet its debt obligations as they come
due, the proportion of current liabilities to total debt, the availability of assets to meet debt obligations in the event of financial
distress, and the relative size of equity investments to debt levels. Calculate average ratios in each of these areas for the
2008-2009 and 2009-2010 periods. Interpret your results and explain what has happened to Scandi.

E. Of importance to Kaj and the venture investors is the efficiency of the operations of the venture. Several profit margin ratios re-
lating to the income statement are available to help analyze Scandi’s performance. Calculate average profit margin ratios for
2008-2009 and 2009-2010 and describe what is happening to the profitability of Scandi Home Furnishings.

F. Kaj and the venture investors are also interested in how efficiently Scandi is able to convert its equity investment, as well as
the venture's total assets, into sales. Calculate several ratios that combine data from the income statements and balance sheets
and compare what has happened between the 2008—2009 and 2009-2010 periods.

G. An ROA model consisting of the product of two ratios provides an overview of a venture's efficiency and profitability at the same time. An
ROE model consists of the product of three ratios and simultaneously shows an overview of a venture’s efficiency, profitability, and lever-
age performance. Calculate ROA and ROE models for the 2008—2009 and 2009-2010 periods. Provide an interpretation of your findings.

Part 3
Your third challenge is to advise Kaj on what has been happening to Scandi relative to financial developments in the home furnish-
ings industry.

H. Kaj has been able to obtain some industry ratio data from the home furnishings industry trade assaciation of which he is a
member. The industry association collects proprietary financial information from members of the association, compiles averages
to protect the proprietary nature of the information, and provides averages for use by individual trade association members. Over
the 2008-2009 and 2009-2010 periods, the inventory-to-sale conversion period has averaged 200 days, while the sale-to-cash
conversion period (days of sales outstanding) for the industry has averaged 60 days. How did Scandi’s operations compare with
these industry averages in terms of these two components of the cash conversion cycle?

|. Trade association data for the home furnishings industry show an average net profit margin of 6.5 percent, a sales-to-assets ra-
tio of 1.3 times, and a total-debt-to-total-assets ratio of 55 percent over the 2008-2009 and 2009-2010 periods. Compare and
contrast Scandi's results with the industry average in terms of the ROA and ROE models. Make sure you compare the compo-
nents of each model as well as the product of the components.
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CHAPTER

Financial Planning:
Short Term and Long
Term

PREVIOUSLY COVERED

In Chapter 5, we introduced financial ratios to measure an early-stage venture’s progress
and compare its success to other firms. We began with financial measures relating to a
venture’s cash position: burn rates, liquidity ratios, and the cash conversion cycle. We
identified ratios often considered by potential lenders and creditors, and discussed prof-
itability and efficiency measures tracked by entrepreneurs and venture investors.

LOOKING AHEAD

In Chapter 7, we describe how one obtains and pays for financial capital. We relate the
cost of debt to the stated interest rate for a loan or bond. We relate the cost of equity
to the dividends and capital gains investors expect to receive. We discuss how venture
capitalists calibrate the rates of return they apply to venture investments.

CHAPTER LEARNING OBJECTIVES

In this chapter, we focus on how the venture quantifies its vision of the future: projected
financial statements—short term and long term. The availability of cash drives an en-
trepreneurial venture. Inadequate cash constrains its ability to grow, is a primary cause
of financial distress, and can lead to bankruptcy even in the presence of accounting prof-
its. After introducing Part 3, we discuss cash budgeting. Preparing a cash budget and
projecting financial statements helps the entrepreneur anticipate cash shortfalls. After
completing this chapter, you will be able to:

. Construct a cash budget.

. Describe how projected statements of cash flows relate to cash budgets.

. Explain why projected statements of cash flows are important to the entrepreneur.

. Understand the concept of a sustainable sales growth rate.

. Understand the process of identifying the quantity and timing of additional funds
needed to support the venture’s sales forecasts.

. Connect sales growth rates to the amount and timing of additional funds needed.

7. Describe the percent-of-sales method for preparing financial plans.
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From the Headlines

Chipotle’s Sustainable Spice and Dice

With more than one thousand restaurants,
Denver-based Chipotle and its foil-wrapped
burritos are easily the leader in what has
become known as the “fast casual” (and
fastest growing) segment of the restaurant
industry. Its founder, Steve Ells, a long-time
advocate for what Chipotle promotes as
“Food with Integrity™,” was an early propo-
nent of serving high-quality, rapidly delivered
food crafted from naturally raised ingredi-
ents. More specifically,

the hallmarks of Food With Integrity in-
clude things like unprocessed, seasonal,
family-farmed, sustainable, nutritious,
naturally raised, added hormone free,
organic, and artisanal.”’

“Food With Integrity means working
back along the food chain. It means
going beyond distributors to discover
how the vegetables are grown, how
the pigs, cows, and chickens are raised,
where the best spices come from. We
learn how these factors affect the flavor
of the finished product. And what we
can do to improve it?

Chipotle buys all of its pork, all of its
chicken, and 60 percent of its beef from
such suppliers.> The Food With Integrity
ethic is so prevalent that Chipotle restau-
rants warn customers in the rare event that
the chicken supply is not from the usual
suppliers.* Chipotle serves more naturally
raised meat than any other restaurant.® The
scale of its commitment to naturally raised
meat products, and to local and organic pro-
duce, remains second to none.

A key challenge Chipotle had to overcome
was figuring out how to compete with ingre-

dients that were significantly more expensive
than less sustainably produced ones. The chal-
lenge proved to be an advantage. Indeed, the
Wall Street Journal noted that:

Denver-based Chipotle Mexican Grill
has arguably become the country’s
most successful fast food chain in
recent years by rejecting almost every
major technique on which the industry
was built. Not only does it not show
the product, it doesn't advertise on
television. It doesn't franchise. It has
some of the highest ingredient costs in
the industry. And its executives aren't
especially concemed that customers
wait as long as 10 minutes in lines
that routinely stretch out the door?

Chipotle is already operating a Yonge
Street location in Toronto and opened a Char-
ing Cross Road location in London on May 10,
20107 It has scouted sites in France and
Germany.® Chipotle takes location nomina-
tions via its Web site (http://www.chipotle.
com/#/flash/development), which lays out lo-
cation requirements and preferences. (Remem-
ber, however, that they don't franchise.)

Ells and Chipotle are frequently high-
lighted as examples of leaders in Corporate
Social Responsibility. Their energy-related
efforts include the use of solar power (75
restaurants planned for 2010°). They were
among the first to build a LEED-certified
and partially wind-powered restaurant (at
the location in Gurnee, IL, in 2008)."°

Steve Ells’s undergraduate degree was in
art history from the University of Colorado;
he is also an alumnus of the Culinary Institute
of America. His first restaurant was funded by
his father; the second was from cash flow; and

the third through an SBA loan. Subsequently,
his father invested $1.5 million more, and Ells
embarked on a year-long campaign to raise an
additional $1.8 million."" Much of this funding
came from friends and private investors. After
the first 14 restaurants, Ells took $360 million
from McDonald's, starting in 1998. Chipotle
was “carved out” of McDonalds in 2006 and
remains an independent, publicly traded com-
pany. Our favorite Ells entrepreneurial sound
bite: “If everybody's telling you that it's wrong,
maybe that's an indication that it's an original
idea.”" For Ells and Chipotle, serious business
includes the confidence to engage in a little

“foiling around” with traditional notions.

1 http://www.chipotle.com/#/flash/fwi_story (“What
It 1s"), viewed on 5/16/2010.

2 Ibid. ("Manifesto”)

3 http://phx.corporate-ir.net/phoenix.zhtml?c=194775&
p=irol-newsArticle&ID=1397825&highlight=,  visited
on 5/16/2010.

4 This is a personal observation of corporate prac-
tice at our local Boulder, CO Chipotle restaurant.

5 Ibid.

6 http://www.gazette.com/articles/chipotle-30103-
ells-food.html, Wall Street Journal reprint viewed
on 5/16/2010.

7 http://www.chipotle.com/#/flash/restaurants_
locations, viewed on 5/16/2010.

8  http://www.businesswire.com/portal/site/home/
permalink/?ndmViewld=news_view&new-
s/d=20100510006078&newsLang=en, viewed on
5/16/2010.

9 http://www.dailyfinance.com/story/company-news/
chipotle-rolls-out-rooftop-solar-plan-a-new-era-of-
green-fast-f/19203317/m, viewed on 5/16/2010.

10 http://findarticles.com/p/articles/mi_m3190/is_
40_42/ai_n30912071/, viewed on 5/16/2010.

11 http://online.wsj.com/article/SB1253195982361
19629.html, viewed on 5/16/2010.

12 Ibid.

inancial planning usually begins with a forecast of sales. For short-term financial

planning, monthly forecasts are customary. Although projecting monthly revenues

and cash flow is common for all ventures, it is especially critical for startups and
for ventures enduring their survival stages. For ventures at all stages, longer-term
financial planning involves three to five years of forecasts for annual levels of many
variables such as revenues, profits, and investments in property, plant, equipment, and
working capital.
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| SECTION [N/
FINANCIAL PLANNING THROUGHOUT

THE VENTURE'S LIFE CYCLE

If it sounds as though financial planning pervades all stages of a venture’s life cycle, then
our point is hitting home. Figure 6.1 displays the venture life cycle. Part 1 of this book
introduced useful financial measures and tools for screening and feasibility assessment
during a venture’s development stage. Part 2 focused on getting the venture organized

FIGURE 6.1 LIFE CYCLE APPROACH: VENTURE OPERATING AND FINANCIAL DECISIONS

DEVELOPMENT STAGE
Screen Business Ideas Continue
Prepare Business Plan
Obtain Seed Financing

Abandon/
Liquidate Regroup

Continue

STARTUP STAGE
Choose Organizational Form Continue
Prepare Initial Financial Statements
Obtain Startup Financing

Liquidate Regroup

Continue

SURVIVAL STAGE
Monitor Financial Performance Continue
Project Cash Needs
Obtain First-Round Financing

Liquidate Regroup RESTRUCTURE
Operations Restructuring
Asset Restructuring
Financial Restructuring

LIQUIDATE
—  Private Liquidation Liquidate
Legal Liquidation

Continue

RAPID-GROWTH STAGE
Create and Build Value

Obtain Additional Financing
Examine Exit Opportunities

GO PUBLIC Teryrs Harvest SELL
Initial Public OR
Offering (IPO) MERGE

Continue

Staged EARLY-MATURITY STAGE

Liquidation Manage Ongoing Operations Exit
Maintain and Add Value

Obtain Seasoned Financing
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and operating. During this stage, implementing a financial (accounting) system to mea-
sure and evaluate performance is crucial. Using that system to monitor cash burn rates,
liquidity ratios, and the cash conversion cycle is particularly important as the venture
moves from the startup stage through its survival stage.

Part 3 emphasizes relatively formalized forward-looking financial tools, the applica-
tion of which pervades all the life cycle stages: projected income statements, balance
sheets, and statements of cash flows.! Most new ventures project annual sales three to
five years into the future and prepare the related financial statements.” The horizon of
these forecasts usually takes the successful venture from startup, through survival, and
well into its rapid-growth stage. These annual projections provide valuable indicators of
the quantity and timing of required additional financing.

Long-range planning is of little value if the venture does not survive the short run. It is
equally important—if not more important—to construct short-term (one- to two-year)
forecasts of cash requirements. Entrepreneurs can break down annual sales projections
into monthly projections to consider the impact of any seasonality in sales. Other accounts
can be tied to the sales forecasts using the benchmark ratios taken from the venture’s (or
its industry’s) operating history. Short-term financial planning is critical during the sur-
vival stage because operations not yet turning a profit and the associated cash burn often
lead to a venture’s inability to pay its maturing liabilities. Short-term financial planning is
also very important during a venture’s rapid-growth stage—but for a different reason. Cash
shortages during this stage frequently derive from the lack of operating profits to fund the
investments in working capital and fixed assets necessary to continue on the growth trajec-
tory. While this is not the same type of dilemma that unprofitable early operations pose, it
is still a threat to a venture’s ability to achieve its projected share in its markets.

CONCEPT CHECK  x \Why is short-term financial planning important?

| SECTION ¥
SURVIVING IN THE SHORT RUN

Cash is the lifeblood of an entrepreneurial venture. Without sufficient cash, a venture dies.
Even ventures that survive can experience cash crunches that inflict mental and physical
trauma, often with lifelong consequences for the entrepreneur. While we cannot ensure
that reading this chapter (or any other one) will keep your venture from experiencing fi-
nancial distress, we do provide a framework for anticipating cash flow shortages. Knowing
that a crunch is coming gives you time to minimize, if not avoid, any associated trauma.
Short-term financial planning usually involves projecting monthly financial state-
ments and concentrating on a venture’s cash needs. Most initial business plans contain
monthly projected (pro forma) financial statements for at least one year, and sometimes
for two or more years. These short-horizon forecasts directly address whether a venture

1 Of course, successful ventures won't always have additional financing needs. While financing needs are highly likely
during the development, startup, survival, and early part of the rapid-growth stages, after ramping up to support rapid
growth in sales, the successful venture begins generating excess or free cash during the latter part of its rapid-
growth stage and throughout its maturity stage.

2 Industry ratio benchmark data are the basis of most forecasted individual accounts on the income statement and bal-
ance sheet. If the venture is creating a new industry, benchmark ratios are taken from industries perceived to be sim-
ilar in their operations. For a venture with an operating history, its historical ratios and account relationships are
typically used as benchmarks for new projections.
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is expected to generate—or otherwise obtain—the required cash to meet its coming ob-
ligations. Firms of all sizes, at all stages, wonder whether cash supply will meet cash de-
mand. With solid banking relationships and access to short-term lending markets, a
sophisticated Fortune 500 cash manager can assure that cash requirements are met pre-
cisely and that no dollar is left idle. By moving in and out of short-term lending arrange-
ments, the cash manager can hedge the cash flow impacts of predictable and unexpected
swings in a firm’s operations. For such firms, the joy of unexpected success, which al-
most invariably involves materials and labor outflows before collections, is not replaced
by the panic of a cash crunch.

Unfortunately, young and growing entrepreneurial ventures seldom, if ever, have ac-

early-stage ventures cess to these markets and cash management techniques. Consequently, for early-stage
firms in their development ven.tures in their development stage, startup stage, survival stage, or just entering their
stage, startup stage, survival rapid-growth stage, short-term planning is critical to surviving financially. A young
stage, or just entering their venture—restricted in its access to bank credit lines, limited in its access (if any) to
rapid-growth stage short-term lending markets, and faced with months of preparation and negotiation be-

fore the next financing round—can easily choke on its own success. For many new ven-
tures, getting from one cash injection to the next will be more challenging than
designing, developing, and manufacturing a new product.

One of the distinguishing features of entrepreneurial finance is that chronic cash re-
quirements tend to be treated with acute cash injections. Figure 6.2 graphically depicts a
jagged path for an entrepreneurial venture. In a very young venture, when there is fre-
quently no visible source of cash, a founder’s initial funds are conserved by changing
diet, losing sleep (working longer), and foregoing a salary. Cash conservation through
these and other measures makes the descent from the initial cash peak relatively gentle.
After an intense phase of attempting to preserve ownership and control by avoiding
fundraising, many ventures realize that resistance is futile and involves an unacceptably
high risk of missing a window of opportunity. For many startups, seeking funds from
family, friends, and acquaintances is a first choice for external financing. This initial ex-
ternal financing creates the next cash peak, but the new cash is frequently spent more
rapidly as the venture surrenders the notion of complete independence through internal
funding. For a high-growth venture, the descents from cash peaks remain steep until the
venture is a prominent player in the targeted market. This can happen long after the
venture becomes a public company.

FIGURE 6.2 GRAPHIC PORTRAYAL OF CASH BALANCE VOLATILITY AS A
SUCCESSFUL VENTURE PROGRESSES THROUGH ITS LIFE CYCLE
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For an early-stage venture, when a cash fix (a vertical line pushing the venture up from
zero) is sought during a panic, the venture is at a distinct bargaining disadvantage. The
financial terms offered and accepted will reflect this. In addition, the cash panic seriously
detracts from the venture’s primary and more long-term goal of creating value through
product innovation, development, manufacturing, and sales. Avoiding cash panics is the
primary goal of cash planning; the primary tool is the cash budget, which we introduce below
by way of example.

CONCEPT CHECK  x \Why is considering cash so important in entrepreneurial ventures?

| SECTION (X
SHORT-TERM CASH-PLANNING TOOLS

Pamela, Dharma, and Constance, upon completing their undergraduate degrees, decided
to start their own venture. They were able to acquire exclusive North American distribu-
tion rights for a new type of interior wall paint product, New-Age Paint, which emits a
light fragrance when interior temperature changes and conveys a subtle color alteration
as the mix of lighting changes from primarily solar to primarily incandescent (as a day
matures). One of several different fragrances can be embedded in the paint; each fragrance
has an expected useful life of five years with annual wipe-down of a “revitalizer.” Pamela,
Dharma, and Constance have formed the PDC Company to own the distribution rights.
The founders believe they have a unique new product that can introduce a recurring reve-
nue business model where none has previously existed.

PDC inventories New-Age Paint that it plans to sell shortly after having received the
paint. It is currently March 31, 2011, and the sales force has provided the following pro-
jected sales:

April $115,000
May $184,000
June $138,000
July $115,000
August $ 92,000

Table 6.1 presents PDC’s initial balance sheet. PDC is buying a used delivery truck on
April 1 for $6,900 cash. PDC expects to pay miscellaneous cash expenses equal to 5 per-
cent of the current sales and rent of $4,600 per month, and it records insurance expense
at $460 per month, although it writes a check to the insurance company for a year at a
time. PDC plans to draw the prepaid insurance account balance down to zero before cut-
ting the next check to the insurance company. Depreciation expense is $1,150 per
month, including the truck, and PDC anticipates a zero tax rate. Wages are paid twice
a month with $5,750 per month fixed and 15 percent of sales (assumed to be uniform
throughout a month) as a variable commission. Wages are paid a half month after they
are earned. As an example, the expected and realized sales of $92,000 for March are
responsible for the $9,775 [(0.5 x $5,750) + (0.5 x 0.15 x $92,000)] currently in the
accrued wages account.

PDC’s inventory policy is to begin a month with sufficient inventory to cover 80 per-
cent of the sales for the month plus a $46,000 cushion. Previous inventory balances have
conformed to the current policy, and sales forecasts have been accurate. The cost of
goods sold amounts to 70 percent of sales. For example, sales are forecasted to be
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TABLE 6.1 PDC COMPANY INITIAL BALANCE SHEET (MARCH 31)

ASSETS LIABILITIES AND EQUITY
Current Assets Current Liabilities
Cash 23,000 Accounts payable 38,640
Accounts receivable 36,800 Accrued wages &b
Paint inventory 110,400 Total current liabilities 48,415
Prepaid insurance _ 4140
Total current assets 174,340
Property, plant, and equipment
Gross property, plant, and equipment 85,100 Owners’ Equity 181,585
Accumulated depreciation -29,440
Net property, plant, and equipment 55,660
Total assets 230,000 Total liabilities and equity 230,000

$115,000 in April. The corresponding desired inventory level (end of March and begin-
ning of April) is estimated as $64,400 ($115,000 x 0.8 x 0.7) + $46,000 = $110,400. The
beginning of month inventory amount (e.g., for April) is also the inventory amount at
the end of the prior month (e.g., March). The venture takes all deliveries on account
and pays half in the current month and half in the following month.

PDC’s sales are 60 percent cash and 40 percent on accounts receivable collected in the
following month. It has no currently overdue accounts and anticipates none in the
near future. For example, 40 percent of the $92,000 sales made in March were credit
sales and show up as $36,800 in accounts receivable on the balance sheet at the end of
March.

PDC’s only available credit line is from a founder who agreed (in return for a piece of
the equity) to lend the company money at 1.5 percent interest per month for the next
two years. The agreement with this founder stipulates a $23,000 minimum cash balance
in the venture’s checking account. PDC borrows from, and repays, the founder only at
the end of the month. Interest is therefore the previous month’s ending balance multi-
plied by 0.015.

Our goal is to project PDC’s cash balance at the end of each of the next four months
and to create a set of projected financial statements congruent to the projections. We
break this daunting task down into smaller pieces.

Task 1: Budget PDC’s cash and borrowing position for the next four months (through
July 31).

Implementation Plan: (a) Use the sales forecast to determine the monthly cash
collections from the current month’s cash sales and collections of receivables on the pre-
vious month’s credit sales, (b) use the inventory policy to determine the inventory
expenses and schedule for their payments, (c) schedule the wages payments according
to the semimonthly pay arrangements, (d) put these items together with the other as-
sumptions and determine cash needs before financing, and (e) complete the cash budget
by determining the necessary borrowing and repayment provisions, including interest
payments, ensuring that $23,000 is available in the checking account.

Table 6.2 presents each step of this plan for PDC. In Part A, we first prepare a sales
schedule for each month that includes the sales forecast and cash collections. Cash sales
are collected in the month the sales occur. Credit sales are collected in the month after
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TABLE 6.2 PDC COMPANY OPERATING SCHEDULES AND CASH BUDGET
(A) SALES SCHEDULE

APRIL TO
MARCH APRIL MAY JUNE JULY AUGUST JULY
Schedule 1: Sales
Forecast 92,000 115,000 184,000 138,000 115,000 92,000 552,000
Credit sales, 40% 36,800 46,000 73,600 55,200 46,000
Cash sales, 60% 55,200 69,000 110,400 82,800 69,000
Schedule 2: Cash
Collections
Cash sales this month 69,000 110,400 82,800 69,000
100% of last month's
credit sales 36,800 46,000 73,600 55,200
Total collections 105,800 156,400 156,400 124,200
(B) PURCHASES SCHEDULE
APRIL TO
MARCH APRIL MAY JUNE JULY JULY
Schedule 3: Purchases
Ending inventory 110,400 149,040 123,280 110,400 97,520
Cost of goods sold 64,400 80,500 128,800 96,600 80,500 386,400
Total needed 174,800 229,540 252,080 207,000 178,020
Beginning inventory -97,520 -10,400 -9,040 -23,280 -10,400
Purchases 77,280 119,140 103,040 83,720 67,620
Schedule 4: Purchase
Disbursements
50% of last month's
purchases 38,640 59,570 51,520 41,860
50% of this month's
purchases 59,570 51,520 41,860 33.810
Disbursements for
purchases 98,210 111,090 93,380 75,670
(C) WAGES AND COMMISSIONS SCHEDULE
APRIL TO
MARCH APRIL MAY JUNE JULY JULY
Schedule 5: Wages
and Commissions
Wages, all fixed 5,750 5,750 5,750 5,750 5,750
Commissions (15% of
current sales) 13,800 17,250 27,600 20,700 17,250
Total 19,550 23,000 33,350 26,450 23,000 105,800
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(C) WAGES AND COMMISSIONS SCHEDULE

APRIL TO
MARCH APRIL MAY JUNE JULY JULY
Schedule 6:
Disbursements—
Wages and
Commissions
50% of last month's
expenses 9,775 11,500 16,675 13,225
50% of this month's
expenses 11,500 16,675 13,225 11,500
Total 21,275 28,175 29,900 24,725
(D) CASH BUDGET
APRIL MAY JUNE JULY
Beginning cash balance 23,000 23,000 23,000 23,000
Cash receipts:
Collections from customers 105,800 156,400 156,400 124,200
Total cash available for
needs before financing 128,800 179,400 179,400 147,200
Cash disbursements:
Merchandise 98,210 111,090 93,380 75,670
Wages and
commissions 21,275 28,175 29,900 24,725
Miscellaneous
eXpenses 5,750 9,200 6,900 5,750
Rent 4,600 4,600 4,600 4,600
Truck purchase 6,900 0 0 0
Total disbursements 136,735 153,065 134,780 110,745
Minimum cash
balance desired 23,000 23,000 23,000 23,000
Total cash needed 159,735 176,065 157,780 133,745
Excess of total cash -30,935 3,335 21,620 13,455
Financing
New borrowing 30,935 0 0 0
Repayments 2,871 21,199 6,865
Loan balance 30,935 28,064 6,865 0
Interest 0 464 421 103
Total effects of financing 30,935 -3,335 -21,620 -6,968
Cash balance 23,000 23,000 23,000 29,487

the sales occur. For example, in April, cash sales are expected to be 60 percent of
$115,000, or $69,000. Accounts receivable of $36,800 at the end of March (from credit
sales made during March) are added to the $69,000 in expected April cash sales for total
collections of $105,800 expected in April.
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Next, in Part B of Table 6.2, we prepare a purchases schedule for each month that
includes estimating the amount of purchases and the payment or disbursement of funds
to pay for the purchases. Paint inventory on hand at the end of March was $110,400 and
represents the beginning inventory for April. Target ending inventory for April is
$149,040. The reader should be able to verify this amount based on our earlier discussion
of PDC’s inventory policy. However, the process is probably worth repeating here. First
forecast May’s sales at $184,000. Eighty percent of sales or $147,200 ($184,000 x 0.8) is
the target inventory coverage. Multiplying $147,200 by 0.7 converts sales into a “cost”
basis of $103,040. Adding a safety stock cushion of $46,000 produces an ending inventory
target for April of $149,040. Actual cost of goods sold for April is $80,500 ($115,000 x
0.7). Adding $149,040 and $80,500 produces total needed inventory of $229,540
for April. Subtracting the beginning inventory (amount remaining from March) of
$110,400 results in the need to purchase $119,140 of paint to meet April’s ending inven-
tory target.

Purchases are made on account with net 15-day credit terms such that 50 percent of
the purchases made in a specific month are paid in that month. The other 50 percent of
a month’s purchases are paid the following month. To complete the purchases schedule,
a purchases disbursement schedule must be completed. PDC pays the $38,640 in ac-
counts payable existing at the end of March ($77,280 March cost of goods sold times
0.5) and also pays $59,570 ($119,100 x 0.5) for April purchases for the total April dis-
bursements for purchases of $98,210.

In Part C of Table 6.2, we prepare a wages and commissions schedule. As previously
discussed, fixed monthly wages are projected at $5,750. PDC also pays commissions
amounting to 15 percent of the current month’s sales. Based on April forecasted sales of
$115,000, commissions are estimated at $17,250 ($115,000 x 0.15) for total wages and
commissions of $23,000 ($5,750 + $17,250). However, because there is a one-half month
lag between when wages and commissions are earned and when they are paid, actual dol-
lar disbursements are 50 percent of last month’s wage and commission expenses and 50
percent of the current month’s expenses. For April, 50 percent of March’s wages and com-
missions were $9,775 ($19,550 x 0.5) and 50 percent of April’s expenses were $11,500
(823,000 x 0.5), for a total monthly disbursement of $21,275. The three internal operating
schedules (sales schedule, purchases schedule, and wages and commissions schedule) now
are used to prepare a fourth schedule indicating the flow of cash through a venture.

cash budget A cash budget shows a venture’s projected cash receipts and disbursements over a fore-

N Vemuresprojwed wsh  cast period. Cash budgets often are estimated monthly for up to a one-year period. Part D

receipts and disbursements of Table 6.2 illustrates a cash budget for PDC covering the period of April through July.

over a forecast period Cash on hand from the March balance sheet is $23,000, and PDC wants to maintain this
cash level in each of the forecast months. Projected cash receipts for April of $105,800
(taken from the sales schedule) are added to the beginning cash for total cash of
$128,500 before disbursements and financing. Total cash disbursements in April amount
to $136,735, which reflects in part the sum of disbursements for purchases (merchandise)
of $98,210 from the purchases schedule and $21,275 from the wages and commissions
schedule. As noted earlier, miscellaneous cash expenses are forecasted at 5 percent of the
current month’s sales, or $5,750 for April ($115,000 x 0.05). Rent was projected to be
$4,600 per month, and the $6,900 truck purchase was to be paid in cash in April.

Total cash needed in April is $159,735 ($136,735 + $23,000). Cash needed exceeds
cash generated by $30,935 ($159,735 — $128,600), making it necessary to borrow
$30,935 so that PDC can meet its target cash balance of $23,000. Cash receipts are pro-
jected to exceed cash disbursements (including the desired $23,000 cash balance) by
$3,335 ($179,400 — $176,065) in May. This extra cash will be used to pay interest of
$464 ($30,935 x 0.015) and loan repayments of $2,871. By the end of July, the loan will
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be repaid in full and PDC will have an ending cash balance of $29,487, which is $6,487
greater than the target ending cash balance of $23,000.

CONCEPT CHECK  x \Vhat three internal operating schedules are important in preparing a cash budget?
%k What does a cash budget show?

| SECTION
PROJECTED MONTHLY FINANCIAL STATEMENTS

Another common way to express the venture’s anticipated cash needs is to project the
balance sheet and income statement into the future and produce the statement of cash
flows. This is easiest to do when we have already calculated the interest expenses for
the four months.

Task 2: Prepare PDC’s pro forma income statement for the four months.

Implementation Plan: Use the summaries of the revenue and expense items to create
four months of income statements that include the interest expenses determined in Task
1. Table 6.3 presents these income statements.

Task 3: Prepare PDC’s pro forma balance sheet for July 31.

Implementation Plan: (a) Adjust the initial balance sheet, excluding the cash account,
for each of the four months of changes; (b) make sure the equity account reflects each
month’s net income; (c) calculate the cash account balance, which is consistent with total
assets = total liabilities + equity; and (d) verify that the resulting cash account balance
agrees with that from the cash budget. Table 6.4 presents the projected balance sheets.

Task 4: Prepare PDC’s statements of cash flows for the four-month period.

Implementation Plan: (a) Refer to our discussion of the construction of the statement
of cash flows in Chapter 4 and the presentation of cash flow statements in Chapter 5;

TABLE 6.3 PDC COMPANY PROJECTED INCOME STATEMENTS

APRIL TO
MARCH APRIL MAY JUNE JULY JULY
Sales 92,000 115,000 184,000 138,000 115,000 552,000
Cost of goods sold 64,400 -80,500 -128,800 -96,600 -80,500 -386,400
Gross margin 27,600 34,500 55,200 41,400 34,500 165,600
Operating expenses
Wages and commissions -19550  -23000 -33350 -26,450 -23,000 -105,800
Rent -4,600 -4,600 -4600  -4,600 -4,600  -18,400
Miscellaneous expenses -4,600 -5,750 -9,200 -6,900 -5,750 -27,600
Insurance -460 -460 -460 -460 -460 -1,840
Depreciation -1,150 -1,150 -1,150  -1,150 -1,150 -4,600
Total operating expenses -30,360  -34,960 48,760 -39,560 -34,960 -158,240
Income from operations -2,760 -460 6,440 1,840 -460 7,360
Interest expense 0 0 -464 -421 -103 -988
Net income -2,760 -460 5,976 1,419 -563 6,372
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TABLE 6.4 PDC COMPANY PROJECTED BALANCE SHEETS

MARCH APRIL MAY JUNE JULY

Current assets

Cash 23,000 23,000 23,000 23,000 29,487

Accounts receivable 36,800 46,000 73,600 55,200 46,000

Merchandise inventory 110,400 149,040 123,280 110,400 97,520

Prepaid insurance 4,140 3,680 3220 2,760 2,300
Total current assets 174,340 221,720 223,100 191,360 175,307
Plant

Equipment, fixtures, and 85,100 92,000 92,000 92,000 92,000

other

Accumulated depreciation -29,440 -30,590 -31,740 -32,890 -34,040
Net property, plant, and 55,660 61,410 60,260 59,110 57,960
equipment
Total assets 230,000 283,130 283,360 250,470 233,267
Current liabilities

Accounts payable 38,640 59,570 51,520 41,860 33,810

Accrued wages and 9,775 11,500 16,675 13,225 11,500

commissions payable

Loan 0 30,935 28,064 6,865 0
Total current liabilities 48,415 102,005 96,259 61,950 45,310
Owners’ equity 181,585 181,125 187,101 188,520 187,957
Total liabilities and equity 230,000 283,130 283,360 250,470 233,267

(b) apply the cash flow from operations, investing activities, and financing activities to
the data for PDC; and (c) verify that the resulting ending cash flow agrees with the
cash budget and the cash account balance on the pro forma balance sheets.

Table 6.5 presents the projected statements of cash flows. Cash flows from operations
are projected to be —$24,035 in April. This amount, coupled with cash flows from invest-
ing activities of —$6,900, produces a total cash shortage of —$30,935 before financing ac-
tivities in April. However, the required loan of —$30,935 in April is projected to be paid
off in full by July. In addition to repaying the loan, PDC will accumulate $6,487 in sur-
plus cash beyond the target balance of $23,000.

As a result of this exercise, you should be convinced of the following: Indirectly pro-
jecting cash balances (or deficits) through pro forma balance sheets and income state-
ments (and using a statement of cash flows) gives the same answer as direct calculation
of receipts and disbursements (as long as you have included the correct amount of inter-
est expense). In fact, the adjustments made in the cash flow statement are exactly those
necessary to calculate the net impact on the cash account. Delays in receipts and disbur-
sements from the associated accounting revenues and expenses are incorporated through
changes in the associated accounts in the cash flow statement. To finalize this insight, try
the fastest method of communicating cash projections.

CONCEPT CHECK  x \hy is the preparation of projected monthly financial statements important in short-term financial planning?
%k Why is the use of projected monthly financial statements referred to as the indirect method for projecting
monthly cash balances?
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TABLE 6.5 PDC COMPANY PROJECTED STATEMENTS OF CASH FLOWS

ACCOUNTING STATEMENT OF
CASH FLOWS APRIL MAY JUNE JULY

Cash flows (CF) from activities

Net income -460 5,976 1,419 -563
Adjustments to net income for CF

+ Depreciation expense 1,150 1,150 1,150 1,150

- Change in Accounts Receivable -9,200 -27,600 18,400 9,200

- Change in inventory -38,640 25,760 12,880 12,880

- Change in prepaid insurance 460 460 460 460

Change in Accounts Payable 20,930 -8,050 -9,660 -8,050

+ Change in accrued liabilities 1,725 2,175 73,450 71,725

Total adjustments -23,575 -3,105 19,780 13,915

Net cash flow from operations -24,035 2,871 21,199 13,352
Cash flows from investing

Capital expenditures (CAPEX) -6,900 0 0 0

Net cash used by investments -6,900 0 0 0
Cash flows from financing

Equity issues 0 0 0 0

Dividends 0 0 0 0

Debt issues 30,935 -2,871 21,199 —6,865

Net cash flows from financing 30,935 -2,871 -21,199 -6,865

Net change in cash 0 0 0 6,487

Beginning cash balance 23,000 23,000 23,000 23,000

Ending cash balance 23,000 23,000 23,000 @

[0 65
CASH PLANNING FROM A PROJECTED MONTHLY

BALANCE SHEET

Task 5: Calculate the change in the cash account balance in a spreadsheet that uses only
the beginning and ending balance sheets and net income.

Implementation Plan: (a) Create a spreadsheet with the balance sheets for March 31
and July 31 as columns; (b) find the difference of the values in the columns and adjust
the sign to reflect the change in cash flow, placing these signed differences in a third
column; and (c) add the values in the third column to calculate the change in PDC’s
cash position directly.

Table 6.6 presents this method for PDC.

When projecting a venture forward into the future, there are several ways to complete
the exercise. If the planner is not particularly concerned with maintaining a strategic
level of cash, he or she can let the cash account take up the slack to balance the balance
sheets. If the venture has overspent, the balance will be negative at an amount represent-
ing the minimum level of cash necessary to function according to projections (excluding
financing costs on the funds used to offset the negative balance). This balancing cash
must come from somewhere, and the cash balance should not really be thought of as
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TABLE 6.6 PDC COMPANY’'S BALANCE SHEET METHOD FOR DETERMINING

CASH FLOWS
MARCH JULY CHANGE
Current assets
Cash 23,000 29,487
Accounts receivable 36,800 46,000 -9,200  Use of cash
Merchandise inventory 110,400 97,520 12,880  Source of cash
Prepaid insurance 4,140 2,300 1,840  Source of cash
Total current assets 174,340 175,307
Plant
Equipment, fixtures, and other 85,100 92,000 -6,900  Use of cash
Accumulated depreciation -29,440 -34,040 4600  Source of cash
Net property, plant, and equipment 55,660 57,960
Total assets 230,000 233,267
Current liabilities
Accounts payable 38,640 33810 -4830  Use of cash
Accrued wages and commissions 9,775 11,500 1,725  Source of cash
payable
Loan 0 0 0  No four-month effect
Total current liabilities 48,415 45,310
Owners’ equity 181,585 187,957
Total equities 230,000 233,267 115 Total balance sheet
cash impact

6,372  Net income - dividends

6,487  Accounting four-month
cash flow

negative (unless, perhaps, the plan is to overdraw the venture’s checking account). If the
venture must strategically hold a certain amount of cash, it is better to project the cash
account to contain that strategic amount of cash and then formally modify an existing,
or add a new, liability to provide the balancing cash inflow (including the financing ex-
penses). If the planner balances by increasing the liability and the cash, he should not
forget that the increase in the liability is not usually a done deal. Most early-stage ven-
tures have serious difficulties locating debt arrangements.

CONCEPT CHECK % How are projected monthly balance sheets used to determine cash flows?

[EZ40T] 6.6
BEYOND SURVIVAL: SYSTEMATIC FORECASTING

Forecasting for firms with operating histories is generally much easier than forecasting
for early-stage ventures. Difficulty, however, is no defense for new ventures; forecasts
are a necessary ingredient in business plans, particularly if the venture wishes to attract
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external financing. There is something to be said for taking a small step in the light be-
fore leaping into the darkness that is new venture forecasting. Accordingly, we begin
with the forecasting for a seasoned firm and use the insights it offers as guideposts for
a useful approach to new venture forecasting.

Forecasting Sales for Seasoned Firms

Forecasting sales or revenues for a seasoned firm usually begins with a review of the
firm’s sales for the past several years, typically five years. Samsing Corporation, a manu-
facturer of electrical components for industrial air-conditioning control systems, has
eight years of operating history. The past five years of sales were:

PERCENT CHANGE

SALES (SALES GROWTH
YEAR ($ MILLIONS) RATE)
2006 $20.00
2007 22.00 +10%
2008 2376 +8%
2009 26.14 +10%
2010 29.27 +12%

Average = 10%

As you can see, sales growth has been relatively stable, ranging from 8 percent to
12 percent annually during this period.

Sales forecasts usually are based on either a single specific scenario or weighted averages
of several possible realizations. A first step for Samsing would be to forecast future sales
growth rates for several possible scenarios and to gauge the likelihood of each scenario.
For example, three economic scenarios—slow economic growth, average economic growth,
or rapid economic growth—might provide a basis for Samsing’s projections. Based on
Samsing’s historical experience and market outlook, the marketing team suggests:

PROBABILITY
ECONOMIC OF SALES GROWTH COMPONENTS
X =
SCENARIQ O0CCURRENCE RATE T0 SUM
Rapid growth 0.20 x 12% = 2.4%
Average growth 0.60 x 10% = 6.0%
Slow growth 0.20 x 8% = 1.6%

1.00 Expected value (Sum) = 10.0%
expected value The expected value is the weighted average of a set of scenarios or possible outcomes.
weighted average of a set of  Because of fhf symmetry of the above distri})ution, the 10 percent growth rate for “aver-
scenarios or possible age growth” is the same as the three-scenario expected growth rate.
outcomes Figure 6.3 shows a plot of Samsing’s historical sales and what future sales levels would

be if sales were to continue to grow at a 10 percent annual rate. The figure also displays
sales growth rates of 8 percent (slow growth) and 12 percent (rapid growth). At a 10 per-
cent annual growth, Samsing’s sales would be about $47 million dollars in 2015. How-
ever, if sales were to grow at 8 percent, the 2015 level would be $43 million. If sales
grow at 12 percent, the 2015 level would exceed $51.5 million.

A second step is to corroborate Samsing’s projected sales growth rates with industry
growth rates and Samsing’s past market share. This method is frequently referred to as a
“top-down” or market-share-driven approach to sales forecasting. For example, suppose
that evidence shows that industry sales grew at an average 10 percent over the past five
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FIGURE 6.3 HISTORICAL SALES LEVELS AND SALES PROJECTIONS FOR
SAMSING CORPORATION (MILLIONS OF DOLLARS)
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years. Demand at the industry level is expected to grow at an average rate of 10 percent
over the next five years, with a range from 8 percent to 12 percent, depending on the
economy. Furthermore, Samsing’s sales have averaged 15 percent of industry sales during
the past five years. Unless there are compelling reasons to believe that Samsing will in-
crease its market share, it is reasonable to project that its sales will grow in lockstep with
the industry (at an average rate of 10 percent).

The third step used to validate the sales forecast is through direct contact with exist-
ing and potential customers (market research). This is a “bottom-up” or customer-driven
approach to forecasting sales. Samsing sells electronic components to firms that manu-
facture wall units for controlling industrial air-conditioning systems. Likely sales to each
of Samsing’s major customers over the next five years are added to potential expected
sales to new customers over the same period. This sum is then compared to the initial
forecast, if any, and adjustments are negotiated. For example, upon closer inspection,
Samsing may find that its customers plan to increase their orders at a rate of 8 percent
next year because of a slowing economy. Because of a rapid economic recovery expected
by the end of next year, the following year those same customers will bounce back to
support a 12 percent growth. On balance, Samsing may conclude that a 10 percent an-
nual growth rate over the next five years is reasonable.

A fourth and final step considers the likely impact of major operating changes. For ex-
ample, major research and development investments may provide significant lead time ad-
vantages over competitors and an increased market share for Samsing. In addition, the
impact of changes in pricing policies, credit policies, and major advertising and promo-
tional campaigns must be considered. Finally, it is important for forecasters to include
the effects of inflation and to use nominal dollar estimates. That is, inflation in input and
output prices should be incorporated in all projections. While general price levels may in-
crease, a specific venture’s ability to pass increases in input prices to its customers depends
on how competitors respond and on the elasticity of demand for the firm’s products.

Samsing is not planning any major changes in research and development or advertis-
ing expenditures. No change in pricing is anticipated (although Samsing will forcefully
respond to any price cutting initiated by competitors). Inflation is expected to remain
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at about 3 percent. As a result, Samsing is comfortable with projecting a 10 percent sales
growth rate for the next five years. However, for the next two years, it will use 8 and 12
percent, respectively.

SALES PERCENT CHANGE
FORECAST YEAR ($ MILLIONS) (SALES GROWTH RATE)
2011 31.61 +8% (from 2010 level)
2012 35.40 +12%
2013 38.95 +10%
2014 42.84 +10%
2015 47.12 +10%

Average = +10%

Serious consequences can result when sales forecasts are grossly inaccurate. For exam-
ple, if inadequate sales forecasts are used to set Samsing’s production capacity, the firm
may not be able to respond to market demand. Market share will be lost as customers
are serviced by competitors. On the other hand, when sales forecasts are excessive, cash-
burning inventories will tend to swell and outlays for capacity increases will be wasted.

CONCEPT CHECK % \Vhat is the usual starting point for forecasting sales for seasoned firms?

Forecasting Sales for Early-Stage Ventures

The HandPilot Company, formed at the end of 2009, is in its startup stage. The venture
developed and produces a handheld electronic device, the HandPilot, that controls kitchen
appliances (i.e., adjusts settings, as well as turns them on and off) from remote distances.
HandPilot’s sales are expected to be $1 million in 2010, which is about to come to a close.
Rapid sales growth is expected over the next five years, and HandPilot wishes to prepare
five years of sales forecasts for potential investors. How should the forecasts be made?

As an emerging venture, HandPilot doesn’t have the luxury of extrapolating from past
sales data. In these circumstances, a top-down, market-driven approach is useful. First,
HandPilot estimates the next five years’ overall market demands. Contracted market re-
search estimates market demand of $20 million in 2011. It also suggests that the most
likely scenario is a subsequent four-year market growth rate of 50 percent (reaching
$101 million by 2015). HandPilot has decided to give this scenario a 40 percent weight
and assess 30 percent weights on 40 percent and 60 percent growth rates:

INDUSTRY SALES PROBABILITY OF SALES GROWTH COMPONENTS TO
SCENARIO OCCURRENCE x RATE = SUM
Optimistic forecast 0.30 x 60% = 18.0%
Most likely forecast 0.40 x 50% = 20.0%
Pessimistic forecast 0.30 x 40% = 12.0%

1.00 Expected value (Sum) = 50.0%

HandPilot has several competitors that have completed test marketing and are set to
sell their own versions of kitchen appliance controllers; there are three potential rivals
that, as far as HandPilot knows, have not yet decided to design or market a similar de-
vice. HandPilot’s management is confident that successful business plan execution will
yield a 25 percent market share throughout the five-year planning horizon. With the
2011 market size at $20 million, this implies initial sales of $5 million for HandPilot.
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FIGURE 6.4 HISTORICAL SALES LEVELS AND SALES PROJECTIONS FOR THE
HANDPILOT CORPORATION (MILLIONS OF DOLLARS)
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Figure 6.4 illustrates HandPilot’s “hockey stick” sales pattern, typical for a new and
successful high-growth venture. At a 50 percent growth rate, HandPilot’s sales will reach
$25 million in 2015. Figure 6.4 also displays the trajectory for 60 percent and 40 percent
growth rates. Sixty percent growth leads to HandPilot sales of $32 million (actually
$31.77 million) in 2015; 40 percent growth leads to $19.21 million.

HandPilot needs to validate its sales forecast by contacting existing and potential cus-
tomers. Because there were initial orders and sales leads in 2010, these customers and
leads can provide critical information for the successful execution of HandPilot’s busi-
ness plan and realization of its sales projections. Finally, HandPilot should ensure that
projections incorporate realistic expectations about price trends, if any, due to market
competition and inflation. For planning purposes, HandPilot has adopted the 50 percent
growth rate scenario:

FORECAST SALES PERCENT CHANGE
YEAR (§ MILLIONS)  (SALES GROWTH RATE)
2011 5.00

2012 7.50 50%

2013 11.25 50%

2014 16.88 50%

2015 2531 50%

Average = 50%

Of no small consequence, the $5 million projected for 2011 reflects a 400 percent
increase [([$5 — $1]/$1) x 100] over the realized sales of $1 million in 2010. HandPilot
is entering its rapid-growth stage.

Before we move on, a caveat is in order. It is natural, and in most cases even
desirable, for entrepreneurs to exhibit extreme optimism about sales and expense fore-
casts. Venture capitalists and other seasoned investors know that forecasting sales usually
gets easier as a firm matures. Figure 6.5 illustrates this relationship between life cycle
stage and forecasting accuracy with appropriate financing for each stage. Difficulty in
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FIGURE 6.5 GENERAL RELATIONSHIP BETWEEN A FIRM’S LIFE CYCLE STAGE
AND THE ABILITY TO ACCURATELY FORECAST SALES
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accurately forecasting and rationalizing financial projections has traditionally been a sign
that private equity fundraising is more appropriate than public equity fundraising. Devel-
oping and rationalizing forecasts for Samsing Company would be relatively straightfor-
ward. In contrast, HandPilot’s forecasts call for an immediate 400 percent growth
followed by four years of 50 percent growth. These forecasts are highly subjective and
may involve “leaps of faith” rather than cold, hard, rational expectations. Consequently,
we shouldn’t be surprised to see Samsing seeking public financing while HandPilot ne-
gotiates for private equity financing.

One way that venture investors adjust for optimism and forecasting difficulties is by
revising an entrepreneur’s sales forecasts downward (and expenses upward).” For exam-
ple, a venture capitalist might alter the range of sales growth rates, particularly on the
down side, or assign different weights. In the HandPilot example, the 40 percent rate
forecast is probably too unrealistically high to be considered “pessimistic.” Perhaps 10
percent is more appropriate. Although the investor may like the 60 percent growth rate,
perhaps this optimistic scenario deserves only a 20 percent weight (rather than 30 per-
cent), with the weight shifted over to the pessimistic scenario (increasing it to 40 per-
cent). These revisions would imply:

INDUSTRY SALES PROBABILITY OF SALES GROWTH COMPONENTS TO
SCENARIO OCCURRENCE % RATE = SUM
Optimistic forecast 0.20 x 60% = 12.0%
Management forecast 0.40 x 50% = 20.0%
Pessimistic forecast 0.40 x 10% = _4.0%

1.00 Expected value (Sum) = 36.0%

3 An alternative method of adjusting for greater risk in forecasting sales and cash flows for early-stage ventures rela-
tive to more mature firms is to use higher discount rates to discount the venture's cash flows when evaluating in-
vestment in early-stage ventures. We will discuss this risk-adjusted discount rate approach in the next chapter.
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Thus, the venture investor’s revised projections would be based on a growth rate of 36
percent rather than 50 percent. Note that the previous “most likely forecast” has been
relabeled a “management forecast” and now carries the same weight as the pessimistic
forecast.

With a 36 percent growth rate, the next five years’ projections are as follows:

PERCENT CHANGE

FORECAST SALES ($ (SALES GROWTH
YEAR MILLIONS) RATE)

2011 5.00

2012 6.80 36%
2013 9.25 36%
2014 12.58 36%
2015 17.11 36%

Average = 36%

The result is that sales are projected to reach only $17 million by 2015, rather than
the $25 million HandPilot is forecasting (using 50 percent growth rates).

Furthermore, as the HandPilot venture was in its development stage in 2009, one
could defend slashing the growth rates even further. If an investor were to believe that
only two scenarios, equally weighted, were relevant, the following might result:

VENTURE’'S PROBABILITY OF SALES GROWTH ~ COMPONENTS TO
SALES SCENARIO OCCURRENCE x RATE - SUM
Management forecast 0.50 x 50.0% = 25.0%
Pessimistic forecast 050 x _0.0% = _0.0%

1.00 Expected value (Sum) = 25.0%

Clearly, there are many possible scenario-weighting combinations, some of which are
valid views of HandPilot’s possible future. It is important to remember that one of our
entrepreneurial finance principles is that “new venture financing involves search, negoti-
ation, and privacy.” Different beliefs give rise to different scenarios and weights, which
lead to different projected growth rates and to different prices paid for the venture’s se-
curities. The process of new venture fundraising is centered on finding a workable com-
promise between founder and investor beliefs (and the related venture projections and
values) that enables the venture to pursue its business plan.

Working toward a compromise involves an inherent dilemma. On the one hand, ven-
ture investors don’t want to curtail the entrepreneur’s optimism; formally adjusting the
entrepreneur’s forecasts downward to reflect more reasonable expectations may be taken
as a lack of confidence or even as an insult to the entrepreneur’s expertise. It can also set
up either motivating or dysfunctional “I'm going to show you” situations, depending on
the personalities involved. This is one of the main reasons that many venture investors
will work with founders’ optimistic-scenario business plans (without much adjustment
for other scenarios) and alter their valuation approaches accordingly. In the next chapter,
we consider how venture investors accommodate optimistic-scenario projections by
using optimistic-scenario returns on their securities to determine the price at which
they will buy a venture’s securities.

CONCEPT CHECK % \hat process might be used to estimate sales for early-stage ventures?
%k What is the dilemma faced by venture capitalists when it comes to estimates of sales forecasts by
early-stage ventures?
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internally generated
funds

net income or profits (after
taxes) earned over an
accounting period

sustainable sales
growth rate

rate at which a firm can grow
sales based on the retention
of profits in the business
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| SECTION %)
ESTIMATING SUSTAINABLE SALES GROWTH

RATES

To increase value, most ventures need to increase their scales. Revenue growth in isolation,
however, does not assure increasing value. Incremental sales must lead to incremental
overall profits and free cash flows. There are several potential impediments to a lockstep
relationship between incremental sales and incremental cash flows. First, the incremental
sales must be sold at prices that cover all incremental costs (capacity and variable costs).
This may not be so easy if the venture, like most firms, faces downward-sloping demand
(with lower prices required to sell more units). Second, the revenues from additional unit
sales must cover increases in working capital investments (inventory and accounts receiv-
able) required to support those incremental sales. Only when sales revenues cover all of
these costs are there free cash flows that can give rise to an increase in venture value.
When a venture requires external funds to support expansion, the venture must consider
whether its margins allow it to pay its costs and still provide the type of return demanded
by venture investors. Some ventures will conclude that slower growth from internal fund-
ing is a better way to go. Others will seek out external capital in a costly but total commit-
ment to rapid growth.

A firm’s net income or profit after taxes, also referred to as its internally generated
funds, can be distributed to owners or reinvested to support growth. The portion re-
tained in the business becomes an increase in retained earnings. The sustainable sales
growth rate is the rate supported without external equity capital (through the retention
of profits). If a firm can scale itself up without changing its strategy and margins, the
firm can increase its sales at the growth rate of its book value of equity:*

_ Ending Equity - Begining Equity
- Beginning Equity

_ Change in Equity 61
" Begining Equity (6.1)
AE

Ebeg

where g is the annual percentage growth rate in equity, AE is the change in equity
during the year, and E,,., is the equity at the beginning of the year.

Assuming that the venture does not raise new external equity (or retire existing eq-
uity), we see that its equity only changes by earnings retention. The change in equity
can be expressed as:

AE = Net Income x Retention Rate = NI x RR (6.2)

where RR is the proportion of net income retained in the firm. For early-stage ventures,
the retention rate will be 100 percent. More mature firms may use some of their income to
fund a dividend; the retention rate is one minus the dividend payout percentage, 1 — DPO%.
Dividing both sides of equation 6.2 by the beginning equity gives:

AE/Byeg = (NI/Epeg) x RR (6.3)

4 For a more detailed discussion of sustainable sales growth, see Robert C. Higgins, Analysis for Financial Analysis,
9th ed. (New York:McGraw-Hill/Irwin, 2009), chap. 4; and Gordon Donaldson, Managing Corporate Wealth (New
York: Praeger,1984) Learning Supplement 10A of this text also provides an expanded treatment of sustainable growth
and its relationship to price-earnings ratios.
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By substituting g in the left side of equation 6.3, we get:
g = (NI/Epeg) x RR (6.4)

Note that NI/Eyg is the return on beginning equity. We can use ROE as in Chapter 5’s
treatment of performance measurement as long as we are careful to consider the venture’s
equity base prior to any dividend or retention during the current period. For clarity, we
emphasize that sustainable growth analysis considers the earnings created by the stock of
equity in place throughout the time interval, with no intermediate changes.

For concreteness, assume that the venture started the year with $10 million in book
value of equity. It plans no intermediate equity injections or withdrawals and projects net
income of $2 million for the year. It will pay a $500,000 (25 percent) dividend at the
beginning of the next period and retain $1,500,000 (75 percent). Assuming it will scale
up with the same margins, we see that the venture will grow by:

g = ($2,000,000/$10,000,000) x 0.75 = 0.20 x 0.75 = 0.15, or 15%

The venture’s maximum sustainable growth rate is at 100 percent retention, where
Emax = 20 percent (0.20 times 1).

If the firm projects growth in excess of 20 percent, it must raise external equity capi-
tal, have some scaling advantage leading to improved asset efficiency, and have lower in-
cremental variable costs or some other organic change (including increased use of
nonequity financing). In Chapter 5, we defined the return on equity (ROE) model as:

ROE = Net Profit Margin x Asset Turnover x Equity Multiplier

In equation form, this was:

Nl NI NS TA

ROE=—=— x =— x —

CE NS TA CE

where NI is net income and NS is net sales for an accounting time period, usually one

year; CE is common equity; and TA is total assets. Again, when conducting sustainable

growth analysis for a period with no new capital infusions or withdrawals, we want to

use beginning-of-period measures. Assuming that all equity is treated as common equity

(e.g., “as converted” if the venture has convertible preferred), we can insert equation 6.7
into equation 6.4 as follows:

(6.5)

_NE_NS - TA
ITNSTTA ™ Chy

x RR (6.6)

A venture’s maximum sustainable growth rate, g;..,, is its return on beginning equity,
which decomposes into the product of net profit margin, asset turnover ratio, and the
firm’s equity multiplier ratio. When the venture retains less than 100 percent of the
net income, this maximum sustainable growth rate must be adjusted downward to the ven-
ture’s projected sustainable growth rate (g) by multiplying g.., by the retention ratio (RR).

The GameToy Company has recently introduced a new home video game. GameToy
has a projected sales growth rate of 30 percent per year. Sales in the first full year of
operation were $1.6 million. These sales were supported by an investment in assets of
$1 million and produced a net income of $160,000. Equity at the beginning of last year
was $800,000. Management intends to retain all profits in the venture. Assuming the
components of the ROE model scale remain constant with growth, the sustainable sales
growth rate from equation 6.6 is:

$160,000 $1,600,000  $1,000,000
= X X

$1,600,000 ~ $1,000,000 $800,000
= 0.10 x1.60 x1.25 x 1.00 = 0.20, or 20%

x 1.00
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GameToy can grow its sales at 20 percent each year as long as profit margins, asset
turnovers, and financial leverage ratios remain constant during the increases, and all net
income (profit) is retained.

Another way to look at sustainable growth is to separate the firm’s operating performance
and financial policy. Recall from Chapter 5 that a firm’s return on assets (ROA) is the prod-
uct of its net profit margin (NI/NS) and its asset turnover (NS/TA); it measures the firm’s
operating performance over a specified time period. The product of the first two components
of equation 6.6 [(NI/NS) x (NS/TA)] provides the ROA measure of operating performance.
The product of the financial leverage or equity multiplier component (TA/CEj.g) and the re-
tention rate (RR, or 1 — DPO%) reflects the firm’s financial policy (FP). Sustainable growth is:

g = Operating Performance x Financial Policy, or

g = ROA x FP (87)

To illustrate, we return to the GameToy venture. Recall that the equity multiplier was
1.25 ($1,000,000/$800,000), using beginning-of-period equity, and retention is 100 per-
cent. Accordingly, the financial policy factor is 1.25 (i.e., 1.25 x 1.00), and its sustainable
growth rate is:

g =ROA x (1.25 x 1.00) = ROA x 1.25

Sustainable growth varies linearly with the venture’s return on assets as long as the
financial policy (financial leverage and retention of profits decisions) remains stable.’
Figure 6.6 presents a graphic representation of this linear relationship. When GameToy’s
ROA is 16 percent, sustainable growth is 20 percent (0.16 x 1.25). The solid line depicts
sustainable growth at various ROAs. Growth rates above the line, such as the 30 percent
target sales growth rate, are not feasible without operating improvements, changes in fi-
nancial policy, or external equity capital. Owing to market capture considerations, many
early-stage ventures will not want to limit growth to the sustainable level.

FIGURE 6.6 SUSTAINABLE GROWTH FOR GAMETOY COMPANY AS A
FUNCTION OF ROA (HOLDING FINANCIAL POLICIES STABLE)

50 -

40 g = ROA X 1.25

20k Deficit Cash

Sales Growth Rate (%)
]
\
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Return on Assets (%)

5 An alternative approach is to use return on invested capital (i.e., total assets less current liabilities) instead of retumn
on assets to measure operating performance. For this approach, see Donaldson, Managing Corporate Wealth, chap. 4.
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Improvements in profit margins and/or asset turnovers, leading to improved ROA,
can pave the way for some growth beyond the current sustainable level. For example,
we can solve for the ROA operating performance that GameToy would need in order
to achieve 30 percent sustainable growth:

0.30 = ROA x 1.25,0r
ROA = 0.30/1.25 =0.24,0r 24%

To achieve a sustainable growth of 30 percent, GameToy would have to improve its
return on assets from 16 percent to 24 percent—a 50 percent improvement, an unlikely
prospect. Debt is notoriously scarce and most likely already would have been used to the
extent possible. If GameToy had been funding part of its assets with debt, the sustainable
growth rate of 20 percent already incorporates the benefit of continuing the debt strategy
(as a percent of assets). To enable additional growth, GameToy must borrow even more
per dollar of assets than it currently borrows. As GameToy probably has exhausted all
avenues for improving operating efficiency and expanding debt, external equity capital
markets become the only viable path to realizing its growth ambitions.

CONCEPT CHECK % \What is meant by a sustainable sales growth rate?
%k What are the major components used to estimate a sustainable sales growth rate?

T 68
ESTIMATING ADDITIONAL FINANCING NEEDED

TO SUPPORT GROWTH

While it is useful to understand a new venture’s growth prospects in the absence of new
external equity, projected growth rates in the business plan almost invariably exceed the
sustainable rate even after efficiency improvements, maximum retention, and exploita-
tion of all debt avenues. Predicting the magnitude and timing of the shortfall becomes
an important process for the rapidly growing venture.

Figure 6.7 shows the major funding sources available to ventures that have success-
fully reached their survival or rapid-growth life cycle stages. Business operations become
an increasingly important source for growth funding. More than just producing reven-
ues, growth ventures need to earn and retain profits. It is important for rapidly growing
ventures to employ supplier trade credit to help fund the increasing volume of goods and
services needed for expansion. Recall that this type of financing typically results in short-
term accounts payables. Employees and the government provide spontaneous short-term
financing. Wages payable financing arises because employees are paid only after a delay
(one week to a month) between their labor (with the booking of the associated expense)
and the payroll check for that labor. The government provides short-term financing in
the form of taxes payable because actual tax payments typically lag the recognition of
the amount owed to the government (the tax expense).

In the event that a growing venture’s investment in assets is not financed by profits from
business operations plus spontaneous financing from suppliers, employees, and the govern-
ment, additional funds will be needed. These additional funds will need to come from external
parties, including venture capitalists, venture investors that provide mezzanine financing, gov-
ernment assistance programs, commercial banks, and investment banks. It is important for
the entrepreneurial team to estimate any shortfall in financing and negotiate for additional
financing well in advance. We now will turn to a review of a “back-of-the-envelope” method
for estimating the amount of additional financing needed to support revenue growth.
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financial capital
needed (FCN)

funds needed to acquire
assets necessary to support
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payables and accruals
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accompany sales increases

additional funds
needed (AFN)

gap remaining between the
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that funded by spontaneously
generated funds and retained
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FIGURE 6.7 TYPE AND SOURCES OF FINANCING BY SELECTED LIFE CYCLE
STAGE

LIFE CYCLE STAGE TYPE OF FINANCING MAJOR SOURCES/PLAYERS

Survival stage First-round financing Business operations

Venture capitalists

Suppliers and customers
Government assistance programs
Commercial banks

Rapid-growth stage

Second-round financing Business operations

Mezzanine financing Suppliers and customers
Liquidity-stage financing Commercial banks

Investment bankers

The Basic Additional Funds Needed Equation

Financial capital needed (FCN) is the additional funding required to support a firm’s
projected growth. Some of this funding gap will be covered by trade credit and other
current liabilities that increase spontaneously with sales. Spontaneously generated funds
are increases in accounts payables and accruals (wages and taxes) that accompany sales
increases. For example, when sales increase, credit purchases from suppliers should also
increase, leading to lockstep increases in accounts payable. If the venture is profitable
and scaling up without margin changes, its increase in profits, when retained, helps
meet a firm’s FCN. Additional funds needed (AFN) is the gap remaining between the
FCN and the capital funded by spontaneously generated funds and retained earnings:

AFN = Required Increase in Assets — Spontaneously Generated Funds - Increase in Retained Earnings
In equation form this becomes:

AFN = %(ANS) - NDOI\I;SUALO(ANS) - (NS1) g (RRo) (6.8)
where TA is the total assets, NS is the net sales, ANS is the change in net sales expected
between the current year and next year, AP is the accounts payable, AL is the accrued lia-
bilities, NI is the net income, RR is the retention rate as previously defined, and the sub-
scripts “0” and “1” represent the current year and the forecast for next year, respectively.

Notice the similarity to the sustainable sales growth rate equation. First, to determine the
required increase in assets, we need to establish the percentage relationship between total assets
and net sales. Instead of using the asset turnover ratio (NS/TA) directly, we take the inverse to
get a percentage. This percentage then is multiplied by the change in net sales to obtain the
required increase in assets (FCN). The change in net sales reflects the projected growth in sales.
The third term, the increase in retained earnings, is the projected internally generated funds
(next year’s sales times the prevailing net profit margin) multiplied by the retention rate.

However, the sustainable growth rate and the AFN equations differ. The AFN recog-
nizes spontaneously generated funds (the second term in the equation) and does not as-
sume that financial policy (leverage) is proportional as is the case with the sustainable
growth calculation. The AFN focuses on determining the total funding gap, allowing
management to decide whether debt or equity will bridge the gap.®

Nlo

6 The AFN equation, like the sustainable sales growth equation, does not include amortization- and depreciation-
generated sources of funds. This is because these equations assume that depreciation and amortization funds are
used to replace existing assets and thus are not available to finance new sales growth.
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Recall that GameToy’s last year’s sales were $1.6 million and were supported by a
$1 million investment in assets. The sales produced a net income of $160,000. We will
calculate the AFN assuming GameToy contemporaneously had current assets of
$520,000, fixed assets of $480,000, accounts payable of $48,000, and accrued liabilities
of $32,000. At a 30 percent growth rate, next year’s sales will reach $2.08 million ($1.6
million x 1.3), a change of $480,000 ($2.08 million — $1.6 million). Equation 6.8 gives:

$1,000,000 $80,000
AR = oo (8480000) — e

$1,600,000

$160,000

= 0.625($480,000) — 0.05($480,000) — $2,080,000(0.10)(1.00)
= $300,000 — $24,000 — $208,000

= $68,000

($480,000)

GameToy will need $300,000 in additional financial capital to acquire the assets
needed to achieve the projected 30 percent growth in sales. The company projects
$24,000 to come from spontaneously generated funds (liabilities to suppliers, employees,
and the government) and $208,000 from retained earnings. The remaining AFN of
$68,000 must be raised from new external financiers (debt and/or equity).

Panel A in Figure 6.8 illustrates the $300,000 increase in GameToy’s assets necessary
to support next year’s 30 percent growth. Notice that the percentage change in assets is

FIGURE 6.8 PROJECTED BALANCE SHEET CHANGES FOR GAMETOY COMPANY

Panel A: Increase in Assets Needed to Support a 30 Percent Increase in Sales

$1,300,000
} $300,000 Change

$1,000,000

Current Assets
$624,000 _ 
$480,000

Fixed Assets

Total Assets

$0

Current Forecasted
Year for Next Year

Panel B: Financial Capital Provided and Additional Funds Needed to Finance
Increase in Assets

$300,000

-—— $68,000
Additional Funds Needed

~1—$24,000
208,000 — Spontaneous Funding

232,000

~—1—$208,000
Increase in
Retained Earnings

Financial Capital

$0

Current Forecasted
Year for Next Year
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the same as the percentage change in sales, because the AFN model assumes that the
past relationship between assets and sales remains stable (scaling with no margin
change). Panel B depicts how the $300,000 in additional assets will be financed.

As previously discussed, management has only three choices to consider when the
achievable sales growth rate is constrained by inadequate financing: (1) improvements
in operating performance, (2) changes in financial policy (debt and payout), or (3) sale
of part ownership through equity fundraising. Of course, the venture should also con-
sider moderating the projected growth rate. For GameToy, there are no known paths to
reliable performance improvement, profit retention is at 100 percent, and sufficient debt
is not available. That leaves two choices: Sell ownership or change the business plan tra-
jectory to one of slower growth. The former involves negotiating with venture investors
and potential loss of control; the latter involves organic changes in the firm’s strategy,
approach, and market penetration. Just as in other situations when a balance sheet
doesn’t balance (i.e., total assets exceed total liabilities plus equity), the venture must
either alter its asset strategy or alter its liabilities and equity strategy. The entrepreneurial
team should contemplate the associated trade-offs carefully.

CONCEPT CHECK  x \What is meant by financial capital needed (FCN)?
%k What are the major components of the additional funds needed (AFN) model?

Impact of Different Growth Rates on AFN

While $68,000 may not be a substantial gap for some ventures, the AFN usually grows
linearly with sales growth rates. For example, consider how GameToy’s AFN rises when
sales are projected to grow at 50 percent. Sales would reach $2,400,000 ($1,600,000 x
1.50), an increase of $800,000. If we assume that the other financial relationships remain
the same, the new AFN from equation 6.8 is:

$1,000,000 $80,000

AN = $1,600,000 (8800,000) - $1,600,000
$160,000

- (§2400,000) g (1.00)
= 0.625($800,000) - 0.05($800,000) - $2,400,000(0.10)(1.00)
= $500,000 - $40,000 - $240,000
= $220,000

If sales are projected to grow at 50 percent (rather than 30 percent), the AFN rises to
$220,000 from $68,000, a greater than threefold increase.

Figure 6.9 graphs the AFN for GameToy at sales growth rates ranging from 20 per-
cent to 60 percent for next year. We hold the venture’s operating performance and fi-
nancial policy stable over the entire range of possible sales growth rates. Of course, in
actual practice, operating performance and financial policies are unlikely to be the same
at very low and very high sales growth rates. An important point is that, with no change
in asset or liability strategy, the AFN is likely to increase linearly with sales growth rates.
For GameToy, the AFN increases by $76,000 for each 10-percent increase in sales
growth.” During rapid sales growth, the venture should be prepared (and willing) to sell
ownership in exchange for the AFN implied by the business plan.

($800,000)

7 The interested reader may note that the sustainable growth rate for sales is a little less than 20 percent in terms of
the AFN equation because at a 20 percent growth rate the AFN is $8,000. Thus, while not exactly the same, due to
some slight variations in the sustainable sales growth and additional funds needed equations, they typically produce
very similar estimates of sales growth rates that can be sustained without generating additional financial capital.
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FIGURE 6.9 ILLUSTRATION OF HOW THE AMOUNT OF ADDITIONAL FUNDS
NEEDED MIGHT INCREASE AS SALES GROWTH INCREASES FOR GAMETOY
COMPANY
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Estimating the AFN for Multiple Years

Although we have used one year as the projection period for our examples, the length of time
for an AFN calculation is arbitrary. For example, if GameToy expects sales to grow at 30 per-
cent per year for each of the next two years, we can calculate the total two-year AFN. All we
need to do is plug two-year changes in sales into equation 6.8. After two years of 30 percent
sales growth, sales will reach $2,704,000 ($1,600,000 x 1.30 x 1.30). Total two-year sales will
be $4,784,000 ($2,080,000 + $2,704,000), reflecting a two-year change in sales of $1,104,000
($2,704,000 — $1,600,000). Inserting our numbers into equation 6.8 gives a two-year AFN of:

$1,000,000 $80,000

7,600,000 ~ §7.600,000"
$160,000

760,000,000

= 0.625($1,104,000) - 0.05($1,104,000) - $4,784,000(0.10)(1.00)

= $690,000 - $55,200 - $478,400

= $156,400

AFN = $1,104,000) $1,104,000)

- ($4,784,000) 1.00)

GameToy needs to raise $156,400 over the next two years. Because we have already
calculated that the one-year forward AFN is $68,000, the additional amount to be raised
to support the second year of growth is $88,400 ($156,400 — $68,000).

CONCEPT CHECK % \What changes need to be made in the AFN model when forecasting sales for more than one year?

 SECTION X
PERCENT-OF-SALES PROJECTED FINANCIAL

STATEMENTS

Sustainable growth and AFN calculations are useful for understanding how financial
measures interact and relate to future financing needs. Ultimately, however, the goal is
to create a set of projected financial statements that quantify the venture’s view of the
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percent-of-sales
forecasting method

forecasting method that
makes projections based on
the assumption that most
expenses and balance sheet
items can be expressed as a
percentage of sales

constant-ratio
forecasting method

variant of the percent-
of-sales forecasting method
that projects selected cost
and balance items at the
same growth rate as sales
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future. The percent-of-sales forecasting method projects account balances by assuming
that most expenses and balance sheet items can be expressed as a percent of sales. For
example, if a venture’s cost of goods sold varies proportionately with sales (i.e., they are
variable costs as defined earlier in the text), they represent a constant percent of sales. If
the cost of goods sold last year was 60 percent of sales, it will be forecasted to remain 60
percent of sales next year.

Similarly, if assets were 66.7 percent of sales last year, they will be forecasted to be
66.7 percent of sales next year. If sales are expected to grow by 30 percent next year,
assets also are forecasted to grow at a rate of 30 percent to sustain 66.7 percent of sales
next year. In general, if a cost or balance sheet item is expected to remain at the same
percentage of sales from year to year, then it will grow at the same rate as sales. Using a
constant percent of sales in projections results in constant ratios and is one way to im-
plement a constant-ratio forecasting method. Of course, if one keeps the ratios constant
for all years, or one keeps the percents of sales constant for all years, the two approaches
coincide.

The financial forecasting process used to project financial statements is:

. Forecasted sales

. Project the income statement

. Project the balance sheet

. Project the statement of cash flows

W N =

We continue to use the GameToy example to illustrate how percent-of-sales forecast-
ing, in its constant-ratio variant, is applied in forecasting financial statements.

%k What is meant by the percent-of-sales forecasting method and how is it related to the constant-ratio
forecasting method?

Forecasting Sales

We start the financial forecasting process by first forecasting sales. Because this is the
“top-line” projection and sales forecasts drive the preparation of projected financial state-
ments, the ability to project sales accurately is crucial to the venture’s financial health.
We recognize that forecasting early-stage ventures, particularly development-stage ven-
tures, is inherently more difficult than forecasting more mature firms. Nonetheless, hav-
ing some idea of the financial future beats complete ignorance, particularly when one is
negotiating for external financing. To provide a perspective on the potential ramifica-
tions of missing projections, the venture can produce projections under a variety of pos-
sible sales and expense scenarios and maintain a spreadsheet version that automatically
revises the entire set of financials as things change.

We prepare GameToy’s financial statement projections using a projected 30 percent
sales increase from a base of $1,600,000 in 2010. Thus, sales are expected to be
$2,080,000 (i.e., $1,600,000 x 1.30) in 2011, an increase of $480,000 over 2010. While
all of our projected financial statements use the expected 30 percent sales growth rate,
GameToy should also consider the financial ramifications of higher (optimistic) and
lower (pessimistic) growth rates.

Projecting the Income Statement

Table 6.7 provides a reasonably detailed income statement for 2010. Sales of $1.6 million
led to $160,000 in net income, a 2010 net profit margin of 10 percent ($160,000/
$1,600,000). Recall that the AFN model holds this net profit margin constant when
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projecting next year’s net income. This, of course, is an oversimplification and would
hold only if all costs were variable—and would be expected to vary directly with sales.
However, as we previously noted, most firms will have some costs that are fixed, or at
least semivariable, over a range of sales. The percent-of-sales forecasting method, and its
constant-ratio variant, attempts to simplify projecting a firm’s income statement.

Cost of goods sold was 60 percent of sales ($960,000/$1,600,000) and, for 2011, is fore-
casted to be 60 percent of sales, $1,248,000 (0.60 x $2,080,000). The cost of goods sold is
judged to be a variable cost and could equally well have been projected by multiplying the
2010 level of $960,000 by 1.30 (to reflect a 30 percent growth rate) to get $1,248,000.

Marketing expenses also are expected to vary with sales because the venture is plan-
ning to increase its advertising budget and other marketing expenses in proportion to the
expected increase in sales. Because marketing expenses were 10 percent of sales in 2010
($160,000/$1,600,000), they are projected to be 10 percent of the 2011 sales, or $208,000.
The marketing expenses could also have been projected by multiplying the 2010 amount
of $160,000 by 1.3 to get $208,000.

General and administrative expenses are considered to be fixed for 2010 and 2011 and
thus are expected to remain at their current $152,000 level. That is, even though sales are
expected to grow rapidly, management does not intend to increase expenditures for ex-
isting staff employees and does not plan to expand the size of its present staff. Deprecia-
tion expenses were 3 percent of sales ($48,000/$1,600,000) and 10 percent of plant and
equipment ($48,000/$480,000) in 2010. If fixed assets are expected to increase with sales,
as would be the case if there were no excess production capacity at the end of 2010, de-
preciation expenses would be expected to increase proportionally with sales. Deprecia-
tion is projected to remain at the 3 percent of sales level for 2011. Alternatively, the
$48,000 in depreciation could have been multiplied by 1.3 to get the 2011 level of
$62,400. Of course, if the venture has excess production capacity and the increase in
sales can be supported without an increase in fixed assets, depreciation expenses would
remain constant or fixed at the $48,000 level.

TABLE 6.7 GAMETOY COMPANY INCOME STATEMENTS (ACTUAL FOR 2010
AND PROJECTED FOR 2011)

FORECAST
ACTUAL 2010 FORECAST BASIS 2011

Sales $1,600,000 1.3 x 2008 sales $2,080,000
Cost of goods sold 960,000 0.600 x 2009 sales 1,248,000
Gross profit 640,000 832,000
Marketing expenses 160,000 0.100 x 2009 sales 208,000
General and administrative 152,000 Fixed costs 152,000
Depreciation 48,000 0.030 x 2009 sales 62,400
EBIT* 280,000 409,600
Less interest 13,300 Initially fixed 13,300
Earnings before taxes 266,700 396,300
Less taxes (40% rate) 106,700 40% of EBT 158,500
Net income 160,000 237,800
Less cash distributions 0 0
Added retained earnings $ 160,000 $§ 237,800

*EBIT is earnings before interest and taxes; EBT is eamings before taxes.
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It is common to produce a first-pass projection, omitting any costs of additional financ-
ing. Accordingly, in this first estimation projection, the 2010 interest expense of $13,300
carried forward to 2011, and we have not yet determined the amount of additional funds
that will be needed (if any) and have not decided how we will obtain any needed funds,
debt, or equity.

By applying a 40 percent tax rate to the estimated earnings before taxes for 2011, we
project GameToy’s net income to be $237,800, a 2011 net profit margin of 11.4 percent
($237,800/$2,080,000). The reasons that the net profit margin for this first pass has in-
creased from 10 percent in 2010 are: (1) general and administrative expenses are not
scaling up with sales, and (2) additional financing costs are ignored. Recall that the
AFN model estimated the increase in retained earnings to be $208,000, or 10 percent of
the forecasted 2011 sales of $2,080,000. Our more detailed analysis using projected finan-
cial statements shows that the spreading of fixed costs over increased sales lowers the
actual AFN (from the “model AFN”) through an increase in retained earnings.

CONCEPT CHECK  x How does the mix between variable and fixed operating costs affect the amount of internally generated funds
when sales are growing?

Projecting the Balance Sheet

Table 6.8 shows the first pass at the 2011 balance sheet. The approach taken here coincides
with asset requirements from the AFN model ($300,000). Initially, we expect that all assets
will vary or increase with sales. Recall from the AFN model that total assets as a percent of
net sales in 2010 were 62.5 percent ($1,000,000/$1,600,000). Notice that, by expressing each
asset item as a percent of sales in 2010, the total sums to 62.5 percent. In this first-pass
estimation, the existing asset-to-sales relationship is projected to hold for 2011. For example,
inventories were 20 percent of sales in 2010 and are estimated to be 20 percent of 2011
sales, $416,000 (0.20 x $2,080,000). Of course, the change in inventories could just as easily
have been projected by multiplying the 2010 level by 1.3 ($320,000 x 1.3 = $416,000). After
all asset items are projected for 2011, the total increase in assets is projected to be $300,000
($1,300,000 — $1,000,000) for 2011, the same dollar estimate produced by the AFN model.

The liabilities and equity side of the balance sheet recognizes spontaneous funding
and the retention of earnings. Remember that spontaneously generated funds come
from suppliers (accounts payable) and employees and the government (accrued liabili-
ties). Because these current liability accounts are expected to increase proportionally
with sales, they are projected to remain at their current percentage of sales and grow at
the same rate as sales. In Table 6.8, we project the accounts payable balance at 3 percent
of the 2011 sales, or $62,400, an increase of $14,400 (a 30 percent increase) over 2010’s
$48,000. Similarly, accrued liabilities are projected at 2 percent of $2,080,000 or $41,600,
a $9,600 increase over 2010. Total spontaneous funding is $24,000 ($14,400 + $9,600), or
5 percent of the 2011 sales of $2,080,000. Notice that this $24,000 of spontaneously gen-
erated funds is also the same amount estimated using the AFN model.

Up to now, our projected balance sheet calculations project the necessary increase in
assets ($300,000) to support a 30 percent sales increase and project spontaneously gener-
ated funding ($24,000). The second, and frequently most important, source for financing
the necessary asset growth is retained earnings. For GameToy, the projected $237,800
increase in retained earnings, when added to the venture’s existing $800,000 in equity
in 2010, brings the total retained earnings to $1,037,800 for 2011.

When we prepare a projected balance sheet, the additional funds needed become a
“plug” amount that makes the total liabilities and equity equal to the firm’s total assets.
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TABLE 6.8 GAMETOY COMPANY BALANCE SHEETS (ACTUAL FOR 2010
AND PROJECTED FOR 2011)

FORECAST
ACTUAL 2010 FORECAST BASIS 2011
Cash $ 16,000 0.01 x 2011 sales $ 20,800
Accounts receivable 184,000 0.115 x 2011 sales 239,200
Inventories 320,000 0.200 x 2011 sales 416,000
Total current assets 520,000 0.325 x 2011 sales 676,000
Net plant and equipment 480,000 0.300 x 2011 sales 624,000
Total assets $1,000,000 0.625 x 2011 sales $1,300,000
Accounts payable $ 48,000 0.03 x 2011 sales $ 62,400
Accrued liabilities 32,000 0.02 x 2011 sales 41,600
Bank loan 120,000 120,000
Total current liabilities 200,000 224,000
Common equity needed 800,000 +237,800* 1,037,800
Additional funds 0 38,200**
Total liabilities and equity $1,000,000 $1,300,000

*Increase in retained earnings estimated for 2011 taken from Table 6.7.
**The AFN is a “plug” amount that makes the total assets balance with the total liabilities and equity.

We start with the estimated $1,300,000 in total assets for 2011 and subtract the projected
total current liabilities of $224,000 and the equity of $1,037,800. The result is a gap of
$38,200. This gap becomes the AFN that balances the balance sheet.

CONCEPT CHECK % Why is the amount of additional funds needed (AFN) considered to be a “plug” figure when preparing a projected
balance sheet?

Forecasting the Statement of Cash Flows

Preparing a projected statement of cash flows (Table 6.9) serves as check on the projected
income statement and projected balance sheet. Because the cash account was projected to
remain at 1 percent of projected sales, the statement of cash flows is prepared last. We be-
gin, as described in Chapter 5, with the cash flows from operations, starting with net in-
come. We add back noncash items, such as depreciation. After adjustments for incremental
investments in receivables and inventories, and incremental financing from increases in
current liabilities accounts, the resulting surplus cash from operations is $173,000.

Expenditures for necessary plant and equipment, projected at $206,400, create a pro-
jected shortfall of $33,400. Furthermore, because the cash needed to conduct operations
is forecasted to increase by $4,800 to $20,800, the total amount of additional financing is
$38,200. The statement of cash flows provides a check on the other two financial state-
ments and another way of looking at the projected gap in funding.

It is important to note that, while we don’t recommend it, the statement of cash flows can be
used as a dynamic statement for estimating future cash needs rather than merely as a check
of the income statement and balance sheets. For example, instead of fixing cash as a percentage
of next year’s estimated sales, a minimum target cash amount might be established, with
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TABLE 6.9 GAMETOY COMPANY STATEMENT OF CASH FLOWS
(PROJECTED FOR 2011)

FORECAST 2011

Operating Activities

Net income $237,800
Depreciation 62,400
Increase in accounts receivable -55,200
Increase in inventories -96,000
Increase in accounts payable 14,400
Increase in accrued liabilities 9,600
Net cash from operating activities 173,000
Long-Term Investing Activities
Increase in fixed assets™ -206,400
Net cash from long-term investing activities -206,400
Financing Activities
Additional funds needed 38,200
Net cash from financing activities 38,200
Summary
Net change in cash 4,800
Cash at beginning of year 16,000
Cash at end of year 20,800

*This entry should show the increase in gross fixed assets, which is the sum of the increase in net
plant and equipment of $144,000 and the 2011 depreciation of $62,400.

additional funds needed to make sure the minimum is met. For example, assume that Game-
Toy’s management believes that it needs to maintain a minimum cash balance of $14,000 to
cover day-to-day operations. In this case, we would first project the income statement and
then the balance sheet minus two account amounts—cash and additional funds needed.

The statement of cash flows then would be prepared. We would begin with cash from
operations. Then, as before, we would estimate investment requirements in fixed assets.
Cash from financing operations for the GameToy example would be zero, since no specific
plans have yet been made. The cash account then would be adjusted to reflect that it could
be reduced to its target minimum. The balancing variable, if needed, would be the change
in the balance sheet account AFN required to keep the cash account at its target mini-
mum. Following is a summary of the statement of cash flow components for GameToy:

Cash from operating activities $173,000
Cash from long-term investment activities -206,400
Cash from financing activities 0
Net cash flow -33,400
Plus beginning cash 16,000
Less target minimum cash -14,000
Change in additional funds needed $ 31,400

The balance sheet would be completed by entering $14,000 in the cash account. Be-
cause cash would be reduced by $6,800 from the original target of $20,800, total assets
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would be $1,293,200 instead of $1,300,000. The AFN plug, which then makes the balance
sheet “balance,” would be only $31,400 (yielding a change in AFN of $31,400 from the
2010 level of zero).

However, while the projected cash flow statement can be used as a dynamic forecast-
ing financial statement, most long-term financial planning efforts set cash as a percent-
age of sales or as a fixed dollar amount for planning purposes. Thus, the statement of
cash flows is primarily used as a “checking” statement. The important point, however,
is that in our new venture context, the three statements involve a redundancy. A com-
plete balance sheet and income statement mechanically imply a working statement of
cash flows. Similarly, if we use the statement of cash flows to solve for an increase in a
liability or equity account to “plug” (change in AFN), then that change in liability or
equity must be posted to the balance sheet. You should either plug the balance sheet
and derive the statement of cash flows or plug the statement of cash flows and post
that plug directly into the balance sheet. Don’t use separate “plugs” in the balance sheet
and statement of cash flows.

Financing Cost Implications Associated with the Need
for Additional Funds
The cost of obtaining additional funds may involve projected expenses, such as addi-
tional interest expenses for borrowed AFN. Interest expenses show up directly on the
projected income statement and, in turn, alter the AFN shown on the balance sheet. In
contrast, added costs for equity sources of AFN need not involve projected expenses be-
cause much of the cost is in the form of a projected increase in the value of securities
sold. If GameToy obtains the $38,200 in AFN from additional equity investments, there
is no adjustment to the projected financial statements.®

If the $38,200 is borrowed, the interest costs will eat into the firm’s internally gener-
ated funds and increase the AFN. That is, GameToy needs to borrow the initial AFN and
any associated (after-tax) interest costs. Many ventures prepare second-pass projected fi-
nancial statements that incorporate additional financing costs. If GameToy faces a 12
percent interest rate, it will incur about an incremental $4,600 (0.12 x $38,200) interest
expense to get the necessary AFN. The second-pass income statement would be:

EBIT $409,600
Interest ($13,300 + $4,600) -17,900
EBT 391,700
Taxes (40% of EBT) -156,700
Net income $235,000

As a result of financing costs on the AFN, net income (and retained earnings) will be
only $235,000 instead of the first-pass projection of $237,800. This $2,800 difference
means that the AFN plug or balancing amount on the projected balance sheet needs to
increase by $2,800 to a total of $41,000 ($38,200 plus $2,800).”

CONCEPT CHECK  x How do implicit financing costs in the form of additional interest payments affect the AFN estimate?

8 Of course, the proportional interests of existing equity investors in the income and assets of the firm will be diluted
if they don't purchase a proportional amount of the additional equity capital being raised.

9 Technically, GameToy will need a little more than $41,000 because interest will also have to be paid on the addi-
tional $2,800 of borrowed funds. However, because this additional impact is relatively small, additional estimations
usually are not made. Rather, a slightly larger loan such as $42,000 would be requested.
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SUMMARY

This chapter emphasized projecting financial state-
ments, a common component of business plans. Entre-
preneurs can greatly benefit from taking the time to
prepare short- and long-term financial plans. While
long-term financial planning is critical to creating and
building the venture’s wealth, the venture first must sur-
vive. Short-term cash planning is necessary to avoid be-
ing surprised by short-term cash needs. Monthly cash
budgets are the starting point for detecting likely cash
shortages. If one expects a cash shortage, the monthly
cash budget predicts the timing and magnitude. A year’s
worth of monthly cash budgets will indicate the dura-
tion of, and recovery from, the cash shortfall. If no re-
covery is in sight, the shortfall should lead to changes in
the long-term financial plan.

Long-term financial planning signals to the entrepre-
neur if, and when, additional funds will be needed,
along with their expected magnitude. Successful long-
term financial planning and execution will provide the

KEY TERMS

additional funds needed (AFN)
cash budget

constant-ratio forecasting method
early-stage ventures

DISCUSSION QUESTIONS

1. Provide a description of the financing cash implica-
tions associated with a venture’s need for additional
funds.

2. What is meant by a cash budget? Describe how a
cash budget is prepared.

3. Besides the cash budget, what additional financial
statements are projected monthly in conjunction
with short-term financial planning?

4. Why is it usually easier to forecast sales for seasoned
firms in contrast with early-stage ventures?

5. Explain how projected economic scenarios can be
used to help forecast a firm’s sales growth rate.

6. Identify and describe the four-step process typically
used to forecast sales for seasoned firms.

7. What are the three steps typically used to forecast
sales for early-stage ventures?

8. Describe the general relationship between the life
cycle stage and the ability to accurately forecast sales
for a firm.

expected value

financial capital needed (FCN)
internally generated funds
percent-of-sales forecasting method
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financing necessary for the working capital and fixed
assets needed to support revenue growth.

Long-term financial planning begins with a forecast
of sales. While forecasting sales is generally easier for
seasoned firms because of existing historical sales data,
early-stage ventures also must make sales forecasts as
accurate as is possible. Early-stage ventures usually be-
gin with an estimate of the overall industry or market
demand. Next, they use a market share percentage of
industry sales to estimate the sales for the new venture.
Finally, they fine-tune the forecast by working with ex-
isting and potential customers to determine purchasing
intentions. Even before the venture completes a detailed
long-term financial plan, the analysis of the venture’s
sustainable growth rate provides important information
about the growth rate that can be achieved without ex-
ternal financial capital. The AFN approach comple-
ments the sustainable-growth approach for ventures
anticipating growth in excess of the sustainable level.

spontaneously generated funds
sustainable sales growth rate

9. How do venture investors adjust for the belief that
entrepreneurs tend to be overly optimistic in their
sales forecasts?

10. What is meant by a sustainable sales growth rate?
11. Identify and describe the two equations that can be
used to estimate a firm’s sustainable growth rate.

12. Describe the basic additional funds needed (AFN)

equation.

13. List the major sources of funds typically available to
ventures that have successfully entered into their
rapid-growth life cycle stage.

14. Explain how the AFN equation can be used to fore-
cast the amount of funds that will be needed over a
several-year period.

15. What is the percent-of-sales forecasting method?

16. After forecasting sales, describe how the income
statement is projected.

17. Describe how balance sheets are projected once a
sales forecast has been made.
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18. From the Headlines—Chipotle: Describe how cash
budgets and projected financial statements could be

used in estimating how far $360 million could take
Chipotle after its first 14 restaurants.

INTERNET ACTIVITIES

1. Access the U.S. Census Bureau Web site at http:// 2. For a specific business idea, find labor wage data for

www.census.gov. Find relevant information for
trends in U.S. population growth for a specific busi-
ness idea. Comment on the manufacturing statistics
and regional or national statistics relevant for that
business.

the types of employees who will be involved. Exam-
ples of relevant Web sites include the Bureau of La-
bor Statistics Web site at http://www.bls.gov and
career information sites like http://www.wetfeet
.com.

EXERCISES/PROBLEMS

1. [Short-Term Financial Planning] The PDC Company was described earlier in this
chapter. Refer to the PDC Company’s projected monthly operating schedules in Ta-
ble 6.2. PDC’s sales are projected to be $80,000 in September 2011.

A. Prepare PDC’s sales schedule, purchases schedule, and wages schedule for Au-
gust 2011.

B. Prepare a cash budget for August 2011 for PDC and describe how the forecast
affects the end-of-month cash balance.

2. [Short-Term Financial Planning] The PDC Company was described earlier in this
chapter. Refer to the PDC Company’s projected monthly operating schedules in Ta-
ble 6.2. PDC’s sales are projected to be $80,000 in September 2011.

A. Prepare PDC’s projected income statement for August.

B. Prepare PDC’s projected balance sheet for August.

C. Prepare PDC’s projected statement of cash flow for August.

D. Compare your balance sheet at the end of August with the balance sheet in Table
6.1 and apply the balance sheet method to determine cash flows over the March-
August period.

3. [Short-Term Financial Planning] Rework Problem 1 based on the assumption that,
because of an unexpected order, PDC’s sales are forecasted to be $160,000 for Sep-
tember 2011.

4. [Short-Term Financial Planning] Rework Problem 2 based on the assumption that,
because of an unexpected order, PDC’s sales are forecasted to be $160,000 for Sep-
tember 2011.

5. [Sales Growth Rates, Sales, and Profits] Petal Providers Corporation opens and oper-
ates “mega” floral stores in the United States. The idea behind the superstore concept
is to model the U.S. floral industry after its European counterparts, whose flower
markets generally have larger selections at lower prices. Revenues were $1 million
with net profit of $50,000 last year when the first Petal Providers floral outlet was
opened. If the economy grows rapidly next year, Petal Providers expects its sales to
grow by 50 percent. However, if the economy exhibits average growth, Petal Provi-
ders expects a sales growth of 30 percent. For a slow economic growth scenario, sales
are expected to grow next year at a rate of 10 percent. Management estimates the
probability of each scenario occurring to be rapid growth (0.30), average growth
(0.50), and slow growth (0.20). Petal Providers’ net profit margins are also expected
to vary with the level of economic activity next year. If slow growth occurs, the net
profit margin is expected to be 5 percent. Net profit margins of 7 and 10 percent are
expected for the average- and rapid-growth scenarios, respectively.
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A. Estimate the average sales growth rate for Petal Providers for next year.

B. Estimate the dollar amount of sales expected next year under each scenario, as
well as the expected value sales amount.

C. Estimate the dollar amount of net profit expected next year under each scenario,
as well as the expected value net profit amount.

6. [Sustainable Sales Growth Rates] Petal Providers Corporation, described in Problem 5, is
interested in estimating its sustainable sales growth rate. Last year, revenues were $1 mil-
lion; net profit was $50,000; investment in assets was $750,000; payables and accruals
were $100,000; and stockholders’ equity at the end of the year was $450,000 (ie.,
beginning-of-year equity of $400,000 plus retained profits of $50,000). The venture did
not pay out any dividends and does not expect to pay dividends for the foreseeable future.
A. Estimate the sustainable sales growth rate for Petal Providers based on the infor-

mation provided in this problem.
B. How would your answer to Part A change if economic growth is average and
Petal Providers’ net profit margin is 7 percent?

7. [Additional Funds Needed] Petal Providers Corporation, described in Problem 5, is
interested in estimating its additional financing needed to support a rapid increase
in sales next year. Last year, revenues were $1 million; net profit was $50,000; invest-
ment in assets was $750,000; payables and accruals were $100,000; and stockholders’
equity at the end of the year was $450,000. The venture did not pay out any divi-
dends and does not expect to pay dividends for the foreseeable future.

A. What would be your estimate of the additional funds needed next year to sup-
port a 30 percent increase in sales?

B. How would your answer in Part A change if the expected sales growth were only
15 percent?

8. [Sustainable Sales Growth Rates and Additional Funds Needed] Following are two
years of income statements and balance sheets for the Munich Exports Corporation.

MUNICH EXPORTS CORPORATION

2009 2010

Cash $ 50,000 $ 50,000
Accounts receivable 200,000 300,000
Inventories 450,000 570,000
Total current assets 700,000 920,000
Fixed assets, net 300,000 380,000
Total assets $1,000,000 $1,300,000
Accounts payable $ 130,000 $ 180,000
Accruals 50,000 70,000
Bank loan 90,000 90,000
Total current liabilities 270,000 340,000
Long-term debt 400,000 550,000
Common stock ($0.05 par) 50,000 50,000
Additional paid-in-capital 200,000 200,000
Retained earnings 80,000 160,000
Total liabilities and equity $1,000,000 $1,300,000
2009 2010

Net sales $1,300,000 $1,600,000
Cost of goods sold 780,000 960,000
Gross profit 520,000 640,000
Marketing 130,000 160,000
General and administrative 150,000 150,000
Depreciation 40,000 55,000
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2009 2010

EBIT $200,000 $275,000
Interest 45,000 55,000
Earnings before taxes 155,000 220,000
Income taxes (40% rate) 62,000 88,000
Net income $ 93,000 $132,000
Cash dividends $ 37,000 $ 52,000

A. Munich has a target dividend payout of 40 percent of net income. Based on the
2010 financial statements relationships, estimate the sustainable sales growth rate
for the Munich Corporation for 2011.

B. Show how your answer in Part A would change if Munich decided not to pay
any dividends in 2011.

C. Assume the Munich Corporation wants to grow its sales by 40 percent in 2011
over its 2010 level. Estimate the additional funds needed that will be necessary to
support this rapid increase in sales.

D. Sales are forecasted to increase an additional 20 percent in 2012 over 2011. Esti-
mate the two-year AFN that the Munich Corporation will need to finance its
2011 and 2012 sales growth plans.

9. [Short-Term Financial Planning] Artero Corporation is a traditional toy products re-
tailer that recently started an Internet-based subsidiary that sells toys online. A markup
is added on goods the company purchases from manufacturers for resale. Swen Artero,
the company president, is preparing for a meeting with Jennifer Brown, a loan officer
with First Banco Corporation, to review year-end financing requirements. After discus-
sions with the company’s marketing manager, Rolf Eriksson, and finance manager,
Lisa Erdinger, sales over the last three months of 2011 are forecasted to be:

SALES FORECAST

MONTH (IN $ THOUSANDS)
October 2011 $1,000
November 1,500
December 3,000

Artero’s balance sheet as of the end of September 2011 was as follows:

ARTERO CORPORATION

BALANCE SHEET AS OF SEPTEMBER 30, 2011 (IN $ THOUSANDS)

Cash § 50 Accounts payable § 0
Accounts receivable 700 Notes payable 800
Inventories 500 Long-term debt 400
Net fixed assets 750 Total liabilities 1,200

- Equity __ 800
Total assets $2,000 Total $2,000

All sales are made on credit terms of net 30 days and are collected the following
month. No bad debts are anticipated. The accounts receivable on the balance sheet at
the end of September thus will be collected in October, the October sales will be col-
lected in November, and so on. Inventory on hand represents a minimum operating
level (or safety stock), which the company intends to maintain. Cost of goods sold
averages 80 percent of sales. Inventory is purchased in the month of sale and paid
for in cash. Other cash expenses average 7 percent of sales. Depreciation is $10,000
per month. Assume taxes are paid monthly and the effective income tax rate is 40
percent for planning purposes.
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The annual interest rate on outstanding long-term debt and bank loans (notes pay-
able) is 12 percent. There are no capital expenditures planned during the period, and no
dividends will be paid. The company’s desired end-of-month cash balance is $80,000.
The president hopes to meet any cash shortages during the period by increasing the
firm’s notes payable to the bank. The interest rate on new loans will be 12 percent.

A. Prepare monthly pro forma income statements for October, November, and
December and for the quarter ending December 31, 2011.

B. Prepare monthly pro forma balance sheets at the end of October, November, and
December 2011.

C. Prepare both a monthly cash budget and pro forma statements of cash flows for
October, November, and December 2011.

D. Describe your findings and indicate the maximum amount of bank borrowing
that is needed.

SPREADSHEET EXERCISES/PROBLEMS

[Note: The following activities are for students with spreadsheet software skills.]

10. Short-term financial planning for the PDC Company was described earlier in this
chapter. Refer to the PDC Company’s projected monthly operating schedules in
Table 6.2. PDC’s monthly sales for the remainder of 2011 are expected to be:

September $ 80,000
October $100,000
November $130,000
December $160,000

A. Prepare PDC’s sales schedule, purchases schedule, and wages schedule for each
of the last four months of 2011.

B. Prepare cash budgets for each of the last four months of 2011 for the PDC Com-
pany and describe how the forecast affects the end-of-month cash balances.

C. Prepare PDC’s projected monthly income statements for the August-December
period.

D. Prepare PDC’s projected monthly balance sheets for the August-December
period.

E. Prepare PDC’s projected monthly statements of cash flows for the August-
December period.

F. Compare your balance sheet at the end of December with the balance sheet in
Table 6.1 and apply the balance sheet method to determine cash flows over the
March-December period.

11. Artero Corporation, discussed in Problem 9, is a retailer of toy products. The firm’s
management team recently extended the monthly sales forecasts that were prepared
for the last three months of 2011 for an additional six months in 2012. These fore-
casts were presented to Swen Artero, the firm’s president, as follows:

MONTH SALES FORECASTS ($)
October 2011 1,000,000
November 1,500,000
December 3,000,000
January 2012 1,500,000
February 1,000,000
March 700,000
April 700,000
May 700,000
June 700,000
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A. Use the income statement data and the balance sheet information from Problem
9 to prepare monthly income statements, balance sheets, and statements of cash
flows for October through December 2011. What is the maximum amount of
bank borrowing that would be needed?

B. Prepare monthly income statements, balance sheets, and statements of cash flows
for the first six months of 2012. Assume the information and data relationships
from Problem 9 will continue to hold for the first six months of 2012. Indicate if,
and when, the additional bank borrowing needed during the last three months of
2011 can be repaid.

C. Based on your financial statement projections for the first six months of 2012,
indicate whether new bank borrowing will be needed.

12. Artero Corporation, discussed in Problems 9 and 11, is a retailer of toy products.
This is a continuation of Problem 11. The firm’s management team recently
extended the monthly sales forecasts through the last six months of 2012. Artero ex-
pects to spend $100,000 on fixed assets in July 2012, and depreciation charges will
increase to $12,000 per month beginning in August 2012.

MONTH SALES FORECASTS ($)

July 900,000
August 1,100,000
September 1,400,000
October 1,700,000
November 2,800,000
December 4,000,000

A. Prepare monthly income statements, balance sheets, and statements of cash flows
for the last six months of 2012.

B. Based on your financial statement projections for the last six months of 2012,
indicate (1) whether new bank borrowing will be needed to finance the seasonal
sales pattern and (2) if a loan is needed, when does the need start occurring and
what is the maximum amount needed?

C. Assume that sales are forecasted for the first three months of 2013 as follows:
January = $3 million, February = $2 million, and March = $1 million. Will Ar-
tero be able to pay off any bank borrowing that is needed in 2012? Based on
your analyses, what type(s), if any, of bank loan(s) will be needed in 20122
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MINI CASE
Pharma Biotech Corporation

The Pharma Biotech Corporation spent several years waorking on developing a DHA product that can be used to provide a fatty-acid
supplement to a variety of food products. DHA stands for docosahexaenoic acid, an omega-3 fatty acid found naturally in cold-
water fish. The benefits of fatty fish oil have been cited in studies of the brain, the eyes, and the immune system. Unfortunately,
it is difficult to consume enough fish to get the benefits of DHA, and most individuals might be concerned about the taste conse-
quences associated with adding fatty fish oil to eggs, ice cream, or chocolate candy. To counter these constraints, Pharma Biotech
and several competitors have been able to grow algae and other plants that are rich in DHA. The resulting chemical compounds
then are used to enhance a variety of food products.

Pharma Biotech’s initial DHA product was designed as an additive to dairy products and yogurt. For example, the venture’s DHA
product was added to cottage cheese and fruit-flavored yogurts to enhance the health benefits of those products. After the long
product development period, Pharma Biotech began operations in 2009. Income statement and balance sheet results for 2010, the
first full year of operations, have been prepared.

Pharma Biotech, however, is concerned about forecasting its financial statements for next year because it is uncertain about the
amount of additional financing for assets that will be needed as Pharma Biotech Corporation the venture ramps up sales. Pharma
Biotech expects to introduce a DHA product that can be added to chocolate candies. Not only will consumers get the satisfaction
of the taste of the chocolate candies, but they will also benefit from the DHA enhancement. Because this is anticipated to be a
blockbuster new product, sales are anticipated to increase 50 percent next year (2011), even though the new product will come on-
line in midyear. An additional 80 percent increase in sales is expected the following year (2012).

PHARMA BIOTECH CORPORATION

INCOME STATEMENT FOR DECEMBER 31,
2010 (THOUSANDS OF DOLLARS)

Sales 15,000
Operating expenses -13,000
EBIT 2,000
Interest __-400
EBT 1,600
Taxes (40% rate) _ 640
Net income 960
Cash dividends (40% payout) _ 384
Added retained earnings __ 576

PHARMA BIOTECH CORPORATION

BALANCE SHEET AS OF DECEMBER 31, 2010 (THOUSANDS OF DOLLARS)

Cash and marketable securities $ 1,000 Accounts payable $ 1,600
Accounts receivable 2,000 Bank loan 1,800
Inventories _ 2,200 Accrued liabilities _ 1,200
Total current assets 5,200 Total current liabilities 4,600
Long-term debt 2,200

Common stock 2,400

Fixed assets, net _ 6,800 Retained earnings _ 2,800
Total assets $12,000 Total liabilities and equity $12,000
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Part A
Pharma Biotech is interested in developing an initial “big picture” of the size of financing that might be needed to support its rapid
growth objectives for 2011 and 2012.

A. Calculate the following financial ratios (as covered in Chapter 5) for Pharma Biotech for 2010: (a) net profit margin, (b) sales-
to-total-assets ratio, (c) equity multiplier, and (d) total-debt-to-total-assets. Apply the return on assets and return on equity
models. Discuss your observations.

B. Estimate Pharma’s sustainable sales growth rate based on its 2010 financial statements. [Hint: You need to estimate the be-
ginning of period stockholders” equity based on the information provided.] What financial policy change might Pharma Biotech
make to improve its sustainable growth rate? Show your calculations.

C. Estimate the additional funds needed (AFN) for 2011, using the formula or equation method presented in the chapter.

D. Also, estimate the AFN using the equation method for Pharma Biotech for 2012. What will be the cumulative AFN for the two-
year period?

Part B
Pharma Biotech is seeking your assistance in preparing its projected financial statements using the percent-of-sales method. Initial
projected financial statements can be prepared by hand using a financial calculator or by constructing spreadsheet-based solutions.

A. Prepare a projected income statement for 2011 for Pharma Biotech before obtaining any additional financing. [Hint: For those
who need help, follow the projected income statement shown in Table 6.7 for the GameToy Company.]

B. Prepare a projected balance sheet for 2011 for Pharma Biotech before obtaining any additional financing. [Hint: For those who
need help, follow the projected balance sheet shown in Table 6.8 for the GameToy Company.]

C. Based on your projected balance sheet for Pharma Biotech for 2011, what is your estimate of the additional funds needed?
Why does the AFN from your initial percent-of-sales projected financial statements differ from the AFN estimated using the
formula method in Item C above?

D. Prepare a projected statement of cash flows for Pharma Biotech for 2011. [Hint: For those who need help, follow the projected
statement of cash flows shown in Table 6.9 for the GameToy Company.]

Part C
The following tasks or challenges are best handled by setting up spreadsheet-based methods projecting financial statements.

A. Prepare projected income statements, balance sheets, and statements of cash flows for Pharma Biotech for 2012 that build
upon the projections for 2011 prepared in Part B above. What is the cumulative (2011 and 2012) amount of additional funds
needed?

B. Calculate the total-debt-to-total assets ratio and the equity multiplier ratio (covered in Chapter 5) assuming the cumulative AFN
is financed with debt funds. How would these ratios compare with the same ratios calculated for 2010 in Item A above?
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CHAPTER

Types and Costs of
Financial Capital

PREVIOUSLY COVERED

In Chapter 6, we emphasized projecting short-term and long-term financial statements.
Inadequate cash constrains a profitable venture’s ability to grow and fosters financial dis-
tress. Preparing projected financial statements forces an entrepreneurial team to estimate
(and anticipate) required additional financing and helps the venture avoid financial
distress.

LOOKING AHEAD

Chapter 8 introduces specific aspects of securities law related to new venture fundraising.
We review the major laws, regulations, and exemptions facing a new venture seeking
funding from venture investors and the public. Because ignorance of securities laws and
regulations is no defense, even a basic understanding helps entrepreneurs avoid costly
fundraising mistakes.

CHAPTER LEARNING OBJECTIVES

In this chapter, we characterize financial markets and discuss how one obtains, and pays
for, financial capital. Without adequate capital, even the best ideas and ventures fail. The
cost of debt is relatively easy to understand because it is closely associated with periodic
interest payments. The cost of equity is a more difficult concept. One typically pays only
a small part, if any, of the cost of equity through periodic payments (dividends). Typi-
cally, most, if not all, of equity’s recurring cost is that investors expect future increases in
their value ownership (e.g., capital gains on their shares). When a venture sells part of its
ownership, failure to increase the venture’s value creates investor dissatisfaction and re-
lated fallout. After completing this chapter, you will be able to:

1. Understand some basic characteristics of the financial markets.

2. Understand how risk-free securities prices reflect risk-free borrowing rates.

3. Explain how corporate debt prices reflect higher interest rates when a borrower may
default.

4. Explain investment risk.

5. Estimate the cost of publicly traded equity capital (e.g., exchange-listed common
stocks).

6. Estimate the cost of private equity capital.

7. Explain how capital costs combine into a weighted average cost of capital (WACC).

8. Understand venture investors’ target returns and their relation to capital costs.

231
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From the Headlines

The Lovely Touch in Raising Cupcake Dough

According to the market research firm Min-
tel, the short-run outlook for the U.S. cakes
and pies market is projected to be somewhat
lackluster at around $6 billion, with the pos-
sibility of a small slump. In contrast, the not-
so-humble cupcake and brownie segment is
forecast to increase by about 4 percent an-
nually for the next few years." A high-end
gourmet cupcake explosion is central to this
segment’s growth. Mintel projects that the
cupcake market will grow about 20 percent
from 2010 to 2015

Ruth Reichl, former editor of Gourmet
magazine, refers to cupcakes as “a very emo-
tional dessert.”® Her belief is that cupcakes
get to the core of Americans’ lives and times:

The rise of the cupcake is very much
about going back to our national
identity in food, which is all about
comfort.... In these times fraught
with war and a tough economy, peo-
ple want to think about when they
and their country were innocent.

The cupcake boom has also increased
sales in support products like specialized
carrying containers for individual cupcakes.
They are available from a variety of vendors,
over the Internet, and in some major stores.
The Cup-a-Cake (http://www.cupacake.com/)
comes in a variety of colors with ample
room for piled-high frosting and decorations.
It retails for $2.99. Cup-a-Cake has sold over
170,000 units.* Crate and Barrel's single carrier
is (at the time of this article) offered over the
web at $3.90 (http://www.crateandbarrel.com/
family.aspx?c=4020&f=25946).

There are many cupcake entrepreneurs
rising across the company, chains and
single-shop operations. One choice for those

of us in the Denver metropolitan area is
Porche Lovely's Lovely Confections Bakery,
a specialist in cupcakes.

As an example of cupcake economics,
Ms. Lovely estimates that a cupcake contri-
bution to the financial bottom line looks
something like:

Revenue: $3.00
Less:

Ingredients costs 0.60

Labor costs 0.48

Packaging and fees 0.18

Marketing expenses 0.24

Miscellaneous costs 0.18

Insurance expense 0.04

Location expenses 0.57

Nonmortgage loan 0.16

Total expenses -2.45
Profit per cupcake: $0.55

She estimates breakeven at 2,800 cup-
cakes a month. One of her exotic creations is
a s'mores cupcake with “chocolate cake,
chocolate ganache, graham cracker, vanilla
buttercream, and a toasted homemade
marshmallow. It was almost 5 inches
talll”® As a baker who uses organic, local,
and natural ingredients, she is working on
increasing awareness of her cupcakes as a
wholesome treat.

A history graduate from the University of
Colorado, Ms. Lovely pursued a corporate ca-
reer with Sun Microsystems. After being laid
off, she enrolled in pastry school at Johnson
and Wales University, where she took a fancy
to cupcakes and began her bakery business
plan” Before launching her venture, she

gained additional experience as a prep chef
on a Food Network show and refined her busi-
ness plan toward cupcakes. She also sought
help from an entrepreneurship mentor (from
the SCORE organization) and worked on mak-
ing the plan attractive for financing. She
received donated marketing support from a
Denver marketing company (Section 45)2 In
2008, Ms. Lovely launched her venture in a
1,400-square-foot location, which she pur-
chased for $300,000 and then spent $62,500
overhauling and equipping.® Part of her financ-
ing came from $50,000 gained from equity
contributed from the sale of a home, and an-
other $50,000 came from a credit union loan.
That's quite for a Lovely bit of dough—
complete with icing.

1 http://plasticsnews.com/headlines2.htm|?id=18320,
viewed on 6/18/2010.

2 http://www.nytimes.com/2009/11/26/business/
smallbusiness/26cupcake.html?_r=18&scp=28&sq=
scupcake&st=cse, viewed on 6/18/2010.

3 http://www.usatoday.com/life/lifestyle/2007-09-
18-cupcakes-cover_N.htm, viewed on 6/18/2010.

4 http://www.usatoday.com/life/lifestyle/2007-09-
18-cupcakes-cover_N.htm, viewed on 6/18/2010.

5  http://www.nytimes.com/2009/11/26/business/
smallbusiness/26cupcake.html?_r=1&scp=28&sq=
cupcake&st=cse, viewed on 6/18/2010.

6 http://www.denverpost.com/headlines/ci_
10931855, viewed on 6/18/2010.

7 http://www.denverpost.com/headlines/ci_
10931855, viewed on 6/18/2010.

8 http://www.nytimes.com/2009/11/26/business/
smallbusiness/26cupcake.html?_r=1&scp=2&sg=
cupcake&st=cse, viewed on 6/18/2010.

9 http://www.nytimes.com/2009/11/26/business/
smallbusiness/26cupcake.html?_r=18&scp=2&sq=
cupcake&st=cse, viewed on 6/18/2010.

ntrepreneurs, and other members of the founding team, must understand that they

will not remain in control of an externally funded venture when they produce only

enough cash to pay explicitly billed and due expenses. A very real and relevant cost
is the “rent” due on the financial capital venture investors provide. While this expense may
not present itself for periodic explicit payment, inadequate or untimely coverage for this
cost can be as fatal as missing or delaying payments to suppliers and lenders.
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| SECTION 8
IMPLICIT AND EXPLICIT FINANCIAL CAPITAL

COSTS

We argued earlier that cash flow, rather than accrued revenues, accrued expenses, or
other accounting measures, is a new venture’s lifeblood. This is the first of two major
differences between the finance and accounting perspectives. The second is that the fi-
nance perspective demands that, where possible, the cost of financial capital be explicitly
incorporated in evaluations, projections, and strategy. While accountants recognize that
financial capital has a cost and recommend its complete inclusion in performance ap-
praisal and decision making, historical accounting for this cost is incomplete, at least in
formal financial statements. Unlike debt, much of equity’s cost is not an expense in a
traditional accounting sense (with documentation); only a part of this cost (e.g., divi-
dends) is reflected in historical financial statements. There is virtually no historical ac-
counting for the nondividend component of equity’s cost, even though it is clear that
the nondividend cost component increases with cuts in dividends."

There is an important link between the cost of capital and the value a new venture is
striving to create. Quite generally, the value of a financial claim varies inversely with the
cost of that type of capital. We can learn a lot about the cost of financial capital by
studying how prices form and change in the financial markets. For example, a bond’s
price is related to its promised payments by an interest rate (yield) representing the
rental rate for using that type of capital. If you want to borrow from similar investors
on similar terms, you should expect to pay a similar (competitive) rate on your promised
payments. A publicly traded firm’s historical stock price behavior provides evidence
about the rental rate for equity capital invested in that type of firm. Financial markets
continually provide information about the costs of renting financial capital from
investors.

CONCEPT CHECK % How does the cost of debt and equity differ from the perspective of accounting measures?

| SECTION ¥
FINANCIAL MARKETS

Figure 7.1 summarizes the use of interest-bearing debt and equity financing through the

public financial venture life cycle. Public financial markets are those involving the issuance, buying, and
markets trading of standardized liquid securities such as stocks, bonds, and options. Successful,
markets for the creation,  Well-established corporations are the most common issuers of these public market secu-
sale, and trade of liquid rities, although the Internet Age has changed maturity expectations for some issuers. An
securities having initial public offering (IPO) of common stock, usually accomplished with the aid of in-
standardized features vestment bankers, can provide liquidity stage financing as a successful corporate venture

moves deep into its rapid-growth stage.

1 Some have attempted to supplement historical accounting data with imputed line-item costs for the cost of a// finan-
cial capital, including equity. One of the more recent adjusted accounting approaches has been dubbed “economic
profit” or “economic value added” (EVA), which is discussed in the Appendix to Chapter 4. Rather than a criticism
of accounting, approaches like economic profit or EVA highlight that, even though there is no precisely observable ac-
counting transaction, these costs are real.
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FIGURE 7.1 TYPES OF INTEREST-BEARING DEBT AND EQUITY FINANCING,
FINANCING SOURCES, AND BUSINESS RISKINESS BY LIFE CYCLE STAGE

VENTURE'S RISKINESS:
MAJOR DEBT AND POOR PERFORMANCE
LIFE CYCLE STAGE  TYPES OF FINANCING EQUITY SOURCES OR FAILURE

1. VENTURE FINANCING

Development stage Seed financing Entrepreneurs Very high
Startup stage Startup financing Entrepreneurs Very high
Business angels
Venture capitalists

Survival stage First-round financing Venture capitalists High
Commercial banks
Rapid-growth stage Second-round financing Investment bankers High to moderate
Mezzanine financing Venture lenders/investors
Liquidity-stage financing Commercial banks

2. SEASONED FINANCING

Early-maturity stage Issuing stock Investment bankers Low
Issuing bonds Commercial banks
Obtaining bank loans

Public financial markets and financial institutions become the most common sources
of financing during a successful venture’s maturity stage. Financial institutions become
more willing to lend to the venture for several years at a time. Investment bankers are
available to assist maturity-stage corporations in raising financial capital by selling the
firm’s stocks and bonds to the public, to institutional investors, and even to other oper-
ating companies. While individual maturity-stage firms can exhibit poor performance—
or even fail—as a group they are still considered to have low business risk. At this point
in the life cycle, equity investors are typically willing to accept target annual rates of re-
turn of less than 20 percent.

Early-stage ventures in the development, startup, survival, or (early) rapid-growth

private financial stages usually cannot tap into public financial markets. Private financial markets involve
markets the issue and sale of illiquid, less standardized financial contracts and securities. Bank
markets for the creation. loans and privately placed debt (sold to financial institutions and venture lenders) are
sale, and trade of illiquid examples of debt transactions in the private financial markets. Although there are excep-
securities having less tions, bank loans become a likely funding source only after a few successful years of op-
standardized negotiated erations. For equity financing, early-stage ventures typically rely on private equity

features financing from the entrepreneur and her friends or family, from business angels, and

from professional venture capitalists. Only in later stages does tapping the public equity
(stock) markets become feasible. By then, it may even be essential.

Many development-stage ventures are unlikely to succeed. Investors see such ventures
as belonging to a group containing some that will succeed and some (more) that will fail.
Consequently, a development-stage venture’s business plan needs to make the case for po-
tentially achieving very high returns. In Figure 7.1, we depict development-stage ventures
as having very high business risk. Target expected annual rates of return at 40 percent and

Copyright 2010 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 7: Types and Costs of Financial Capital 235

above for equity investments are common. Startup-stage ventures also have very high busi-
ness risk and are considered to be only slightly less risky than they were in the develop-
ment stage. Survival-stage firms continue to have high business risk, and, accordingly, their
investors continue to seek high annual rates of return. Rapid-growth firms are perceived as
remaining highly risky during the early part of this stage, although their business risk de-
creases to moderate levels as they successfully emerge from rapid growth. Target annual
rates of return exceeding 20 percent are common for ventures in the rapid-growth stage.

One of the goals of this chapter is to provide a framework for assessing the types of
returns that a venture’s business plan needs to suggest for investors providing the financ-
ing in various stages of a venture’s life cycle. Entrepreneurial finance focuses on early-
stage ventures. Corporate finance focuses on more mature firms (typically, corporations)
operating late in their rapid-growth or maturity stages. Early-stage ventures usually have
access only to private capital markets. Mature corporations have access to private and
public capital markets. Ultimately, however, the private, public, and even government se-
curity markets compete with each other for much of the capital available for investment.
Depending on the risk and returns offered, investors move their investing attention from
category to category. Accordingly, it helps if we start with financial markets more
broadly in order to develop a unified perspective on how expected returns are deter-
mined, whether it be for early-stage or Fortune 500 companies.

CONCEPT CHECK  x How do public and private financial markets differ?
%k What are the primary providers or sources of early-stage capital?

| SECTION B X/
DETERMINING THE COST OF DEBT CAPITAL

interest rate Typically, one bears the cost of debt by making periodic payments equal to an interest
pr|cepa|d .t.o' borrowfunds rate multiplied by the amount borrowed and by repaying the amount borrowed. In this
arrangement, the interest rate determines the cost of debt capital. In debt markets, the sup-
ply and demand for funds determines the interest rate new borrowers must agree to pay.
Figure 7.2 graphically illustrates the market determination of interest rates. In Panel
A, equilibrium (Q;) in borrowed and loaned funds occurs when supply (S;) intersects
demand (D;). The result is an interest rate we will call “r,” depicted as 8 percent.” Panel
A also shows the interest rate for higher demand (D,) due to factors like overall eco-
nomic expansion. Notice that the quantity of funds borrowed and loaned increases to
Q, as the interest rate rises to 10 percent.
In addition to understanding that supply and demand interact to set interest rates, it
is important to realize that riskier debt costs more. The risk that a borrower may not

default risk make an interest or principal payment is default risk. Lenders expect to be compensated
r|sk thata borrovver vwllnot for such risk. Panel B in Figure 7.2 depicts. two possibl? supply/demand relationsh.ips,
pay the interest and/or one for low-default-risk debt and one for high-default-risk debt. Note that the equilib-
principal on a loan rium interest rate for high-default-risk debt is higher than that for low-default-risk

debt. We have depicted the quantity demanded and supplied for low-risk debt as being
greater than that for high-risk debt. This represents the normal case. The distance be-
tween the two interest rates depends on the relative demand for the two types of debt

2 While we use “r" to denote the cost of financial capital in this chapter, different textbooks may use “i” when refer-
ring to interest rates or “k” for “kapital” costs. All of these can be used interchangeably.
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and lenders’ willingness to lend at various interest rate differentials between the two
types of debt. For example, when the economy is growing, the willingness to lend (sup-
ply) to higher-risk borrowers usually increases. Boom-time lenders may accept a smaller
risk premium (an interest rate closer to low-risk rates) when lending to high-risk bor-
rowers. During a recession, lenders may be more conservative and demand high-risk
premiums. Consequently, recession-time lenders may demand very high interest rates
from high-risk borrowers or not lend to them at all.

Determinants of Market Interest Rates

An observed or stated interest rate, such as the rate on a bank loan, is referred to as
nominal interest rate the nominal interest rate. It is common practice to state interest rates on an annual or
""""""""""""""" annualized basis. For example, the interest rates depicted in Figure 7.2 are annual nomi-

observed or stated interest . : . . .
rate nal interest rates. Recall that Panel B displays possible interest rates for low and high

FIGURE 7.2 INTEREST RATES DETERMINED BY THE SUPPLY AND DEMAND FOR BORROWED FUNDS
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real interest rate (RR)

interest one would face in
the absence of inflation, risk,
illiquidity, and any other
factors determining the
appropriate interest rate

CONCEPT CHECK

risk-free interest rate

interest rate on debt that is
virtually free of default risk

inflation

rising prices not offset by
increasing quality of the
goods or services being
purchased

inflation premium (IP)

average expected inflation rate
over the life of a risk-free loan
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default risk. In addition to default risk, other factors—inflation expectations, marketabil-
ity, and the life span of the debt instrument—play important roles in determining the
supply and demand of funds and, therefore, equilibrium interest rates.

Economists like to reference a baseline, stripped-down interest rate. The real interest
rate (RR) is an abstract notion of the interest rate one would face in the absence of in-
flation, risk, illiquidity, and any other factors determining the applicable interest rate.”
One estimate of the real rate of interest (transferring consumption from today to next
year) is in the neighborhood of 3 percent.* Because it excludes such factors as inflation
and risk, this is the closest estimate we have to the pure time value of money. Borrowers
must pay more than the real rate (RR) to compensate the lender (supplier of debt funds)
for an inflation premium (IP), a default risk premium (DRP), a marketability or liquidity
premium (LP), and a maturity premium (MP). We can express these relationships in
equation form as follows:

lgebt (OF g) = RR + IP + DRP + LP + MP (7.1)

% What is meant by the RR?

Risk-Free Interest Rate

It is possible to find debt that is virtually free of default risk. The observed interest rate
on such debt securities is called the risk-free interest rate, which we will denote as ry.
Most investors consider U.S. Treasury securities to have almost no default risk and value
them using risk-free rates. Inflation occurs when rising prices are not offset by increases
in the quality of the goods or services being purchased. The result is a lower purchasing
power for the same amount of money. During inflationary times, to offset erosion in
money’s purchasing power, even risk-free securities are priced using higher interest rates.
The result is an IP that is added to the RR. The resulting nominal risk-free rate is:

Risk-Free Rate (or r) = RR + IP (7.2)

where the inflation premium (IP) reflects the expected inflation that will occur during
the risk-free loan.”

3 Here we simplify by using RR to denote what is more accurately a real risk-free interest rate. This abstraction for a
baseline interest rate is dubbed a “real” interest rate because it attempts to measure an increase in real consump-
tion (as distinct from an increase in prices). The usefulness of the abstraction is easiest to grasp in a simple, single-
good economy having only one tangible physical (real) asset and no financial assets. As long as the economy has
only oranges, then the amount of future oranges produced by investing current oranges provides the “orange interest
rate” or the “RR" for the orange consumption economy. Of course, for an economy with many different types of pro-
ductive investment technologies, the RR is more of an abstraction about the rate at which one can lend current con-
sumption in exchange for future consumption. The Learning Supplement in Chapter 9 provides a more detailed
treatment of the introduction of financial contracting to orange production economies. Needless to say, in the real
(noneconomist) world, it is oxymoronic to term the abstract notion of a baseline rate a real rate.

~

Of course, observing RR is not possible as the notion is an abstract one. Nonetheless, the U.S. Treasury recently in-
troduced Treasury Inflation-Protected Securities (TIPS), which contain an inflation adjustment formula for preserving
the consumption value of the principal. Because the principal is hedged against inflation, such securities bear interest
rates highly correlated with the unobservable RR. How high the correlation is depends on how well one believes the
consumer price index calibrates the inflation adjustment necessary to preserve the consumption value of the
principal.

o1

To be technically correct, there is a cross-product interaction between RR and IP. That is, the risk-free rate is more
accurately thought of as [(1 + RR)J(1 + IP)] - 1. In our example, we would have [(1.03)(1.03)] - 1 = 1.0609 - 1 =
0.0609. However, it is common to view these two components of the nominal risk-free interest rate as additive be-
cause the other components of “r" are treated similarly.
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To illustrate, consider a lender whose time value of money (RR) is 3 percent per year.
The lender might be a relative wishing to buy a better hot tub next year by earning in-
terest on your loan, or a financial intermediary or bank representing other ultimate len-
ders. In either case, the ultimate lender gives up current consumption and expects to
receive a higher future consumption in return. If we believe that hot tub (and general)
price levels will rise 3 percent during the year of the loan, then to assure a 3 percent
higher consumption from spending the funds next year, the nominal rate on the loan
will need to be approximately 6 percent. Using equation 7.2, we have:

rr=3% +3% = 6%

In the case where zero inflation is expected, the risk-free interest rate would be equal to
the RR, 3 percent in our example.

Because they relate to the exchange of real products and services across time, many
investors and academics believe that it is reasonable to assume that RRs are relatively
stable. This leaves inflation expectations as the explanation for changes in risk-free inter-
est rates. During periods of very high inflation expectations, risk-free interest rates tend
to be high. The important point is that risk-free interest rates shift up and down with
inflation expectations. In our context, and in finance practice, it is common to start di-
rectly with nominal risk-free rates, taking the market’s appraisal of real rates and ex-
pected inflation (rather than trying to project them). The prices of U.S. Treasury
securities and the related nominal risk-free rates are easy to find. All we need to do is
consider how our specific application changes when we introduce default risk. Starting
with nominal risk-free rates, we can write the default return equation as:

fa =11+ DRP + LP + MP (7.3)

It is important to remember that it is conventional practice to refer to the risk-free
interest rate as being free from default risk, and not free from inflation risk. A venture
must promise to pay substantially more than the risk-free rate to obtain debt financing.
Investors expect some compensation for bearing the venture’s financial risk.

CONCEPT CHECK % What is meant by a risk-free interest rate?
% What is meant by an IP?

Default Risk Premium

default risk premium The default risk premium (DRP) is the additional interest rate premium required to
(DRP) compensate the lender for the probability that a borrower will not pay the promised in-
add|t| onallnterestrate """ terest and principal payments. The higher the quality of the loan or debt security, the
premium required to lower the DRP and, therefore, the lower the nominal interest rate. Borrowers with very
compensate the lender for low default risk may need to pay less than 1 percent more than the risk-free rate. Riskier
the probability that a borrowers of investment-grade quality typically pay about 2 percent more than the risk-

borrower will default on a

oan free rate. High-default-risk borrowers may pay many points over, or even multiples of,

the risk-free rate. In extreme cases or severe market conditions, these borrowers may
not have any access to debt capital.

Suppose the current risk-free rate is 6 percent, and a mature venture expects a 2 percent
DRP. Assuming no LP or MP, we would have the following inputs to equation 7.3:

g = 6% + 2% + 0% + 0% = 8%
This mature venture would expect to pay an 8 percent interest rate when the U.S. gov-

ernment is borrowing at 6 percent. An early-stage venture might have to pay 11 percent
(i.e., 6 percent of r¢ plus 5 percent of DRP) or more. Actually, lenders often like to talk in
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“basis points,” where one percentage point is 100 basis points. The early-stage venture
would face a rate 500 basis points above the prevailing risk-free rate.

Banks have their own terminology for borrowers. Banks do not generally lend to the
government and, thus, make only risky loans. For their highest-quality (lowest default
risk) business customers, banks typically charge a prime rate. This prime rate establishes
a benchmark rate for loans to riskier customers. Also, banks like to quote rates to riskier
customers as “prime plus.” That is, some percentage point interest rate premium is added

prime rate to the prevailing prime rate. For example, a moderately risky customer might get a “prime
|nterest 'r;t; charged by plus 2 percent” loan. If the prime rate is 7 percent, this translates to a 9 percent borrowing
banks to their highest-quality rate (ie., 7 percent + 2 percent). Early-stage ventures, when they can get bank loans, might
(lowest default risk) business ~ pay “prime plus 5 percent,” or 12 percent when the prime rate is 7 percent. Even the
customers prime rate, however, is not as low as the government’s risk-free rate.

It is important to understand that the DRP for a given class of firms and the risk-free
interest rate change over time with changes in expectations about economic activity.
Figure 7.3 depicts the impact of some of these changes. In Panel A, the slope of the
risk premium curve is held constant while the risk-free interest rate shifts upward and
downward on the vertical axis to reflect changes in inflation expectations. As previously
suggested, the risk-free rate will be high when inflation expectations are high because we
add the IP to a reasonably stable RR (of about 3 percent). When inflation is expected to
be 7 percent or higher annually, the risk-free rate will be at the double-digit level. In
contrast, a low inflation rate of 2 percent suggests a risk-free rate of about 5 percent.

Panel B of Figure 7.3 holds the risk-free rate constant and depicts changes in the slope
of the DRP with changes in expectations about the economy. When investors expect an
expanding economy, they may believe that a given class of firms (such as startups) will
exhibit decreased default rates and that investors will demand lower DRPs for debt is-
sued by this class of ventures. This is depicted by a less steep DRP curve related to the
lower likelihood of borrower default. When investors expect a recessionary economy, in-
vestors (lenders) require larger DRPs.

For larger mature corporations, differences in DRPs are often captured by bond rat-

bond rating ings. A bond rating reflects the default risk of a firm’s bonds as judged by a bond-rating
an assessment that reflects  8ency such as the Standard & Poor’s Corporation (S&P) or Moody’s. Scores are used to
the default risk of a firm's indicate the default risk class for a given firm. Firms with the lowest default risk are as-
bonds as judged by a bond- signed AAA ratings by S&P. This rating is followed by AA, A, and BBB for increasing
rating agency levels of default risk. The default risk for BBB bonds is considered low enough to remain

investment grade. However, lower ratings (BB, B, CCC, and D) are frequently referred to
as high-yield or junk bonds. AAA-rated bonds usually require a DRP of less than one
percentage point above the rate on Treasury bonds. Even BBB-rated bonds typically
require only about a two-percentage-point premium over U.S. Treasury bonds. Junk
bonds are considered very high default risk and often require a premium of an additional
5 percent or more. Early-stage ventures must pay rates comparable to junk-bond rates
for access to debt capital, if they have access at all.

Movements in inflation and economic expectations are not necessarily independent.
While Figure 7.3 separately considers changes in expected inflation (Panel A) and expected
economic conditions (Panel B), these expectations may interact. For example, at the begin-
ning of the 1980s, risk-free rates were very high due to double-digit inflation. The DRP curve
was quite steep because the U.S. economy was in recession. In contrast, at the end of the
1990s, risk-free rates were low because of low inflation (below 3 percent) and the expectation
of high real growth rates, resulting in a flattened DRP curve. In the context of borrowing
costs, the U.S. economy went from what some would say was possibly the worst situation
at the beginning of the 1980s to possibly the best situation by the end of the 1990s. The de-
cline in the cost of financial capital paralleled the rapid rise of U.S. entrepreneurial activities.
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FIGURE 7.3 SHIFTS IN RISK-FREE INTEREST RATES AND DEFAULT RISK PREMIUMS REQUIRED BY
BORROWERS

Panel A: Impact of Changes in Inflation Expectations

12%

Interest Rate
B e

5%

Low High
Default Risk

Panel B: Impact of Changes in Economic Expectations

_ -~ Recession
=

=7 Normal

_ _—— Expansion

7%

Interest Rate

Low High
Default Risk

While the first decade of the 21st century was characterized by relatively low inflation
rates, wide fluctuations in economic activity resulted in large losses for many venture
investors, which, in turn, made it difficult for entrepreneurs to raise financial capital.
The decade began with the bursting of the tech/dot.com “bubble,” leading to an economic
recession in 2001 that was exacerbated by the September 11, 2001, terrorist attacks.
Economic recovery was well underway by the middle of the decade. Rapidly rising residential
real estate prices, however, created the foundation for a housing “bubble” that burst in 2006,
with the 2007-2009 financial crisis following immediately thereafter. Stock prices peaked
in 2007 and began a rapid decline that continued into early 2009. A severe economic
recession by mid-2008 brought the financial system to the brink of collapse by late 2008.
While some financial institutions failed, others were merged into financially stronger
institutions, and some were “bailed out” through government assistance programs.
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The government responded with a major stimulus package to help “jump-start” the
economy. At the end of the first decade of the 21st century, entrepreneurs were having
difficulty securing venture financing of any kind.

From an entrepreneur’s perspective, it can be more difficult to undertake new busi-
ness ventures as interest rates rise. When higher interest rates reflect higher inflation ex-
pectations, it is often difficult to sustain profitability. If the venture cannot easily pass
price increases on to its customers, the venture faces eroded demand at the new higher
prices or lower margins on existing demand. In either case, profitability declines or even
vanishes. Many who watch markets claim that, when the DRP curve steepens, we should
expect an economic slowdown or even a recession. In addition to rising interest rates for
new ventures, there can be a serious negative impact on existing ventures’ revenues. In
such instances, new ventures face increased capital costs and decreased profitability.
Most new ventures will have a tougher time surviving periods of high risk-free interest
rates and steeply sloped DRP curves.

% What is meant by a DRP?
% What is a prime rate?

Liquidity and Maturity Risk Premiums

In addition to inflation and default expectations, liquidity and maturity horizon may in-
fluence the nominal interest rate on a venture’s debt. A liquidity premium (LP) is
charged when a loan or other debt instrument cannot be sold quickly at its existing
value.® Investment-grade debt and prime loans usually can sell quickly at little, if any,
discount to their true values. In contrast, higher-risk loans and junk bonds may require
significant lead time and/or discount from true value to be sold quickly. Although we
usually think of default risk and LPs as moving together, one can observe different LPs
for financial securities with similar default risk and maturity.

A maturity premium (MP) is an added interest rate charge for long-horizon debt
contracts. Many think of this as compensation for additional interest rate risk in the
long term. For example, while the inflation realized over the next year will probably be
close to its expected level of, perhaps, 3 percent, it becomes increasingly risky to extend a
fixed-rate loan (of, say, 7 percent) for ten or even twenty years when inflation could vary
widely from current expectations. Investors™ tastes for lending, DRPs, and the overall
economic climate are more uncertain over long time intervals. Depending on how uncer-
tainty is perceived to compound over time, it is possible that the annualized MP (rate per
year) might increase with the lending horizon. If so, holding other factors constant, we
would expect to see nominal interest rates rise with maturity.

The relationship between nominal interest rates and time to maturity, when default
risk is held constant, is referred to as the term structure of interest rates. A yield curve
is a graph of the term structure of interest rates. Figure 7.4 shows a typical upward-
sloping yield curve for U.S. Treasury securities. Because U.S. Treasuries are treated as
essentially default-free at all maturities, we know that lenders are requiring (and the
Treasury is paying) MPs. Notice that the MP over the one-year Treasury rate is 1 percent
(7 percent — 6 percent) for five-year, 2 percent (8 percent — 6 percent) for ten-year, and
3 percent (9 percent — 6 percent) for twenty-year Treasuries. In general, yield curves flat-
ten out after maturities reach about ten years. That is, the incremental annual MP

6 Actually, the premium or added interest rate is for a lack of liquidity. However, convention has led users to call this a
LP rather than an “illiquidity” premium.
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typically decreases (to zero) after maturities of about ten years. Note that although the
incremental annual MP goes to zero, MPs are applied every year. Consequently, the total
dollar amount of MP (as opposed to the annual rate) rises with maturity, and a com-
pounding effect remains. While some suggest that this decline in annual increments (or
constant annual MP) beyond ten years indicates that much of this risk plays out in the
first ten years, it is better to view the absence of additional annual increment as an indi-
cation that the risk per year has stabilized even though total risk continues to rise with
each year on the loan.

When we examine yield curves to calibrate MPs, a caveat is in order. The supply and
demand for funds at each maturity determines how the current term structure slopes.
Supply and demand are affected by the factors we have discussed and an important one
we haven’t—the Federal Reserve. U.S. monetary policy is implemented by the Federal
Reserve, primarily through a variety of activities that can shift the supply and demand of
U.S. Treasury securities at various maturities. Consequently, it is not unusual to observe
flat, humped, or even downward-sloping yield curves as the authorities conduct mone-
tary policy manipulations in an attempt to influence the U.S. (and global) economy.
Complicating the rather straightforward supply-and-demand effects of Federal Reserve
purchases is the fact that long-term inflation expectations are closely related to public
perceptions of the attitude of the monetary authorities. Federal Reserve actions can
therefore have direct and indirect supply-and-demand effects. As an example, when the
Federal Reserve is attempting to raise short-term interest rates to slow down the expan-
sion rate of an allegedly overheated economy, it may have a direct effect on short-
horizon supply and demand (higher interest rates). If it communicates by its actions that
long-run inflation will be controlled, long-term interest rates may drop. The result is a
torquing of the term structure toward flatness or, possibly, even an inversion (downward
sloping). When examining the term structure for MPs, it is important to keep in mind
all of the factors of supply and demand, including current monetary policy.

We now estimate the cost of borrowed financial capital by returning to equation 7.3.
Assume that the risk-free rate is 6 percent, based on a 3 percent inflation expectation
and a 3 percent RR. An entrepreneur is expecting to pay a five-percentage-point cost
for default risk to obtain borrowed funds for five years. The loan will be difficult to

FIGURE 7.4 YIELD CURVE REPRESENTATION OF THE TERM STRUCTURE OF INTEREST RATES
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resell, and market norms dictate a three-percentage-point LP. Finally, given the prevail-
ing shape of the yield curve, the MP will average two percentage points over the life of
the five-year loan. The venture’s cost for this debt capital is:

r4=6% + 5% + 3% + 2% = 16%

Debt issues may be secured or unsecured. A debt issue is secured by pledging a ven-
ture’s specific assets (plant, equipment, and/or working capital) to be used in the event of
default in satisfaction of at least a portion of the debt. Debt secured by a venture’s assets

senior debt is typically called senior debt. Unsecured debt is typically referred to as subordinated
debt secured by a venture's 9Dt due to the inferiority of its claim relative to the senior debt’s specific claim on ven-
assets ture assets. Subordinated debt has more severe concerns upon default and, consequently,
carries a higher interest rate. Early-stage firms have little, if any, senior debt because the
subordinated debt value of salvageable assets is negligible. In general, early-stage ventures with no profitable
debt with an inferior claim operating history will not be candidates for traditional debt. They may, however, use
(relative to senior debt) to debt capital originating in the founders’ ability to borrow on personal credit or with a
venture assets personal guarantee through mortgages, personally guaranteed bank loans, and credit
cards.’

While relating expected returns to the degree of default risk has intuitive appeal, in
practice, many debt issues are not rated solely for default risk. A generalization of default
risk is variability in the payment of returns. Nonpayment is certainly a form of variabil-
ity (from expectations). Thinking about risk in terms of variability of payment extends to
other securities where there is no legal obligation to pay. The prime example of such a
security is a venture’s equity. When we view each security’s risk in terms of the variabil-
ity of the payments it can make to investors, we get a broader definition of investment
risk.

CONCEPT CHECK % What ES meant by a LP and a DRP? .
%k What is meant by the term structure of interest rates?

A Word on Venture Debt Capital

It is possible that a venture may be able to borrow money at below-market rates from
family members and friends. Such investors’ primary interests in the venture may very
well be nonfinancial. They may also have other ways of achieving nonfinancial returns.
Additionally, state and local government assistance programs (also having interests be-
yond the venture’s success) may provide subsidized debt financing.® However, entrepre-
neurs and their teams need to understand that unaffiliated, nonsubsidizing lenders are
motivated primarily by expected and realized financial returns on the financing they pro-
vide; they demand a competitive rent for the use of their funds. The business angels, ven-
ture capitalists, and banks (rarely) that provide unaffiliated capital expect to earn an
overall return comparable to that available elsewhere for investments of similar risk.

7 Although personal borrowing by the founders is common in startups involving multiple founders, personal debt
may fund what amounts to an equity investment by the individual founders. That is, it is possible that the ven-
ture's culture will treat the debt as the individual founder’s problem and never really assume the debt service bur-
den as its own. On the upside, when the venture succeeds, it will help the founder relieve the personal debt
burden. Unfortunately, as the venture fails, the founder, in what amounts to forced additional investment, may be
the only one left to service the debt. Accordingly, it is probably better to think of personally guaranteed debt and
investment funded by personal debt as partly or entirely equity (and correspondingly due the higher returns ex-
pected for equity).

8 We devote Chapter 12 to an extensive introduction to such sources.
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“Renting” their capital to the venture has an immediate cost of not “renting” it else-
where. In the long run facing the surviving venture, it is the private and public financial
markets that determine the appropriate target return for the venture’s debt. Subsidized
borrowing can provide some important early advantages, but the financial advantages
themselves are short-lived, and the available financing is inadequate to meet a successful
venture’s long-term financing needs.

Some venture debt that appears to bear below-market rates may not be subsidized
even though, at first, it appears to be. Venture lenders and investors who provide mezza-
nine financing to successful ventures in their rapid-growth stages may achieve part of
their target return by participating in the venture’s equity success when, and if, it occurs.
The part of the lender’s return that is conditioned on the value of the venture’s equity is
usually structured by adding warrants (see Chapter 13) to the venture loan. Together, the
target return from loan principal and interest and that from the warrant’s payoft will still
be kept in check by competition in the financial markets.

| SECTION R
WHAT IS INVESTMENT RISK?

The word “risk” comes from the early Italian word risicare and means “to dare.” Dictio-
nary definitions refer to risk as being a peril or hazard that results in exposure to loss or
injury. For example, the decision to ride a bicycle in automobile traffic involves the
chance (risk) of suffering bodily injury. Likewise, the decision to start a business, or to
invest in someone else’s venture, involves the possibility (risk) of financial or monetary
investment risk of loss  loss. Investment risk of loss is the chance, or probability, of financial loss on one’s ven-

Chanceorprobab|l|ty ‘o'f '''' ture investment. Debt, equity, and founding investors all assume investment risk of loss.

financial loss from a venture . . . -
investment Measuring Risk as Dispersion Around an Average

Perceived variation in possible venture returns is a widely accepted notion of venture in-
vestment risk. Returns include any interest or dividends received, plus any change in the
value of the investment (appreciation or depreciation) over the period of the investment.
For example, assume that you are contemplating making a $100 investment in the HiTec
Company. You expect that at the end of one year you will receive $10 in cash flow in the
form of dividends and expect the investment’s value to be $110. Thus, the return would
be $20 ($10 in cash dividends and $10 in capital appreciation) on the initial $100 invest-
ment. Typically, this would be couched as an expected return of 20 percent.'’ In equa-
tion form, we have:

»9

Cash Flow + (Ending Value — Beginning Value)

0 —
% Rate of Return = Beginning Valle x 100 (7.4)
For our example, we then have:
$10 -+ ($110 — $100) $20
0 — _ — 0
% Rate of Return = 3100 ><10[]_$100x100 20.0%

Thus, the rate of return is expected to be 20 percent.

9 Peter L. Bernstein, Against the Gods: The Remarkable Story of Risk (New York: John Wiley & Sons, 1996), p. 8.
Bernstein provides a comprehensive discussion of how the understanding of risk developed through history, how to
measure risk, and how to weigh the consequences of taking on risk.

10 For many, it is easier to compare different investments by considering their expected rates of return. While this is not

an infallible way to compare investments of differing initial investment or having intertwining investment and retumn
phases, it is usually a reasonable starting point.
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Now assume that the 20 percent return is expected for the HiTec Company only if
normal economic conditions prevail next year. The economy, however, could be either in
a recession or growing rapidly. If a recession occurs, no cash dividend is expected from
the investment, and the investment’s value is expected to fall to $80. On the other
hand, if the economy grows rapidly, the dividend is expected to be $20 with the invest-
ment’s value expected to rise to $140. The returns expected under each scenario for HiTec

would be:
Recession:
$0 + ($80 — $100) —-$20
0 _ — — 9209
% Rate of Return = $100 x 100 3100 x 100 20%
Rapid growth:
$20 + ($140 — $100) $60
0 _ _v — B0Y
% Rate of Return = $100 ><100_$100><100 60%
expected rate of return An expected rate of return is a probability-weighted average of all possible rates of re-

probability-weighted average LI Given only these three poss.ible rates of return, and assuming that the high .ar?d low
of all possible rates of return returns occur 30 percent of the time and that the normal return occurs the remaining 40
percent of the time, the expected rate of return for the HiTec Company investment is:

ECONOMIC PROBABILITY OF COMPONENTS TO
CLIMATE OCCURRENCE x RATE OF RETURN = SUM
Rapid growth 0.3 x 60% = 18.0%
Normal 0.4 x 20% = 8.0%
Recession 03 x -20% = -6.0%

1.0 Expected return (Sum) = 20.0%

The expected rate of return, given the estimated probabilities for each of the three
scenarios, is 20 percent. In other words, the probability-weighted mean or average ex-
pected return is 20 percent.

We know, however, that the realized return for the HiTec Company maybe as low as —20
percent or as high as 60 percent. The deviation, or dispersion, of outcomes around the ex-

standard deviation pected return of 20 percent, typically quantified by the standard deviation, is a commonly
measure ofthedwpersuon of used measure of an investment’s risk. The tighter the dispersion, the smaller the standard
possible outcomes around deviation and the lower the investment risk. It is common practice to use the symbol o, pro-
the expected return of an nounced “sigma,” to indicate the standard deviation. The standard deviation for HiTec is:
Investment
OUTCOME MINUS
EXPECTED DIFFERENCE PROBABILITY OF COMPONENTS TO
RETURN SQUARED x OUTCOME = SUM
60% - 20% = 40% 1,600 x 0.3 = 480.0
20% - 20% =0 0 x 04 = 0.0
-20% - 20% = -40% 1,600 x 0.3 = 480.0
Variance (Sum) = o? = 960.0

Vol = 31.0

Standard Deviation

In words, we calculate standard deviations as follows:

1. Calculate the expected rate of return on an investment based on estimates of possi-
ble returns and the probabilities associated with those returns.

2. Subtract the expected value from each outcome to determine deviations from the ex-
pected value.
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3. Square each difference or deviation.

4. Multiply each squared deviation by the probability of the outcome and sum the
weighted squared deviations to get the variance ().

5. Calculate the square root of the variance to get the standard deviation (o).

In actual practice, an investment is likely to have more than three possible outcomes.
If we increase the number of possible outcomes substantially and assign probabilities that
reflect similar probabilities for similar returns, in many cases it will be advantageous to
think of the returns as belonging to a continuous probability distribution. Panel A in
Figure 7.5 depicts an example of such a distribution for the HiTec Company. Panel A
also displays the expected return and the dispersion of returns for the BioTec Company.
Notice that while BioTec has the same expected return as HiTec (20 percent), it has a
much tighter distribution around its expected value. This is graphical representation of
BioTec’s smaller standard deviation and lower investment risk. Given investor risk aver-
sion, when considering two otherwise identical investments, investors will prefer the in-
vestment with a smaller dispersion of outcomes (lower standard deviation).

In actual practice, investor choices are more complex than depicted in Panel A of
Figure 7.5, where two investments had the same expected returns but different stan-
dard deviations. Most of the time, investors face trade-offs involving higher expected
return for assuming greater risk (standard deviation). Panel B of Figure 7.5 shows the
continuous probability distributions of possible returns for the LoTec and HiTec Com-
panies. The expected rate of return for LoTec is 10 percent. However, the dispersion of
possible outcomes is much tighter for LoTec, an investment having significantly less
investment risk.

Which opportunity would investors choose? The answer is not obvious. It depends
on the risk tolerance or risk aversion of each investor. We can standardize the relation-
ship between the expected rate of return and the standard deviation. One way to stan-
dardize is by considering the ratio of standard deviation to expected return, a ratio

coefficient of variation ~ known as the coefficient of variation:

measure of the dispersion Coefficient of Variation = Standard Deviation/Expected Return (7.5)
risk per unit of expected rate . .
of reptum P Assume that even after we have added more outcomes for HiTec, the standard devia-

tion of returns remains at 31 percent. Assume that the standard deviation for LoTec is
12 percent. Using equation 7.5, we have:

LoTec : Coefficient of Variation = 12%/10% = 1.20
HiTec : Coefficient of Variation = 31%/20% = 1.55

We see that the LoTec Company offers a lower dispersion per unit of expected return.
Does this mean that all investors would rationally choose LoTec over HiTec? No! Highly
risk-averse investors would almost certainly choose the LoTec investment over the HiTec
investment.'' In contrast, investors with a higher tolerance for risk might choose to in-
vest in HiTec because of its expected 20 percent return. Of course, they will assume more
risk (dispersion) in the possible outcomes. The potential for higher return is sufficient to
entice these investors into taking greater risks.

CONCEPT CHECK % \Vhat is investment risk of loss?

% What is meant by an expected rate of return?
% Explain the terms standard deviation and coefficient of variation.

11 In fact, highly risk-averse investors may opt to invest in U.S. government securities and not in equities.
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FIGURE 7.5 CONTINUOUS PROBABILITY DISTRIBUTIONS OF RATES OF RETURN
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Historical Return versus Risk Relationships
It is one thing to talk about the trade-off between risk and return in statistical terms. However,
if not validated over time, the concept will not be very useful in helping us understand the cost
of financial capital. Fortunately, the long-term historical record supports the expectation that
investments with higher dispersion risks provide higher average rates of return over time.

Morningstar’s Ibbotson Associates, Inc., compiles and reports average annual return
data and standard deviations on investments in bonds and stocks for long periods of
time. Table 7.1 shows the annual average total returns and their standard deviations for
the 1926 through 2008 period.'* We have included data on average annual rates of infla-
tion and added coefficients of variation.

The average annual return on an intermediate-term U.S. government bond (i.e., a one-
bond portfolio with a maturity of five years) was 5.6 percent over the eighty-three-year
(1926-2008) period. The standard deviation was 5.7 percent, resulting in a relatively low

12 Stocks, Bonds, Bills, and Inflation: 2009 Yearbook (Chicago: Morningstar, Inc., 2009).
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TABLE 7.1 ANNUAL RATES OF RETURN: INFLATION, BONDS, AND STOCKS
(1926-2008)

SECURITY TYPE AND AVERAGE STANDARD COEFFICIENT
INFLATION ANNUAL RETURN DEVIATION OF VARIATION
Intermediate-term government bonds 5.6% 5.7% 1.0
Long-term government bonds 6.1% 9.4% .5
Long-term corporate bonds 6.2% 8.4% 1.4
Large-company stocks 11.7% 20.6% 1.8
Small-company stocks 16.4% 33.0% 20
Inflation 3.1% 4.2% 1.4

Source: Stocks, Bonds, Bills, and Inflation: 2009 Yearbook (Chicago: Morningstar, Inc., 2009).

coefficient of variation of 1.0 (5.7/5.6). This represents a low-risk-low-return investment
example. While this is a default risk—free investment, changes in market interest rates
from one year to the next can cause a bond’s price (and, therefore, its investment return)
to change over its life. Because the government will honor its interest and principal pay-
ments, the investor will receive her contracted return over the life of the bond.

For illustration, assume that the government issues a two-year $1,000 bond with a
current 6 percent market interest rate. Also assume that interest is paid annually.”” A
bond’s price would be set as follows:'*

. Interest in Year 1 Interest in Year 2 Principal Repayment
Bond Price = ] + 5 5
(1 +I’d) (1 +rd) (1 —I—I’d)

(7.6)

For our example, we would have:

Bond Price — $60 . $60 it $1,000Z _ $ﬂ _ $1,060
(1.06)'  (1.06)° (1.06)° 1.06 1.1236
= $56.60 + $943.40

= $1,000

If the interest rate on similar-maturity government bonds increases to 7 percent before
the first interest payment has been made on this two-year bond, its price will fall as follows:
$60 $1,060 $60 $1,060
=
(1o7)' (1072 107 T 11449
= $56.07 + $925.85
= $981.92

The investment return for the first year, assuming the bond price is $981.92, would be:

Bond Price

Interest + Ending Price — Begining Price
— X
Begining Value
$60 + $981.92 - $1,000

- $1,000 x 100

% Investment Return = 100

$41.92
= $1000 %10

= 0.0419 x 100, or 4.19%

13 It is standard practice in the United States to pay interest semiannually on bonds with maturities greater than one
year. In this example, however, we are assuming annual payments to simplify the example.

14 For readers unfamiliar with discounted cash flows, this example uses the methods covered in detail in Chapter 9.
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Thus, instead of an expected return of 6 percent, the sale of the bond at market value
($981.92) after one year would bring a realized return of only 4.19 percent. Of course, if the
bond is held the full two years, the realized return will be 6 percent; the government will
make the two $60 interest payments and return the $1,000 principal amount. Nonetheless,
due to changes in interest rates, the value of the bond fluctuates during the two-year period.

Fluctuations in bond prices, deriving from changes in interest rates, increase with the
life or maturity of the bond. Long-term bonds have greater annual price changes or fluc-
tuations than do intermediate-term bonds. Historical data illustrate this difference very
clearly. While the standard deviation on five-year government bonds has been 5.7 percent,
the standard deviation for long-term government bonds (a one-bond portfolio with a
twenty-year maturity) averaged 9.4 percent over the 1926-2008 period. This greater vari-
ability occurred even though the annual average return was only 6.1 percent (i.e., only one-
half of a percent higher than the intermediate-term bond rate), resulting in a coefficient of
variation of 1.5. This is the type of difference one would expect to observe for bonds with a
four times longer maturity (twenty years versus five years). This much greater volatility
derives from the inherent changes in interest rates accompanying periods of war, low and
high inflation, recession and a major depression, and rapid economic growth.

From Table 7.1, it is easy to see that returns on bonds have been lower than those earned on
equity investments. The returns on long-term corporate bonds are from an index of high-
grade corporate bonds with an approximate maturity of twenty years.'> Large-company stock
returns are from the S&P 500 composite stock index since 1957 and on the S&P 90 stock index
prior to then. The common stock returns assume the re-investment of dividends. The average
premium in the return of large corporate stocks over corporate bonds for the 1926-2008
period was 5.5 percent (11.7 percent — 6.2 percent). Over the same period, the standard devia-
tion was 8.4 percent for the corporate bond index and 20.6 percent on large company stocks.

The cost of equity capital should be higher than the cost of debt capital. This is true for
a given venture and, on average, across all companies. Debt holders have a prior claim (i.e.,
prior to equity’s claim) on a venture’s operating income and any liquidation proceeds. In-
terest must be paid to debt holders before cash dividends can be paid to equity investors. In
addition, debt holder returns are paid primarily through interest (and principal) and tend
to be relatively stable other than when default takes place. Returns to equity holders come
from a combination of cash dividends and expected equity value or price appreciation.

Notice in Table 7.1 that the average annual return for small-company stocks has been
4.7 percent (164 percent — 11.7 percent) above the average return on large-company
stocks. Small-company stocks are defined as those in the smallest market capitalization
quintile on the NYSE for the period through 1981. More recent returns are based on the
Dimensional Fund Advisors Small Company Fund. The standard deviation of 33.0 percent
for small-company stocks (versus 20.6 percent for large-company stocks) also produces a
coefficient of variation of 2.0 for small-company stocks (versus 1.8 for large-company
stocks). This confirms our a priori expectations that small-company stock investments
are riskier than large-company stock investments. Of course, the uncertainty of returns is
particularly great for new venture equity investors because virtually all future returns will
derive from price appreciation in the equity security. Relative to small public company
stocks, venture investments should produce even higher expected returns.

CONCEPT CHECK  x Describe the average annual relative long-run returns on long-term bonds versus stocks.

15 The returns and standard deviations shown in Table 7.1 for long-term government bonds and high-grade long-term cor-
porate bonds are not directly comparable due to differences in how each measure was constructed.
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private equity
investors

owners of proprietorships,
partners in partnerships, and
owners in closely held
corporations

closely held
corporations

corporations whose stock is
not publicly traded

publicly traded stock
investors

equity investors of firms
whose stocks trade in public
markets such as the over-
the-counter market or an
organized securities exchange

organized securities
exchange

a formally organized
exchange typically having a
physical location with a
trading floor where trades
take place under rules set by
the exchange

over-the-counter (0OTC)
market

network of brokers and
dealers that interact
electronically without having
a formal location

market capitalization
(or “market cap”)

a firm’s current stock price
multiplied by the number of
shares that are outstanding

| SECTION &
ESTIMATING THE COST OF EQUITY CAPITAL

Equity investors, like debt investors, expect to be compensated for the risk of the invest-
ment. Equity investors may be private equity investors or publicly traded stock investors.
Private equity investors are owners of proprietorships, partners in partnerships, and
owners in closely held corporations, who would include entrepreneurs, business angels,
venture capitalists, and other private equity investors. Closely held corporations are cor-
porations whose stock is not publicly traded. Publicly traded stock investors, as the
name implies, are equity investors in firms whose stocks trade in public secondary mar-
kets—either in the over-the-counter market or on organized securities exchanges. Equity
capital is considered to be private until a venture’s stock is traded in public markets.

An organized securities exchange typically has a specific location with a trading floor
where trades take place under rules set by the exchange. The most cited example of an or-
ganized securities exchange is the NYSE. An over-the-counter (OTC) market is a network
of brokers and dealers that interact electronically without having a formal location. The
NASDAQ, which is a system for trading stocks, is the most visible example of the OTC
market. An organized securities exchange frequently uses specialists who facilitate trades
in specific stocks. In contrast, the NASDAQ has dealers who will execute your trades but
also buy and sell securities for their own account. Recently, electronic trading services have
become quite popular and provide yet another trading venue for publicly traded securities.

To buy and sell securities on an organized exchange, an investor contacts his broker,
who then sends the order to the exchange floor where it is executed at the specialist station
for that stock. To trade an OTC stock, the investor contacts his broker, who checks a com-
puter listing for dealers in the specified security and their bid-ask prices. After identifying
the dealer with the best price, the broker contacts that dealer and executes the trade.

Securities must first be listed before they can be traded on the NYSE. To qualify for
listing on the NYSE, a corporation must meet certain profitability and equity value re-
quirements. Many ventures that successfully complete an initial public offering (IPO) of
their stock have their shares traded on the OTC market. It should be noted that while
the OTC market specializes in trading securities of smaller, rapidly growing firms, some
very large and successful firms continue to have their securities traded on the NASDAQ.
Two examples are Intel and Microsoft.

Private firms have only private equity investors. That is, if any part of a firm’s equity
trades publicly, we do not consider that firm to be “private.” Nonprivate or “public”
firms have at least a portion of their equity traded in public markets. A firm’s market
capitalization (or “market cap”) is its current stock price multiplied by the number of
outstanding shares. A firm with ten million shares outstanding, with prevailing market
price per share of $20, has a market cap of $200 million. It is common to refer to public
firms as small cap, medium cap, or large cap. While the definition changes over time
with growth in stock prices, an example of these categories would be: small cap for less
than $1 billion, medium cap for $1 billion to $20 billion, and large cap for greater than
$20 billion. The very largest cap firms (e.g., General Electric, Intel, and Microsoft) have
capitalization values at times approaching $500 billion.

Cost of Equity Capital for Public Corporations

Attitudes about how investors should be rewarded for taking investment risk have chan-
ged dramatically over the past sixty years. The idea that investment risk can be reduced
by holding securities in diversified portfolios blossomed during the 1950s and 1960s.
Finding “efficient” portfolios—in which returns are as high as possible for a given level
of standard deviation—became an investment focal point. Perhaps the most successful
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investment risk
premium (IRP)

additional return that
investors can expect to eamn
when investing in a risky
publicly traded common
stock

market risk premium
(MRP)

excess average annual return
of common stocks over long-
term government bonds
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application of this perspective on how investors should be rewarded was the capital asset
pricing model (CAPM) developed during the 1960s and 1970s. Whether the markets ac-
tually do reward investors in a manner consistent with the CAPM remains a subject of
ongoing research decades after its development.

The cost of equity capital has components similar to those in the cost of debt capital.
The cost of common equity (r.) is determined by a risk-free interest rate (r¢) plus a risk
premium for investing in the equity:

re =1+ IRP =RR + IP + IRP (7.7)

where r; decomposes into a RR plus an IP. The investment risk premium (IRP) is the
additional return investors expect when investing in publicly traded common stock. As
with the cost of debt capital, the cost of equity capital starts with a baseline of the default
risk—free rate and adds premiums for various factors. However, rather than add a MP
and DRP, equity’s cost lumps these together in the investment risk premium. We will
return to the notion of a separate LP when we discuss the cost of private equity capital.

The CAPM can be used to estimate the cost of equity capital for firms that have pre-
viously gone public. Specifically, the CAPM suggests an expected rate of return for a
stock investment related directly to the stock’s contribution to a specific well-diversified
portfolio—the overall market.'®

The expected rate of return on a venture’s equity (r.) using the CAPM security mar-
ket line (SML) is:

fe = It + [ — 1ilB (7.8)

where r¢ is the risk-free interest rate, r, is the expected rate of return on the overall stock
market for the same time period, and § (called “beta”) is a measure of the stock’s risk
contribution to a well-diversified portfolio (the overall market portfolio). By construc-
tion, the beta for the overall market is 1.00. In practice, equation 7.8 is calibrated using
annual rates.

The usual practice in this calibration exercise is to use a historical estimate of (r,, — r¢)
and current interest rates for rr. In this exercise, the market risk premium (MRP) is the
excess average annual return of common stocks over government bonds. We can empha-
size this approach by rewriting the SML equation as:

re = s + [MRPIB (7.9)

The product of the market risk premium and the individual security’s beta is the IRP in
equation 7.7.

From Table 7.1, we can see that large-company stocks have provided average annual
excess returns of 5.6 percent (i.e., 11.7 percent — 6.1 percent) over long-term government
bonds for the 1926-2008 period. Over most historical periods of twenty years or more,
this excess return has averaged 6.0 percent to 7.0 percent. If we believe that this average
historical spread between large-company stocks and long-term government bonds is a
good estimate of what will happen in the future, we can substitute this spread for MRP.

For example, if we assume that the current risk-free interest rate on long-term gov-
ernment bonds is 6 percent, and we use 7 percent as reflecting the expected market risk
premium, our expected average annual rate of return on large-company stocks would be:

re = 6% + [7%]1.00 = 6% + 7% = 13%

16 For the reader interested in understanding the current application of these concepts in corporate finance, graduate-level
texts in investments and corporate finance will provide substantial detail. For those interested in a nonmathematical dis-
cussion of the development of financial economics relating to security returns and prices, see Peter L. Bernstein, Capital
Ideas (New York: The Free Press/Simon & Schuster, 1993).
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A reasonable expected rate of return on large-company stocks would be about 13 per-
cent. The expected average annual rate of return would, of course, be affected by the pre-
vailing base (risk-free) interest rates and expectations about the future market risk
premium. When risk-free rates or market risk premiums are relatively low, expected re-
turns for large-company stocks also would be low.

From Table 7.1, we also can see that small-company stocks provided average annual ex-
cess rates of return of 10.3 percent (ie., 16.4 percent — 6.1 percent) over long-term govern-
ment bonds for the 1926-2008 period. Relative to large company stocks, small-company
stocks historically averaged 4.7 percent (16.4 percent — 11.7 percent) higher returns.

If we estimate a future market risk premium of 12 percent for small company stocks
due to an additional 5 percent MRP (above the 7 percent MRP for large-company
stocks) and use a 6 percent long-term government bond rate, the result is:

re = 6% + [7% + 5%]1.00 = 6% + [12%]1.00 = 6% + 12% = 18%

. . . -
CONCEPT CHECK % What is meant by an |nvestment risk premium?
%k What is meant by a market risk premium?

Cost of Equity Capital for Private Ventures

Historically, venture capital returns have exceeded those of broad groups of publicly
traded small stocks. Recently, Venture Economics and the National Venture Capital As-
sociation reported the historical venture investing experiences shown in Table 7.2.

For the period ending December 2008, the long-run (twenty-year) return on all of the
venture capital investments tracked (17.0 percent) exceeds the long-run (twenty-year)
small stock performance number (9.8 percent).'” While similar in nature, venture invest-
ments appear to offer higher returns at a higher risk than small public companies. There
have been periods when venture returns were extraordinary (in both directions).'®
As shown in Table 7.2, five-year (2004-2008) rates of return for all ventures averaged
6.4 percent. In contrast, the three-year holding period (2006-2008) produced a com-
pound average return of 4.2 percent for all ventures. For the most recent ten years
(1999-2008), the compound rate of return for all ventures was 15.5 percent. While ven-
ture investing offers important risk-return opportunities not easily available elsewhere,
there is no strong case for claiming that venture investing offers a superior risk return
to other, more widely available investments.

For mature publicly traded companies, analysts can consider a rich collection of histor-
venture hubris ical data to help produce unbiased projections. The host of analysts digesting the diverse
S but related information provides some assurance that the projections are reasonable. Be-
optimism expressed in L. .. .
business plan projections cause the firms have lengthy histories, the projections will be less prone to the type of
that ignore the possibility of overconfidence or venture hubris exhibited in the financial projections of many business
failure or underperformance plans,

17 The 17.0 percent and 9.8 percent are both geometric averages (like internal rate of return). The 9.8 percent is the
small stock return tracked by Ibbotson Associates for 1989-2008. See Stocks, Bonds, Bills, and Inflation: 2009 Year-
book (Chicago: Morningstar, Inc., 2009), p. 47. Note: The sharp decline in stock prices in 2008 resulted in a major
decline in twenty-year geometric rates of return. For example, the small stock return for the 1988—2007 period was
13.5 percent.

18 For example, we reported in the second edition of this textbook that three-year returns (2001-2003) for all venture in-
vestments tracked were -18.9 percent. Five-year returns (1999-2003) for seed/early-stage investing were 54.9 percent.
For an academic view of venture investing returns that does not include the beginning of the current decade’s down-
turn, see John Cochrane, The Risk and Return of Venture Capital (National Bureau of Economic Research, Working
Paper No. 8066, January 2001).
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TABLE 7.2 VENTURE CAPITAL HOLDING PERIOD RETURNS BASED ON
THOMSON REUTERS’ U.S. PRIVATE EQUITY PERFORMANCE

INDEX*
1 YEAR 3 YEARS 5 YEARS 10 YEARS 20 YEARS

All ventures as of 12/31/2007 20.1 95 8.6 18.1 16.7
All ventures as of 9/30/2008 -2.1 6.3 8.4 17.1 17.0
All ventures as of 12/31/2008 -209 42 6.4 1515 17.0
Early/seed as of 12/31/2008 -20.6 1.7 3.7 36.0 21.8
Later-stage venture capitalists

as of 12/31/2008 -6.8 95 8.7 75 14.5

Source: Thomson Financial/National Venture Capital Association. Web reference: http://www.nvca.org/
index.php?option=com_docman&task=doc_download&gid=424&ltemid=317, visited on 6/16/2010.

*The Private Equity Performance Index is based on the latest quarterly statistics from Thomson Reuters’
Private Equity Database analyzing the cashflows and returns for over 1,266 U.S. venture capital partnerships
with a capitalization of $224 billion. Sources are financial documents and schedules from Limited Partner
investors and General Partners. All returns are calculated by Thomson Reuters from the underlying financial
cashflows. Returns are net to investor after management fees and carried interest.

New ventures provide little or no historical data on which to base credible projections.
Just about the only projections we have are those in the business plan. Fortunately, we have
the insider’s vision and prophecy set down in print; unfortunately, it is bad that those
projections seldom represent objective views of the venture’s future. When we look at a
business plan and see 70 percent projected returns to investors, we need to understand their
relationship to long-term expected venture returns of approximately 20 percent. First, 70
percent is not an unconditional expected return. It is a conditional expected return. That is,
finding successful ventures that returned 70 percent is not hard. However, finding a
diversified pool of successful and failed ventures returning 70 percent over long periods of
time is virtually impossible. When you hear about 70 percent expected returns, understand
that these are for the subset of ventures that have great success, not for ventures drawn at
random.

We are left with an important question about financial customs and manners in
venture investing: Why use the 70 percent number when the true expected return is
closer to 20 percent? The answer is straightforward. By concentrating on returns con-
ditional on venture success, we get a good idea how high returns have to be for win-
ners in the portfolio—because there will be losers (some at 100 percent loss) and they
have to average to 20 percent overall. As all entrepreneurs’ business plans project suc-
cess, we must compare investors’ projected returns with benchmarks for successful
ventures (not expected returns). The “manners” aspect of using a high target rate like
70 percent is that most venture investors prefer not to dampen venture drive by telling
the entrepreneur that all the numbers are “pie in the sky” and should be redone to in-
corporate an 80 percent chance of failure. It is much easier to let the entrepreneurial
team “breathe their own exhaust” and use a conditional-on-success metric to assess the
adequacy of projected returns. In most cases, margins will be reasonably projected; but
sales, time to market, and competition will be subject to relatively large biases from
entrepreneurial hubris.

In summary, it is useful to examine historical venture capital returns, or current and
future venture industry returns using statistical samples and unbiased expected returns,
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to get numbers like 20 percent. However, for business plan projections and new venture
analysis, it is often more convenient to compare projected returns to success-scenario re-
turns (50, 70, or even 100 percent).19

Venture investors are frequently the source of consulting and advice for the venture.
In some cases, venture capitalists take an active position in a venture’s operations or
management. Typically, these positions receive below-market compensation, if any at
all. When a “value-adding” investor contributes these undercompensated services, he
typically expects to make greater financial returns on his investments. This is quite dif-
ferent from a stock market investor who buys a blue-chip stock and renders no services.
We will refer to the compensation for these services, when loaded into the return expec-
tations, as an advisory premium (AP). Venture investors buy securities that are not pub-
licly traded and, therefore, bear the liquidity risk to which we referred earlier.
Incorporating a premium for this liquidity risk (LP), recognizing that compensation for
advisory services is loaded into return expectations, and allowing a hubris projections
premium (HPP) when dealing with hubris-influenced business plan projections, we can
see that the rate of return venture investors seek is:

rv =rti+ IRP+ AP+ [P + HPP
=1 + AP + LP + HPP (7.10)

While we have seen that CAPM’s SML allows us to estimate the cost of equity for
publicly traded firms, estimating the cost of equity for ventures that are not publicly
traded is much more difficult. We begin by recognizing that private equity investors
require additional expected compensation for taking on added risk. IRP and therefore
r. (= rr + IRP) will generally be higher for private equity investments. Private equity
investors typically find it very difficult and costly to sell their positions. This leads to
a potentially large LP. On top of this, depending on the situation, venture investors
may also increase their target return for AP and overly optimistic business plan
projections.

Sources and Costs of Venture Equity Capital

The founding entrepreneurial team, business angels, and venture capitalists are the pri-
mary sources of early-stage capital. While the entrepreneurial team’s investment motives
may be complicated, business angels and venture capitalists seek venture returns com-
mensurate with venture risk-taking. In almost all cases, any stated interest on a venture
investment, if any, is only a small part of the higher return that is truly expected. For
example, if a venture investor buys a bond that can be converted into shares of equity,
the stated bond interest rate will be a minor part of the total expected return, including
any capital gain realized upon conversion.

Even more commonly in the United States, venture capitalists may choose to invest in
convertible preferred stock, which can provide better liquidation claims (compared to
common stock), have a claim to periodic payments similar to interest, and possess the

19 For the astute finance legalist, it may be disturbing to see that we are advocating the use of inflated projections and
inflated return expectations. After all, this is certainly not the usual asset-pricing practice in which unbiased expected
cash flows are compared to unbiased expected returns (unbiased in the sense of incorporating all possible venture
eventualities). Nonetheless, this venture investor practice is well grounded elsewhere in finance. In particular, when
we extract an internal rate of return on promised bond payments from one bond and use it to value the promised pay-
ments from another bond, we have done precisely the same thing. Promised bond payments are the maximum that
will ever be paid. They are certainly not an unbiased expectation of what will be paid (taking into account the possi-
bility of default). Bond valuation conducted in this manner uses success cash flows and success rates of return in pre-
cisely the same way as using 70 percent expected return with success-scenario business plans.
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same voting rights as common stock.”* The realized return on the convertible security will
not be known until its conversion (into common stock) and sale (or liquidation). Because
the payments, if any, received during the investment will be small, and certainly inadequate
to compensate for the risk, most of the return comes in the form of appreciation in the value
of the security (capital gain) over time. Even though there is no formal accounting recogni-
tion of the accumulating but at-risk rent for using investors’ capital, the cost is real. Foun-
ders and managers who cannot provide liquidation proceeds sufficient to meet these
accumulated costs can face significant restrictions on their future access to capital. More im-
mediately, as venture investors realize that the future proceeds will be inadequate, they will
be almost overwhelmed by the urge to make management changes to improve the likeli-
hood of higher future proceeds. Again, it is important when dealing with venture investors
to remember that competition with other ventures for investors’ funds restricts entrepre-
neurs’ abilities to avoid such costs. Competition among potential investors is equally impor-
tant. Such competition restricts an individual investor’s ability to buy venture securities “on
the cheap” and target above-market returns on their investments in your venture.

Typically, competition among venture equity investors results in stage-specific target
rates. Recall that in Figure 7.1 we characterized ventures’ risks of underperformance and
failure as very high, high, moderate, and low. There is a natural progression from very
high risk to low risk as a successful venture progresses from its development stage to its
maturity stage and beyond. Figure 7.6 displays graphically how the expected target annual
rates of return decrease along with these decreases in risk. The highest target annual rates of
return are associated with equity seed financing during a venture’s development stage. Tar-
get rates of return sought by startup investors also are very high but, on average, are less
than those sought by seed equity investors. Target rates of return continue to decline as ven-
ture investors provide first- and second-round financing. Equity investors expect the lowest
annual rates on seasoned equity investments sold to the public.

FIGURE 7.6 RELATIONSHIP BETWEEN A VENTURE’S LIFE CYCLE STAGE AND TARGET RETURN RATE

Maturity Public and Seasoned
Financing
. Second-Round and

Rapid Growth Mezzanine Financing
2
K Survival First-Round Financing
2
o
2
= Startup Startup Financing

Development Seed Financing

1 | |

| J
10% 20% 30% 40% 50% 60%

Target Compound Rate of Return

20 We discuss the design of venture investors’ securities, including convertible bonds and preferred stock, in more detail
in Chapter 13.
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FIGURE 7.7 TARGET RETURN RATES AND TYPICAL RATE RANGES BY LIFE
CYCLE STAGE

LIFE CYCLE STAGE REPRESENTATIVE TARGET RATE TYPICAL RANGE
Maturity 15% 12%—18%
Rapid growth

Late rapid growth 25% 20%—-30%

Early rapid growth 30% 25%—-35%
Survival 35% 25%—45%
Startup 40% 30%—-50%
Development 50% 40%—-60%

Figure 7.7 presents a rough estimate of targeted annual returns and typical realized re-
turn ranges by stage in the life cycle.*' Empirical data on returns earned by publicly traded
corporations indicate that large capitalization stocks tend to provide annual rates of return
in the low double digits while successful small capitalization stocks provide annual rates of
return in the high teens. A representative target rate of 15 percent and a range of 12 per-
cent to 18 percent have been historically reasonable for maturity-stage corporations.

At the other extreme, ventures in their development life cycle stage have the highest risk
of not succeeding, and we have indicated a representative target rate of 50 percent with a
typical range of 40 percent to 60 percent. We are aware that some venture investors claim
to use target expected rates of return of 100 percent or even higher. While many ventures
have realized returns well in excess of 100 percent, such outcomes are not representative of
what venture investors set as a target return to use in evaluating an early-stage business
plan. A representative target rate of 40 percent, with a range of 30 percent to 50 percent,
is more reasonable for returns suggested by early-stage financial projections. Survival-stage
ventures, also highly risky, face target returns a little lower than those faced by startups.
Ventures in their rapid-growth stage actually vary in risk according to where they are in
that stage. Early in the rapid-growth stage, business risk remains high as reflected in a rep-
resentative target return of 30 percent per year with a range of 25 percent to 35 percent.
Late rapid-growth-stage ventures become less risky, and the representative target rate de-
clines to 25 percent with a typical range being 20 percent to 30 percent.

While we have tried to give indicative target rates by maturity stage, it is important to
remember that many individual ventures result in 100 percent loss and others provide
only low single-digit annual rates of realized return. To counterbalance these poor out-
comes, venture investors have to restrict attention to firms that, when successful, offer
returns well in excess of target rates. One of the characteristics of venture investing is
high returns on some investments and —100 percent on others. Professional venture in-
vesting depends on having above-target winners to offset losers. We explore professional
venture investment more thoroughly in Chapter 11.

CONCEPT CHECK  x \hat is venture hubris?

21 For one study providing ranges of target returns for different venture rounds, see Burton Dean and Joseph Giglierano,
“Multistage Financing of Technical Start-Up Companies in Silicon Valley,” Journal of Business Venturing 5 (November
1990): pp. 375-389.
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| SECTION X
WEIGHTED AVERAGE COST OF CAPITAL

weighted average cost ~ The weighted average cost of capital (WACC) is simply a weighted average of the cost

of capital (WACC) of the individual components of interest-bearing debt and common equity capital. The

welghtedaverageofthe cost cost of debt is the interest rate the venture pays for borrowed funds, adjusted for the

of the individual components fact that interest is tax deductible.

of interest-bearing debt and Suppose we have a $1 venture that has issued $0.50 of debt and $0.50 of equity to

common equity capital capitalize the $1 value. If the interest rate on debt is 10 percent, the tax rate is 30 percent,
and the required return on equity is 20 percent, the after-tax weighted average cost of

capital is 13.5 percent. To see this, we can plug the numbers into the formula:

After-Tax WACC = (1 — Tax Rate) x (Debt Rate) x (Debt to Value)
+ Equity Rate x (1 — Debt to Value)
= (0.70 x 0.10 x 0.5) + (0.20 x 0.5)
=0.135, or 13.5%

If this is a bit opaque, Figure 7.8 provides a graphical depiction equivalent to the mathe-
matical formula. Each side of the tree in Figure 7.8 calculates the amount of money (on
an after-tax basis) required to keep the investor happy.

A Life Cycle-Based WACC Example

Although most early-stage financing is equity capital, the opportunity to use debt in-
creases as a successful venture progresses through its life cycle. Development stage ven-
tures typically rely on equity seed capital from the entrepreneur, friends, and family. If
the product or process development requires a long time and is expensive, the venture
may need outside venture investors to provide additional equity capital.

We examine the debt-financing possibilities for a typical venture through its life cycle
stages. Beta Omega Corporation was launched to develop chemical nutrients for food en-
hancement. Because of the development time and facilities required to grow algae-rich nu-
trients, Beta Omega needed external venture financing to supplement the equity capital
provided by the entrepreneur, Joann So. She raised a total of $500,000 from venture inves-
tors who appraised the prospective investment using a target rate of return of 50 percent.

After developing a process to extract an oil-based nutrient from the algae, Beta
Omega began marketing and selling enriched multivitamins. The nutrient additive was
designed to increase a user’s metabolism. Although the venture faced several struggles
and product redevelopments, it moved into its survival stage, received an additional
$500,000 in venture financing, and was about to enter its rapid-growth stage. Somewhat

FIGURE 7.8 HOW EARNING AFTER-TAX WACC SATISFIES ALL INVESTORS

V=8I
Debt Equity
D = $0.50 E=$0.50
$0.50 Debt Payment Equity Payment $0.10
$0.015 Tax “Rebate”
$0.035 After-Tax Payment After-Tax Payment $0.10
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surprisingly, there was a definite seasonality in sales. (Sales peaked during the winter hol-
iday season.) As a consequence, to produce and make credit sales to retailers, Beta
Omega sought short-term financing from a local bank.

A bank loan of one year or less shows up on a venture’s balance sheet as a note payable
and may be in the form of an informal line of credit or a formal revolving-credit agreement.
Both types of loans usually have cleanup clauses requiring the loan balance to be reduced to
zero sometime during the year. These types of loans are sometimes called “self-liquidating
loans.” Beta Omega was able to borrow $100,000 at a 9 percent interest rate.

To help finance a growth in sales and accommodate sales seasonality, Beta Omega
raised $500,000 in debt financing at an interest cost of 14 percent. At this point, Beta
Omega’s financial capital consisted of $600,000 in interest-bearing debt capital and $1
million in common equity capital. The effective tax rate for the venture was 30 percent.
Joann So wondered what had happened to Beta Omega’s cost of capital as the venture
transitioned from its development stage to its early rapid-growth stage. Because Beta
Omega had both debt and equity in its financial structure, the venture’s cost of capital
was an average of the debt and equity components.

Beta Omega’s estimated WACC started with the after-tax interest costs on the two out-
standing loans. Because the venture had a 30 percent income tax rate, the effective after-
tax cost of the 9 percent bank loan was 6.3 percent [9 percent x (1 — 0.30)]. Likewise, the
14 percent before-tax cost on the long-term debt implied an after-tax cost of 9.8 percent.

As previously discussed, the cost of equity capital is an implicit cost (expected capital
gains). For firms with publicly traded stocks, we use methods like the CAPM to estimate
the cost of equity capital. For private equity ventures, we must start with normal equity
returns and add premiums for illiquidity, uncompensated advisory services, and venture
hubris (in business plan projections). The previous section introduced representative
rates reflecting these adjustments. At the time, Joann So estimated Beta Omega’s cost of
venture equity capital to be 25 percent.

With this preparation, Joann So was set to calculate her venture’s weighted average
cost of capital. We can replicate her analysis by determining the total amount of
interest-bearing and equity capital. We can determine the percentage weight of each
component. Next, we will need to multiply the after-tax cost of each component times
its percentage weight and sum these products. The result is her venture’s WACC. For
Beta Omega, the calculations are:

FINANCIAL DOLLAR  PERCENTAGE AFTER-TAX COMPONENT
CAPITAL AMOUNT WEIGHT x COST = TO SUM
Note payable $ 100,000 6.25% x 0.063 = 0.39%
Long-term debt 500,000 31.25% x 0.098 = 3.06%
Equity 1,000,000 62.50% x 0.250 = 15.63%
$1,600,000 100.00% x WACC (Sum) = 19.08%

The 19 percent (rounded) WACC is much lower than Beta Omega’s cost of capital
(all equity) in its development stage (50 percent). The decline in the venture’s capital
costs (and access to debt) was due to gaining an operating history and the perception
that Beta Omega had significantly reduced its risk (with less venture hubris reflected in
its financial projections). This progress and realism, along with the tax deductibility of
interest payments, led to the 19 percent WACC.

CONCEPT CHECK  x \What is meant by the weighted average cost of capital?
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SUMMARY

The main conceptual purpose of this chapter is to im-
press upon entrepreneurs that a new venture must pay
its explicit bills (expenses) and its implicit bills (cost of
financial capital). Failure to provide a return for inves-
tors will almost certainly result in the lack of access to
capital to fund the current venture. It is also likely that
the entrepreneur will have difficulty raising funds for
the next venture she wishes to launch; as investors
note the lack of an adequate return, they will look else-
where for leadership capable of providing such a return.

KEY TERMS

bond rating
closely held corporations
coefficient of variation

“market cap”)

market capitalization (or

market risk premium (MRP)
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To get a better idea of the total implicit and explicit
capital costs, we introduced the cost of debt capital
(interest and principal payments) and the cost of equity
capital (dividends and capital gains). We modified our
basic approach to the cost of equity with a discussion of
the role of venture hubris and how venture investors set
target return rates for their investments in your venture.
We completed our discussion of financial capital costs
by combining the various costs to get the venture’s
weighted average cost of capital.

real interest rate (RR)
risk-free interest rate
senior debt

default risk

default risk premium (DRP)
expected rate of return
inflation

inflation premium (IP)
interest rate

investment risk of loss

maturity premium (MP)
nominal interest rate

organized securities exchange
over-the-counter (OTC) market
prime rate

private equity investors

private financial markets

standard deviation

subordinated debt

term structure of interest rates

venture hubris

weighted average cost of capital
(WACC)

yield curve

investment risk premium (IRP)
liquidity premium (LP)

DISCUSSION QUESTIONS

1. Describe how the costs of debt and equity differ
from the perspective of accounting measures.

2. How do private and public financial markets differ?

3. Briefly describe venture debt capital and venture eq-
uity capital.

4. What is an interest rate? What is default risk?

5. What is a meant by a nominal interest rate? De-
scribe a risk-free interest rate and a real rate of
interest.

6. Define inflation. What is meant by an inflation

premium?

. Define the term default risk premium.

. What is meant by a prime rate?

. What is a bond rating?

10. What is a liquidity risk premium? What is a matu-
rity risk premium?

11. What is meant by the term structure of interest
rates? What is a yield curve?

12. Describe the differences between senior debt and
subordinated debt.

O 00

public financial markets
publicly traded stock investors

13. Explain the meaning of investment risk of loss and
describe how risk can be defined relative to an aver-
age value.

14. Describe the following: (a) expected rate of return,
(b) standard deviation, and (c) coefficient of
variation.

15. Describe the historical average annual return rela-
tionships among long-term U.S. government bonds,
corporate bonds, small-firm common stocks, and
large-firm common stocks.

16. What is the difference between private equity inves-
tors and publicly traded stock investors?

17. How does an organized securities exchange differ
from an over-the-counter market?

18. What is meant by an investment risk premium?
What is a market risk premium?

19. What rates of return at various horizons have ven-
ture capitalists earned, on average, in recent years?
How do these returns compare with the average
venture capital returns over the past twenty years?
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20. How do we estimate the cost of equity capital for 22. What is meant by the weighted average cost of cap-
private ventures? In developing your answer, de- ital (WACC)?
scribe the major components that are considered 23. From the Headlines—Lovely Confections: List three
when estimating the rates of return required by ven- types of financing employed by Lovely Confections
ture investors. in order of increasing required returns. Explain why

21. What discount rates are typically used for development- the types are listed in the order you give.
stage, startup-stage, survival-stage, and early growth-
stage ventures?

INTERNET ACTIVITIES

1. Access the Federal Reserve Board of Governors 3. Access http://www.pwcmoneytree.com for a sum-

Web site at http://www.federalreserve.gov/releases/
to find current interest rates (and foreign exchange
rates) relevant to your business venture.

mary of recent venture capital investment perfor-
mance. Summarize the return experience for the
various venture-investing rounds.

2. Access http://www.bloomberg.com for interest rates
and financial market news. Summarize the current
financial market conditions.

EXERCISES/PROBLEMS

1. [Inflation and Risk Premiums] Voice River, Inc., provides media-on-demand services
via the Internet. Management has been studying current interest rates. A lender is
willing to make a two-year loan to Voice River at a 12 percent annual interest rate.
The U.S. government is currently paying 8 percent annual interest on its two-year
securities.

A. If the real rate of interest is expected to be 3 percent annually, what is the infla-
tion premium expected at this time?

B. What is the amount of the total risk premium that Voice River will have to pay?

C. If a 1 percent liquidity premium is built into the 12 percent rate, what is the de-
fault risk premium on the loan?

2. [Maturity and Default Risk Premiums] Following is interest rate information cur-
rently being observed by the Electronic Publishing Corporation:

One-year U.S. government securities 45%
One-year bank loans 6.0%
Five-year U.S. government securities 7.0%
Five-year bank loans 9.5%

A. What is the amount of the maturity risk premium on one-year versus five-year
U.S. government securities?

B. What is the amount of the maturity risk premium on one-year versus five-year
bank loans?

C. What is the default risk premium on one-year bank loans and on five-year bank
loans?

3. [Expected Rate of Return and Risk Measures] A venture investor, BKAngel, is consid-
ering investing in a software venture opportunity. However, the rate of return to be
realized next year is likely to vary with the economic climate that actually occurs.
Following are three possible economic outcomes, the probability that each one will
occur, and the rate of return projected for each outcome:
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ECONOMIC PROBABILITY OF RATE OF
CLIMATE OCCURRENCE RETURN
Recession 0.25 -20.0%
Normal 0.50 15.0%
Rapid growth 0.25 30.0%

A. What is the expected rate of return on the software venture?

B. Calculate the variance and standard deviation of the rates of return for the soft-
ware venture.

C. Calculate the coefficient of variation of the rates of return for the software ven-
ture. If the coefficient of variation of the rates of return for BKAngel’s prior ven-
ture investments is 1.5, would the software venture be considered as being less or
more risky?

4. [Expected Rate of Return and Risk Measures] A potential venture investment has the
following possible outcomes:

PERFORMANCE PROBABILITY OF RATE OF
OUTCOME OCCURRENCE RETURN
Home run (success) 0.15 500.0%
Breakeven 0.35 15.0%
Strikeout (failure) 0.50 -100.0%

A. What is the expected rate of return on the venture?

B. Calculate the variance and standard deviation of the rates of return for the
venture.

C. Calculate the coefficient of variation of the rates of return for the venture. If the
coefficient of variation of the rates of return for your prior venture investments
is 4.0, would the new venture be considered as being less or more risky?

5. [Portfolio Expected Rate of Return and Risk Measures] Three venture investments
previously made by BKAngel, a venture investor, achieved the following outcomes
for the year just completed:

VENTURE INITIAL CASH ENDING
OPPORTUNITY VALUE FLOW VALUE
Venture 1 $300,000 $75,000 $600,000
Venture 2 $400,000 $50,000 $300,000
Venture 3 $300,000 -$60,000 $360,000

A. Calculate the percentage rate of return for each of the venture investments.

B. Calculate the expected rate of return for a portfolio of these three venture invest-
ments weighted by each venture’s investment share of a total $1 million
investment.

C. Calculate the variance and standard deviation of the rates of returns for the port-
folio investment.

D. Calculate the coefficient of variation of the rates of returns for the portfolio in-
vestment. Is this portfolio investment less or more risky than another investment
opportunity with a coefficient of variation of 1.5?

6. [Portfolio Expected Rate of Return and Risk Measures] Refer to Problem 5. Assume
that BKAngel’s initial investments in the three ventures had been Venture 1 =
$500,000, Venture 2 = $300,000, and Venture 3 = $200,000, with each investment
having achieved the same cash flows and ending values shown in Problem 5.

A. Calculate the percentage rate of return for each of the venture investments.
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B. Calculate the expected rate of return for a portfolio of these three venture invest-
ments weighted by each venture’s investment share of a total $1 million
investment.

C. Calculate the variance, standard deviation, and coefficient of variation of the
rates of returns for the portfolio investment.

7. [Loan Present Values] Jerry’s Tree Services is trying to raise debt funds from a pro-
spective venture investor, SureWay LLC. SureWay indicated to Jerry Lau that the an-
nual interest rate on risky venture loans is currently 15 percent. Jerry is seeking a
three-year loan with annual payments. He is willing to pay back $100,000 at the
end of three years. However, because of cash flow problems, he can afford to pay
interest at only a 12 percent annual rate.

A. Calculate the dollar amount that SureWay venture investors would lend to Jerry’s
Tree Services.

B. What would be the dollar amount of the loan if the loan is made for only two
years?

8. [Loan Present Values] Refer to Problem 7. Show how your answer to Part A of Prob-
lem 7 would change if Jerry were willing to pay 16 percent annual interest and a
principal payment of $100,000 at the end of three years.

9. [Expected Rate of Return and Hubris Premiums] Following is the rate-of-return com-
ponent information for FirstVenture investors:

RETURN
RATE COMPONENT COMPONENT
Liquidity premium 5.5%
Risk-free rate 6%
Advisory premium 9%
Investment risk premium 11.5%
Target rate of retun 40%

A. Calculate the expected rate of return before considering premiums for illiquidity,
advisory activities, and hubris projections.
B. Estimate the hubris projections premium for this FirstVenture investment.
10. [Cost of Equity Capital] Use the following information to estimate the VentureBanc
investors’ target rate of return:

RETURN
RATE COMPONENT COMPONENT
Liquidity premium 5%
Risk-free rate 6%
Advisory premium 9%
Market risk premium 7.5%
Hubris projection premium 15%

A. VentureBanc uses a systematic risk measure of 2.0. Based on the information
shown, estimate VentureBanc’s investment risk premium. Then estimate the
cost of equity capital for VentureBanc.

B. Determine the rate components and their returns that a venture investor like
VentureBanc would require to be covered beyond a traditional cost-of-equity
estimate.

C. What overall venture investment discount rate would be used by VentureBanc?

11. [Weighted Average Cost of Capital] Kareem Construction Company has the follow-
ing amounts of interest-bearing debt and common equity capital:
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FINANCING DOLLAR INTEREST COST OF
SOURCE AMOUNT RATE CAPITAL
Short-term loan $200,000 12%

Long-term loan $200,000 14%

Equity capital $600,000 22%

Kareem Construction is in the 30 percent average tax bracket.

A. Calculate the after-tax WACC for Kareem.

B. Show how Kareem’s WACC would change if the tax rate dropped to 25 percent
and the estimated cost of equity capital were based on a risk-free rate of 7 per-
cent, a market risk premium of 8 percent, and a systematic risk measure or beta
of 2.0.

12. [CAPM Estimate of Cost of Equity Capital] Voice River, Inc., has successfully moved
through its early life cycle stages and now is well into its rapid-growth stage. How-
ever, by traditional standards this provider of media-on-demand services is still con-
sidered to be a relatively small venture. The interest rate on long-term U.S.
government securities is currently 7 percent. Voice River’s management has observed
that, over the long run, the average annual rate of return on small-firm stocks has
been 17.3 percent, while the annual returns on long-term U.S. government securities
has averaged 5.7 percent. Management views Voice River as being an average small-
company venture at its current life cycle stage.

A. Determine the historical average annual market risk premium for small-firm
common stocks.

B. Use the CAPM to estimate the cost of common equity capital for Voice River.

13. [Weighted Average Cost of Capital] Voice River, Inc., is interested in estimating its
WACC now that it is in its rapid-growth stage. Voice River has a $500,000, 10 per-
cent interest, short-term bank loan; a $1.5 million, 12 percent interest, long-term
debt issue; and $42 million in common equity. The venture is in the 35 percent in-
come tax bracket.

A. Determine the after-tax costs of the bank loan and the long-term debt issue.

B. Calculate the WACC for Voice River, Inc., using the cost of common equity cap-
ital estimated in Problem 12.

14. [Weighted Average Cost of Capital] Refer to Problem 13 for Voice River, Inc.

A. Estimate the WACC if the cost of common equity capital is 20 percent.

B. Estimate the WACC if the cost of common equity capital is at the representative
target rate of 25 percent for typical ventures in their late rapid-growth life cycle
stage.
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MINI CASE

Castillo Products Company

The Castillo Products Company was started in 2008. The company manufactures components for personal digital assistant (PDA)
products and for other handheld electronic products. A difficult operating year, 2009, was followed by a profitable 2010. The foun-
ders (Cindy and Rob Castillo) are interested in estimating their cost of financial capital because they are expecting to secure addi-
tional external financing to support planned growth.

Short-term bank loans are available at an 8 percent interest rate. Cindy and Rob believe that the cost of obtaining long-term
debt and equity capital will be somewhat higher. The real interest rate is estimated to be 2 percent, and a long-run inflation pre-
mium is estimated at 3 percent. The interest rate on long-term government bonds is 7 percent. A default-risk premium on long-
term debt is estimated at 6 percent; plus Castillo Products is expecting to have to pay a liquidity premium of 3 percent due to the
illiquidity associated with its long-term debt. The market risk premium on large-firm common stocks over the rate on long-term gov-
emment bonds is estimated to be 6 percent. Cindy and Rob expect that equity investors in their venture will require an additional
investment risk premium estimated at two times the market risk premium on large-firm common stocks.

Following are income statements and balance sheets for the Castillo Products Company for 2009 and 2010.

CASTILLO PRODUCTS COMPANY

INCOME STATEMENT 2009 2010
Net sales $ 900,000 $1,500,000
Cost of goods sold 540,000 900,000
Gross profit 360,000 600,000
Marketing 90,000 150,000
General and administrative 250,000 250,000
Depreciation 40,000 40,000
EBIT -20,000 160,000
Interest 45,000 60,000
Earnings before taxes -65,000 100,000
Income taxes 0 25,000
Net income (loss) § 65,000 $ 75,000
BALANCE SHEET 2009 2010
Cash $ 50,000 $ 20,000
Accounts receivable 200,000 280,000
Inventories 400,000 500,000
Total current assets 650,000 800,000
Gross fixed assets 450,000 540,000
Accumulated depreciation -100,000 -140,000
Net fixed assets 350,000 400,000
Total assets $1,000,000 $1,200,000
Accounts payable $ 130,000 $ 160,000
Accruals 50,000 70,000
Bank loan 90,000 100,000
Total current liabilities 270,000 330,000
Long-term debt 300,000 400,000
Common stock ($0.05 par value) 150,000 150,000
Additional paid-in-capital 200,000 200,000
Retained earnings 80,000 120,000
Total liabilities and equity $1,000,000 $1,200,000
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Castillo Products Company (Continued)

A. Calculate the net profit margin, total-sales-to-total-assets ratio, the equity multiplier, and the return on equity for both 2009 and
2010 for the Castillo Products Corporation. Describe what happened in terms of financial performance between the two years.

B. Estimate the cost of short-term bank loans, long-term debt, and common equity capital for the Castillo Products Corporation.

C. Although, Castillo Products paid a low effective tax rate in 2010, a 30 percent income tax rate is considered more appropriate
when looking to the future. Estimate the after-tax cost of short-term bank loans, long-term debt, and the venture's common
equity.

D. Estimate the weighted average cost of capital (WACC) for the Castillo Products Corporation using the book values of interest-
bearing debt and stockholders’ equity capital at the end of 2010.

E. Cindy and Rob estimate that the market value of the common equity in the venture is $900,000 at the end of 2010. The market
values of interest-bearing debt are judged to be the same as the recorded book values at the end of 2010. Estimate the market
value-based weighted average cost of capital for Castillo Products.

F. Would you recommend to Cindy and Rob that they use the book value—based WACC estimate or the market value—based WACC
estimate for planning purposes? Why?

MINI CASE
Alpha One Software Corporation

Note: This Mini Case incorporates the calculation of a weighted average cost of capital (WACC) to determine whether the Alpha
One Software Corporation added economic value in 2010. The Appendix to Chapter 7 will need to be covered first in order to com-
plete this Mini Case.

The Alpha One Software Corporation was organized to develop software products that would provide Internet-based firms with
information about their customers. As a result of initial success, the venture's premier product allows firms with subscriber bases
to predict customer profiles, retention, and satisfaction.

Arlene lo received an undergraduate degree in computer science and information systems from a major northeastern university
four years ago. The Omega Subscriber Software Product was developed and test-marketed with the help of two of her classmates;
Alpha One Software Corporation was up and running within one year. Venture capital was obtained to start up operations; a sec-
ond round of venture financing helped Alpha One move through its survival stage. Product success in the marketplace has allowed
the venture to achieve such rapid sales growth that it now is able to get bank loans and to issue long-term debt.

The interest rate on the bank loan is 10 percent. For long-term debt, the real interest rate is estimated to be 3 percent; the inflation
premium is 4 percent; and Alpha One’s default/liquidity risk premium over goverment bonds is estimated to be 7 percent. The cost of
common equity was estimated using the risk-free long-term government bond rate and a stock investment risk premium of 13 percent.

Arlene lo has now reached the point of being able to consider whether Alpha One is adding economic value in terms of its net op-
erating profit after taxes (NOPAT) and its weighted average cost of capital (WACC). Following are the financial statements for 2010.

ALPHA ONE SOFTWARE CORPORATION

INCOME STATEMENT 2010
Net sales $1,500,000
Cost of goods sold -850,000
Gross profit 650,000
General and administrative -250,000
eXpenses

Marketing -206,000
Depreciation -50,000
Eamnings before interest and taxes 144,000
Interest -84,000
Eamings before taxes 60,000
Income taxes (40% rate) -24,000
Earnings after taxes $ 36,000

(continued on next page)
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Alpha One Software Corporation (Continued)

BALANCE SHEET 2010
Cash $ 20,000
Accounts receivable 250,000
Inventories 350,000
Total current assets 620,000
Fixed assets, net 480,000
Total assets $1,100,000
Accounts payable $ 125,000
Accrued liabilities 125,000
Notes payable 100,000
Total current liabilities 350,000
Long-term debt 500,000
Common stock (20,000 shares) 100,000
Retained earnings 150,000
Total liabilities and equity $1,100,000

A. Calculate Alpha One’s net operating profit after taxes (NOPAT). Why does the NOPAT differ from the earnings after taxes?

B. Estimate the effective before-tax cost of the long-term debt.

C. Estimate the effective after-tax cost of the bank loan and the long-term debt.

D. Estimate the cost of common equity capital.

E. Determine the financial structure weights from Alpha One’s 2010 financial statements for the two interest-bearing debt compo-
nents and the common equity.

F. Calculate Alpha One's weighted average cost of capital (WACC).

@G. Determine the dollar cost of financial capital used.

H. Estimate Alpha One’s economic value added (EVA). Did Alpha One build or destroy economic value in 20107

Copyright 2010 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



APPENDIX

UsingWACCto
Complete the

Calibration of
EVA

e can use the WACC information to calculate a venture’s economic value
added (EVA). Recall in the Appendix to Chapter 4 that we defined EVA as:
EVA = Net Operating Profit After Taxes — After-Tax Dollar Cost of Financial Capital Used

where net operating profit after taxes (NOPAT) is earnings before interest and taxes
(EBIT) multiplied by 1 minus the effective tax rate:

NOPAT = EBIT(1 - Effective Tax Rate)

Let’s continue on with the Beta Omega Corporation example discussed at the end of
this chapter under the heading “A Life Cycle-Based WACC Example.” Assume that Beta
Omega had $4 million in revenues with EBIT of $500,000. Its NOPAT was $350,000
[$500,000 x (1 — 0.30)]. To calculate the EVA-imposed financial capital cost, we need
to determine the amount of financial capital used. Recall that the sum of the interest-
bearing debt and common equity capital was $1.6 million and that the WACC was 19
percent. Taking the product of these two gives the cost of the financial capital used:

After-Tax Dollar Cost of Financial Capital Used = $1,600,000 x 0.19 = $304,000

EVA then is estimated to be:
$350,000 - $304,000 = $46,000
To summarize, Beta Omega’s operations generated $350,000 of NOPAT. In doing so,
Beta Omega incurred explicit and implicit financing costs in the amount of $304,000.
Beta Omega’s NOPAT exceeded the dollar cost of financial capital used. In particular, it
generated a positive EVA of $46,000 for the year. EVA is one measure of the amount of
economic gain accomplished during that year.

EXERCISES/PROBLEMS

1. [Economic Value Added] Kareem Construction Company has the following amounts
of interest-bearing debt and common equity capital:

FINANCING SOURCE DOLLAR AMOUNT INTEREST RATE COST OF CAPITAL

Short-term loan $200,000 12%
Long-term loan $200,000 14%
Equity capital $600,000 22%

Kareem Construction is in the 30 percent average tax bracket.

A. Calculate the after-tax WACC for Kareem.

B. Determine the after-tax dollar cost of financial capital used by Kareem.
C. Kareem’s EBIT was $300,000. Calculate Kareem’s NOPAT.

D. Calculate Kareem’s EVA. Did the venture build or destroy value? -

Copyright 2010 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



This page was intentionally left blank


User
Zone de texte 
This page was intentionally left blank


CHAPTER

Securities Law
Considerations When
Obtaining Venture
Financing

PREVIOUSLY COVERED

Chapter 7 covered the types and costs of financial capital. We discussed how different
financial securities have risk characteristics associated with market-determined required
returns for those who bear the risks and explained why venture investors seek relatively
high expected returns on their investments.

LOOKING AHEAD

In Part 4, we shift our focus to creating and recognizing venture value. Chapter 9 covers
the fundamentals of financial valuation from an equity perspective. We show how the
venture’s current value derives from its ability to generate future cash flows that can be
disbursed to investors. We focus on the value created when the venture completes its
rapid-growth stage and enters maturity. Venture capital valuation methods are discussed
in Chapter 10.

CHAPTER LEARNING OBJECTIVES

It is necessary to comply with securities laws when raising external financial capital. In
this chapter, we introduce several major legal aspects of fundraising for the new ven-
ture. We discuss the central role of the Securities Act of 1933 and the exemptions avail-
able to ventures seeking to issue securities without having to register them with the
Securities and Exchange Commission (SEC). After completing this chapter, you will be
able to:

1. Identify four relevant components of the federal securities laws.

2. Explain what is meant by blue-sky laws.

3. Define “security” according to the Securities Act of 1933 and explain why such a des-
ignation matters.

. Describe what is involved in registering securities with the SEC.

. Identify some of the securities that are exempt from registration with the SEC.

. Identify some transaction exemptions granted under the Securities Act of 1933.

. Describe and discuss how the SEC’s Regulation D serves as a securities registration
“safe harbor.”

. Explain how Rules 504, 505, and 506 of Regulation D differ from one another.

9. Describe Regulation A and explain how and when it is used.
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From the Headlines

A Crisis with Conscience: Building a More Sustainable Sustainable Northwest

Root around in their website (www.
sustainablenorthwest.org) and you'll discover
that Sustainable Northwest is a 501(c)3 non-
profit organization with a for-profit whole-
sale lumberyard subsidiary.! The lumberyard,
Sustainable Northwest Wood, was formed in
2008 with the mission “to make buying local
and sustainable the wisest and easiest
option, thus placing homegrown business in
the heart of the green building movement.”
The wholesale lumber yard is intended to
assist in achieving specific aspects of its
501(c)3 parent's larger mission.?
Sustainable Northwest Wood stocks a
variety of lumber products, all of which are
gleaned from Pacific Northwest forests
managed “either to the standards of the
Forest Stewardship Council (FSC) or as a
part of a stewardship program restoring na-
tive ecosystems.”> The lumberyard's custo-
mers are home builders, suppliers of green
building products, and others including “The
Joinery,” a green furniture shop in Portland,
Oregon. The double entendre phrase “green
wood,” which here refers to its origins rather
than the recency of its demise, is frequently
harvested selectively rather than by clear-

cutting. Sustainable Northwest Wood serves
as a channel for 28 small lumber mills, some
of which have modified their equipment
and methods in order to process the more
sustainably forested (frequently younger) raw
materials. The nonprofit parent, the for-profit
lumber yard, its customers, and its contribut-
ing mills are all vested in the venture's
concept, and stand to gain financially and
otherwise through its success.

As with many other sustainable products
recently making their way to markets, the
impact of a severe recession on consumers’
willingness to pay additional costs for the
more environmentally friendly raw materials
and processes was largely unknown. Addi-
tionally, like other lumberyards, Sustainable
Northwest Wood was not helped by the fi-
nancial and housing crises. It has consistently
lost money since its opening. Fortunately,
post-crisis stabilization in the housing market
has helped pare monthly losses from $17,000
to $8,000.* At least one insider envisions prof-
itability within two or three years.®

By way of new initiatives in their fusion of
not-for-profit and for-profit approaches to re-
gional sustainability, Sustainable Northwest

[the parent 501(c)3] recently launched a new
program titled “Sustainability Finance” in or-
der to “connect financial support to communi-
ties and enterprises pursuing sustainability
objectives.”® We wish them well as they pur-
sue a sustainable Sustainable Northwest!

The nonprofit Sustainable Northwest was
established in 1994. With the help of $900,000
in loans from the Ford Foundation and Meyer
Memorial trust, Sustainable Northwest Woods,
Inc. (the lumber yard) was formed as a “for-
profit subsidiary of Sustainable Northwest” in
2008.

1 http://www.sustainablenorthwest.org/donate/
default-page, and http://www.sustainablenorthwest.
org/about/our-staff viewed, on 4/25/10.

2 http://www.sustainablenorthwest.org/snwwood/
wood/, viewed on 4/25/10, and The Wall Street
Journal, April 12, 2010, “Green Wood" Lumber-
yard Out on a Limb,” p. A5.

3 http://www.sustainablenorthwest.org/snwwood/
wood/, viewed on 4/25/10.

4 The Wall Street Journal, April 12, 2010, “'Green
Wood' Lumberyard Out on a Limb,” p. AS.

5 Ibid.

6 http://www.sustainablenorthwest.org/programs/
finance/default-page, viewed on 4/25/10.

ou have finished your initial feasibility study and started your business plan.

Finding yourself in the typical position, you realize that the venture will quickly

deplete all present and potential personal financial resources. You must consider
how and when to use other people’s money. We want you to realize that, at such a
point, you stand at the doorway to the complex, confusing, rewarding, and hazardous
world of financial securities. While most of this textbook deals with the financial aspects
of venture securities markets, the advantage of familiarity with the legal aspects of those
same markets cannot be overemphasized. Your business plan must allow the time and
money necessary to secure proper legal advice from attorneys who specialize in tracking,
interpreting, and applying the ever-changing securities laws.

Selling securities to the general public to raise financial capital is time consuming
and may cost hundreds of thousands of dollars in accounting, legal, and investment
banking fees. As a consequence, most ventures attempt to raise financial capital
from business angels, venture capitalists, or other private investors through sales of
securities that are exempt from federal registration requirements. It is essential that
entrepreneurs understand and comply with both federal and state securities laws
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when raising financial capital.'" Noncompliance may lead to fines, damage penalties,
and even prison time.

| SECTION [
REVIEW OF SOURCES OF EXTERNAL VENTURE

FINANCING

During the development and startup stages, an entrepreneur is likely to be focused on
identifying, developing, and bringing a product, service, or process to the market. Little
consideration is usually given to the amounts and number of “rounds” of financing
needed to get the venture successfully through its rapid-growth stage. Figure 8.1 presents
the external venture financing typically needed during the development, startup, survival,
and rapid-growth stages. As we have said before, seed financing during the development
stage is generally provided by the entrepreneur’s assets and by family and friends. Some
ventures survive with an initial amount of financing and grow only as fast as the funds
generated from business operations will allow.

In other cases, the entrepreneur’s own finances and those of friends and family are
inadequate. This leads the entrepreneur to seek financing from business angels and ven-
ture capitalists. Business angels generally want some kind of ownership claim (not
straight debt) structured as common stock or as a security that can be converted into
common stock. Venture capitalists also seek equity positions in the venture and, at least
in the United States, have a strong tendency to structure their investments as preferred
stock (see Chapters 10 and 13) that is convertible into common stock.

Ventures in the survival stage need what is often referred to as first-round financing,
While some venture capitalists provide startup financing, it is more common for profes-
sional venture capital firms to begin investing in a venture during this “first round.” Most
venture capitalists will plan to participate in subsequent rounds for the same venture.
Chapter 11 discusses professional venture capital firms and their operations. Because com-
mercial banks usually require that a venture demonstrate financially successful operations
before lending to that venture, they are not usually expected to be a source of financing at
this stage.

Firms in the rapid-growth stage with large financing needs typically seek second
round funding from existing and new venture capitalist investors. Commercial banks be-
come potential providers of debt financing. Mezzanine financing to build working capital
investments in receivables and inventories arises during this stage. Such financing is fre-
quently a hybrid of debt and equity. During the latter part of a venture’s rapid-growth
stage, investment bankers facilitate liquidity-stage financing by orchestrating a venture’s
initial public offering. Alternatively, they may be involved in arranging the venture’s sale
to an acquirer that can provide further funding for the venture’s expansion.

In Figure 8.1, we associate four forms of business organizations—proprietorship, part-
nership, limited liability company (LLC), and corporation—with venture life cycles. Dur-
ing the first two life cycle stages adequate external financing may be possible with all of
the standard business structures: a proprietorship (if none of the external financing is

1 While we discuss the basics of securities law as it relates to the public and private offerings of securities, it is im-
portant to understand that we are not providing legal advice. W