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informal risk capital 

and venture capital
	Learning Objectives


1

To explain the basic stages of venture funding.
2
To discuss the informal risk-capital market.
3

To discuss the nature of the venture-capital industry 
and the venture-capital decision process.
4

To explain all aspects of valuing a company.
5

To identify several valuation approaches.
	CHAPTER OUTLINE AND TEACHING NOTES

	OPENING PROFILE—Tom Kitchin

I.
FINANCING THE BUSINESS



A.
Timing and Amount of Financing Needed.




1.
Conventional small businesses have more difficulty obtaining external equity capital.




2.
Most venture-capitalists like to invest in high-potential ventures.



B.
Three Basic Stages of Funding.




1.
Early-stage financing is the most difficult and costly to obtain.





a.
Seed capital, the most difficult to obtain from outside sources, is usually a small amount needed to prove concepts and feasibility studies.





b.
Venture capital firms are rarely involved in this type of financing, except for high-tech ventures of entrepreneurs with a successful track record.





c.
Start-up financing is involved in developing and testing initial products to determine sales feasibility.





d. 
Angel investors are active in these types of financing.




2.
Expansion or development financing is easier to obtain.





a.
Funds for expansion are less costly.





b.
Generally funds in the second stage are used as working capital supporting initial growth.




3.
In the third stage, the company is at breakeven level and uses the funds for sales expansion.




4.
Fourth stage funds are bridge financing before the firm goes public.




5.
Acquisition financing or leveraged buyout financing, is used for:





a.
Traditional acquisitions.





b.
Leveraged buyouts (management buying out the present owners.)





c.
Going private (a publicly held firm buying out existing stockholders, thereby becoming a private company.)


C.
The risk-capital markets are the informal risk-capital market, venture-capital market, and public-equity market.




1.
All three markets can be a source of funds for stage one financing.




2.
The public-equity market is available only for high-potential ventures.




3.
The venture-capital market provides some first-stage funding, but the venture must need the minimum level of capital: $500,000.




4.
The best source for first-stage financing is the informal risk-capital market.
	PowerPoint Slide 12-1

“Entrepreneurship Title” (See PowerPoint slide show beginning on page 300 of this manual.)

[image: image1.emf]1-1


PowerPoint Slide 12-2

“Chapter Title” (See PowerPoint slide show beginning on page 300 of this manual.)
[image: image2.jpg]Informal Risk Capital
And Venture Capital




Learning Objective 1.

To explain the basic stages of venture funding.
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Early-stage financing.

One of the first financings obtained by a company.
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Developmental financing.

Financing to rapidly expand the business.
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Acquisition financing.

Financing to buy own or another company.

Text Table 12-1 

“Stages of Business Development Funding” (Text table on page 349)
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Risk capital markets.

Markets providing debt and equity to nonsecure financing situations.
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Informal risk-capital market.

Area of risk-capital markets consisting mainly of individuals.
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Venture-capital market.

One of the risk-capital markets comprised of formal firms.
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Public-equity market.

One of the risk-capital markets consisting of publicly owned stocks of companies.
PowerPoint Slide 12-3 (Transparency Master 12-1)
“Financing the Business” (See PowerPoint slide show beginning on page 300 of this manual. Also presented as a transparency master in Section 6 of this manual.)
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PowerPoint Slide 12-4 
“Risk-Capital Markets” (See PowerPoint slide show beginning on page 300 of this manual.)
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II.
INFORMAL RISK-CAPITAL MARKET



A.
The informal risk-capital market is a group of wealthy investors—”business angels” —who are looking for equity investment opportunities.




1.
Angels provide funds for all stages of financing, but particularly start-up financing.




2.
The informal investment market has the largest pool of risk capital in the U.S.



3.
In one survey 87% of investors buying private placements were individual investors or personal trusts.




4.
Over 7,200 filings, worth $15.5 billion, were made under Regulation D in its first year.




5.
Another study of small technology firms found that the informal market provided 15% of the funds while venture capital provided only 12% to 15%.




6.
In a study of angels in New England, investors averaged one deal every two years, and each deal averaged $50,000.



B.
The size and number of investors has increased.




1.
One study found that the net worth of 1.3 million U.S. families was over $1 million. 




2.
These families, representing about 2% of the population, accumulated most of their wealth from earnings not inheritance. 



3.
They invested over $151 billion in nonpublic businesses in which they have no management interest.




4. 
The angel money available for investment each year is about $20 billion.




5. 
A recent study found that only 20% of the angel investors tended to specialize in a particular industry.



C.
Characteristics of Informal Investors.




1.
They tend to be well educated, with many graduate degrees.




2.
The firms receiving investment funds are usually within one day’s travel.




3.
Business angels make one or two deals a year, averaging $175,000.




4. 
Angels may join with other angels to finance larger deals.


D.
Type of Preferred Investments.




1.
Angels generally prefer manufacturing of both industrial and consumer products, energy, service, and retail/wholesale trade.




2.
Returns expected decrease as the number of years in business increases.




3.
Angels have longer investment horizons, typically 7 to 10 years, than venture capitalists (5 years.)




4.
Investment opportunities are rejected due to:




a.
An inadequate risk/return ratio.





b.
A subpar management team.





c.
A lack of interest in the business area.





d.
Insufficient commitment from the principals to the venture.




5. 
The angel market has declined by almost half from 2001 to 2002.



E. 
Deal Referrals. 



1.
Angel investors find their deals through referral sources such as business associates, friends, and business brokers.




2.
However, over 50% of the investors were dissatisfied with their referral systems.

	Learning Objective 2.
To discuss the informal risk-capital market.
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Business angels.

A name for individuals in the informal risk-capital market.

As Seen in Entrepreneurship Magazine: Elevator Pitch for Alexander Global Promotion.

Is this a good business opportunity? Malcolm Alexander’s firm, Alexander Global Promotions, creates bobble head dolls for promotions. (Box in text on page 351)
Text Table 12.2 

“Characteristics of Informal Investors” (Text table on page 352)

As Seen in Entrepreneurship Magazine: Angels.

Angel investors no longer look for 100 times returns; they have lowered their expectations and become more conservative. (Box in text on page 354)
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Referral sources.

Ways individual investors find out about potential deals.



	
III.
VENTURE CAPITAL



A.
Nature of Venture Capital.




1.
Some venture capitalists are thought of as providing early-stage financing of small, rapidly growing technology companies.




2.
Venture capital is more broadly a professionally managed equity pool formed from resources of wealthy limited partners.





a.
Other investors are pension funds, endowments, and other institutions.





b.
The pool is managed by a general partner—the venture capital firm—in exchange for a percentage of the gain realized and a fee.



3.
Venture capital is a long-term investment discipline that is found in the creation of early-stage companies, the expansion of existing companies, and the financing of leveraged buyouts.




4.
The venture capitalist takes an equity participation through stock, warrants, and/or convertible securities and has an active involvement in each company.



B.
Overview of the Venture-Capital Industry.




1.
The role of venture capital became institutionalized after World War II.





a.
In 1946 American Research and Development Corporation was formed in Boston.





b.
The ARD was small pool of capital from individuals and institutions put together by General Georges Doriot to make active investments in emerging businesses.




2.
The Small Business Investment Company Act of 1958 married private capital with government funds to be used by Small Business Investment Companies (SBIC firms.)




a.
SBICs were the start of the formal venture capital industry.





b.
A significant expansion of SBICs occurred in the 1960s, but many of these early ones failed.





c.
The SBIC program was restructured, eliminating unnecessary regulations and increasing the capitalization required.





d.
There are approximately 360 SBICs operating now.




3.
During the late 1960s small private venture-capital firms emerged.





a.
These were usually formed as limited partnerships, with the venture capital company acting as general partner.





b.
The limited partners—usually insurance companies, endowment funds, bank trust departments, pension plans, and wealth individuals and families—supplied the funding.





c.
There are about 980 venture-capital establishments today.




4.
During this time venture capital divisions of major corporations were formed.





a.
Corporate firms invest more often in windows on technology or new market acquisitions.





b.
Some corporate firms have had disappointing results.




5.
The state-sponsored venture capital fund was created in response to the need for economic development.





a.
While these state funds vary in size and investment, each fund is typically required to invest a portion of their capital in the particular state.





b.
Generally, the funds managed privately have performed better.




6.
There has been significant growth in the venture capital industry.





a.
Total venture capital invested reached a high of $106.3 billion in 2000, and then declined to $21.2 billion by 2002.




b. 
The number of deals reached a high of 6,459 in 2000, and then declined to 2,514 by 2002.




7. 
Investment by Stage of Venture Development.




a. 
The largest amount was raised for expansion.





b. 
The percentage of investment in start-up/seed capital declined from 17.5% in 1994 to 1.4% in 2002.




8. 
Venture Capital Concentration.




a.
Ten states account for 74% of the deals made in 2002.





b.
More deals were done in California and Massachusetts than in any other state.



C.
Venture-Capital Process



1.
The objective of a venture-capital firm is to generate long-term capital appreciation.





a.
The venture capitalist is willing to make changes in the business investment.





b.
The objective of the entrepreneur is survival of the business; the two objectives can be at odds.




2.
Return Criteria And Risk.




a.
There is more risk in financing a business early in development, so more return is expected (50% ROI) than in late stage development (30%.)





b.
Venture capital firms feel pressure from investors to make safer investments causing them to invest in more later stage financing.




3.
Usually the venture capitalist does not seek control of a company.





a.
Venture capitalists will want at least one a seat on the board of directors.





b.
The venture capitalist will do anything necessary to support the management team so that the business and the investment will prosper.





c.
However, the company’s management team is expected to run the daily operations.





d.
It is important that there be mutual trust between entrepreneur and venture capitalist.





e. 
Both good and bad news should be shared.




4.
Investment Criteria.





a.
The company must have a strong management team with solid experience, strong commitment, capabilities in the field, and flexibility.






(i)
A venture capitalist would rather invest in a first-rate team and a second-rate product than the reverse.






(ii)
The management team’s commitment should be reflected in dollars invested in the company.






(iii)
The commitment of the team should be backed by the support of the family of each key team player.




b.
The second criteria is that the product/market opportunity must be unique, having a differential advantage.




c.
The business opportunity must have significant capital appreciation, usually 40 to 60% expected return on investment.




d.
The process of implementing these criteria involves the venture capitalist’s intuition and gut feeling (art) plus the systematic approach and data gathering techniques (science.)




5.
The investment firm must first decide on the composition of its portfolio mix.




6.
The process can be broken down into four stages:





a.
The first stage, preliminary screening, begins with the receipt of the business plan.






(i)
The business plan must have a clear-cut mission and clearly stated objectives.






(ii)
The executive summary is the most important part, as it is used for initial screening.






(iii)
The investor then determines if the proposal fits his or her long-term policy.






(iv)
The industry economy is investigated, as are credentials and capabilities of the management team.





b.
The second stage is agreement on principal terms.





c.
The third stage, detailed review and due diligence, is the longest.






(i)
This stage lasts from one to three months.






(ii)
During this time there is a detailed review of the company, business plan, individuals, and target markets.





d.
In the last stage—final approval—a comprehensive investment memorandum is prepared.



D.
Locating Venture Capitalists.




1.
The entrepreneur should approach only firms who may have an interest in the investment opportunity.




2.
There are several centers of concentration: Los Angeles, New York, Chicago, Boston, and San Francisco.




3.
An entrepreneur should carefully research prospective venture capital firms that might have an interest in the investment.




4.
There are also regional and national venture-capital associations.




5.
Bankers, accountants, lawyers, and professors are good sources for introductions.



E.
Approaching a Venture Capitalist.




1.
The venture capitalist should be approached in a professional manner so that the relationship begins positively.





a. 
Venture capitalists tend to focus and put more effort on plans that are referred.





b. 
It is worth the time to seek out an introduction to the venture capitalist.




2.
Some rules of thumb are:





a.
Carefully select the right venture capitalist to approach.





b.
Don’t shop around among venture capitalists, as these individuals know each other.




c.
When meeting with the venture capitalist, bring only one or two members of the management team.





d.
Develop a brief, well thought-out oral presentation.




3.
Following a favorable initial meeting, the venture capitalist will do some investigation of the plan and, if favorable, will schedule another meeting.





a. 
The entrepreneur should not be too inflexible during their evaluation.





b. 
The next step is reaching an initial agreement on terms.



4. 
If you are rejected, try another venture-capital firm.
	Learning Objective 3.
To discuss the nature of the venture-capital industry and the venture-capital decision process.
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Equity pool.

Money raised by venture capitalists to invest.

PowerPoint Slide 12-5 (Transparency Master 12-2)
“Venture Capital Firms” (See PowerPoint slide show beginning on page 300 of this manual. Also presented as a transparency master in Section 6 of this manual.)
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Equity participation.

Taking an ownership position.

Text Figure 12-1
“Types of Venture Capital Firms” (Box in text on page 356)
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SBIC firms.

Small companies with some government money that invest in other companies.
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Private venture-capital firm.

A type of venture-capital firm having general and limited partners.
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State-sponsored venture capital firm.

A fund containing state government money that invests in companies mostly in the state.

Text Table 12.3 

“Total Venture Dollars Invested” 

(Text table on page 357)

Text Table 12.4 

“Total Amount Invested ($ billions) and Number of Deals” 

(Text table on page 357)

Text Figure 12.2 

Percentage of Venture Dollars Invested in 1998 by Industry Group” (Text figure on page 357)

Text Figure 12.3 

“Percentage Raise by Round Type for 2002”  (Text figure on page 358)

Text Table 12.5 

“Venture Investment by Round Type” (Text table on page 358)

PowerPoint Slide 12-7
“Venture Dollars Invested per Deal” (See PowerPoint slide show beginning on page 300 of this manual.)
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Venture-capital process.

The decision procedure of a venture-capital firm.

PowerPoint Slide 12-8
“Venture Investments Stage” (See PowerPoint slide show beginning on page 300 of this manual.)
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Text Table 12.6 

“Leading Venture Capital States” 

(Text table on page 359.)

Text Table 12.7 

“Venture-Capital Financing: Risk and Return Criteria” (Text table on page 360)

PowerPoint Slide 12-9
“Venture Capital Investment Criteria” (See PowerPoint slide show beginning on page 300 of this manual.)
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PowerPoint Slide 12-10
“Venture Capital Process” (See PowerPoint slide show beginning on page 300 of this manual.)
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Preliminary screening.

Initial evaluation of a deal.
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Due diligence.

The process of deal evaluation.
Text Table 12.7 

“Guidelines for Dealing with Venture Capitalists” (Text table on page 363)

PowerPoint Slide 12-6
“Venture Capitalists” (See PowerPoint slide show beginning on page 300 of this manual.)
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IV.
VALUING YOUR COMPANY



A.
The valuation of the company is at the core of determining how much ownership an investor is entitled to for funding the venture.



B.
Factors in Valuation.




1.
The nature and history of the business provides information on the company’s strengths, diversity, risks, and ability.




2.
The outlook of the economy in general and of the industry in particular involves examination of the company’s financial data compared to that of other companies.




3.
The third factor is the book value (net value) of the company’s stock and the company’s overall financial condition.





a.
Book value (owner’s equity) is the acquisition cost minus liabilities.





b.
Book value is not a good indication of fair market value, as balance sheet items are carried at cost, not market value.





c.
The balance sheet must be adjusted to reflect the higher values of assets, particularly land.




d.
A good valuation should also value operating and nonoperating assets separately.





e.
A thorough valuation involves comparing balance sheets and profit and loss statements for the past three years when available.




4.
Future earnings capacity of the company is the most important factor in valuation.





a.
Previous years’ earnings are generally averaged and weighted.





b.
Income by product line helps judge future profitability.




5.
The dividend-paying capacity of the venture is the future capacity to pay rather than actual payments.




6.
An assessment of goodwill and other intangibles is the sixth valuation factor.




7.
The seventh factor is assessing the previous sale of stock.



8.
The final factor is the market price of similar companies’ stocks.



C.
Ratio Analysis.




1.
Calculations of financial ratios can also be valuable as an analytical and control mechanism.




2.
These ratios measure the financial strengths and weaknesses of the venture, but should be used with caution.




3.
There are industry rules of thumb that the entrepreneur can use to interpret the financial data.



D.
Liquidity Ratios.



1.
Current ratio is commonly used to measure the short-term solvency of the venture or its ability to meet its short-term debts.





a.
The current liabilities must be covered from cash or its equivalent.





b.
The formula is:






current ratio       current assets    









   current liabilities




c.
While a ratio of 2:1 is generally considered favorable the entrepreneur should also compare this ratio with industry standards.




2.
Acid test ratio is a more rigorous test of the short-term liquidity of the venture.





a.
It eliminates inventory, which is the least liquid current asset.





b.
The formula is:






acid test =   current assets - inventory     





ratio

     current liabilities




c.
Usually a 1:1 ratio would be considered favorable.



E.
Activity Ratios.



1.
Average collection period indicates the average number of days it takes to convert accounts receivable into cash.





a.
This ratio helps gauge the liquidity of accounts receivable or the ability of the venture to collect from its customers.




b.
The formula:






average collection period =  






       accounts receivable      






average daily sales




c.
This result needs to be compared to industry standards.




2.
Inventory turnover measures the efficiency of the venture in managing and selling its inventory.





a.
A high turnover is a favorable sign indicating the venture is able to sell its inventory quickly.





b.
The formula:






inventory = 
  cost of goods sold   





turnover   

          inventory


F.
Leverage Ratios.



1.
Debt ratio helps the entrepreneur assess the firm’s ability to meet all its obligations.





a.
It is also a measure of risk because debt also consists of a fixed commitment.





b.
The calculation:






debt ratio =
    total liabilities  









      total assets



2.
Debt to equity ratio assesses the firm’s capital structure.





a.
It measures risk by considering the funds invested by creditors and investors.





b.
The higher the percentage of debt, the greater the degree of risk to any of the creditors.





c.
The calculation:






debt to

 =
     total liabilities    





equity ratio
 stockholder’s equity


G.
Profitability Ratios.



1.
Net profit margin represents the venture’s ability to translate sales into profits.





a.
You can also use gross profit as another measure of profitability.





b.
It is important to know what is reasonable in the particular industry as well as to measure these ratios over time.





c.
The calculation:






net profit =
    net profit       





margin

     net sales



2.
Return on investment measures the ability of the venture to manage its total investment in assets.





a.
By substituting stockholders’ equity for assets, you can also calculate a return on equity.





b.
The calculation:






return on
 =
    net profit      





investment

  total assets




c.
The result of this calculation will also need to be compared to industry data.



H.
As the firm grows these ratios should be used in conjunction with all other financial statements to understand how the firm is performing.


I.
General Valuation Approaches.




1.
One approach is assessing comparable publicly held companies, but it is difficult to find a truly comparable company.





a. 
The search for a similar company is both an art and a science.





b. 
This review should evaluate size, amount of diversity, dividends, leverage, and growth potential.




2.
The present value of future cash flow adjusts the value of the cash flow for the time value of money and risks.





a.
This valuation approach gives more accurate results than profits.





b.
The sales and earnings are projected back.





c. 
The potential dividend pay-out and expected price-earnings ratio at the end of the period are calculated.





d. 
Finally, a rate of return desired is established, less a discount rate for failure to meet expectations.




3.
A method, used only for insurance purposes, is replacement value, which calculates the amount of money it would take to replace assets.




4.
The book value approach uses the adjusted book value to determine the firm’s worth.





a.
Adjusted book value takes into account depreciation of plant and adjustments to inventory.





b.
This approach is particularly good in valuing a relatively new business.




5.
The earnings approach is the most widely used method of valuing a company. 





a.
It provides the potential investor with the best estimate of probable return.





b.
Potential earnings are calculated by weighting current earnings.





c.
An appropriate price-earnings multiple is selected based on industry norms.




6.
In the factor approach three factors are weighted to determine value: earnings, dividend-paying capacity, and book value.




7.
The approach that gives the lowest value of the business is liquidation value.


J.
General Valuation Method.



1.
This approach determines how much of the company a venture capitalist will want for a given investment.




2.
A step-by-step approach takes into account the time value of money to determine the investor’s share.



K.
Evaluation of an Internet Company.




1.
The valuation process for early-stage Internet companies is different from the traditional valuation process.




2.
For Internet companies, the qualitative portion of due diligence carries more weight than in other evaluations.




3.
After analyzing the market size and potential revenues of a company, the investor examines the management team.




4.
In today’s market, there is a lot of money chasing high-quality deals.




5.
Some feel this is a revolution similar to the industrial revolution 100 years ago and the biotechnology industry and between 1978 and 1992.
	Learning Objective 4.
To explain all aspects of valuing a company.
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ETHICS.

The high-tech frenzy of the late 1990s created an ethical quagmire. There are huge pressures to project optimism, and the ethical line has become blurred. (Box in text on page 364)
PowerPoint Slide 12-11 (Transparency Master 12-3)
“Company Valuation Factors” (See PowerPoint slide show beginning on page 300 of this manual. Also presented as a transparency master in Section 6 of this manual.)
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Financial ratios.

Control mechanisms to test financial strength of new venture.

PowerPoint Slide 12-12 (Transparency Master 12-4)
“Ratio Analysis—Liquidity” (See PowerPoint slide show beginning on page 300 of this manual. Also presented as a transparency master in Section 6 of this manual.)
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PowerPoint Slide 12-13 (Transparency Master 12-5)
“Ratio Analysis—Activity” (See PowerPoint slide show beginning on page 300 of this manual. Also presented as a transparency master in Section 6 of this manual.)
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PowerPoint Slide 12-14 (Transparency Master 12-6)
“Ratio Analysis—Leverage” (See PowerPoint slide show beginning on page 300 of this manual. Also presented as a transparency master in Section 6 of this manual.)
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PowerPoint Slide 12-15 (Transparency Master 12-7)
“Ratio Analysis—Profitability” (See PowerPoint slide show beginning on page 300 of this manual. Also presented as a transparency master in Section 6 of this manual.)
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PowerPoint Slide 12-16 (Transparency Master 12-8)
“General Valuation Approaches” (See PowerPoint slide show beginning on page 300 of this manual.)
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General valuation approaches.

Methods for determining the worth of a company.

Learning Objective 5.

To identify several valuation approaches.
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Present value of future cash flow.

Valuing a company based on its future sales and profits.
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Replacement value.

The cost of replacing all assets of a company.
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Book value.

The indicated worth of the assets of a company.
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Earnings approach.

Determining the worth of a company by looking at its present and future earnings.
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Factor approach.

Using the major aspects of a company to determine its worth.
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Liquidation value.

Worth of a company if everything was sold today.

Text Table 12.8 

“Steps in Valuing Your Business and Determining Investors Share”
(Text Table on page 371)
PowerPoint Slide 12-17
“Venture Capital Valuation—Based on Required Return” (See PowerPoint slide show beginning on page 300 of this manual.)
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V.
DEAL STRUCTURE



A.
Another concern is the deal structure—the terms of the transaction between the entrepreneur and the funding source.



B.
The needs of the funding source include:




1.
Rate of return required.




2.
Acceptable level of risk.




3.
Timing and form of return.




4.
Amount of control desired.




5.
Perception of the risks involved.



C.
The entrepreneur’s needs include:




1.
Degree and mechanism of control.




2.
Amount of financing needed.




3.
Goals for the firm.



D.
Both venture capitalist and entrepreneur should be comfortable with the deal structure to create a good working relationship.
	PowerPoint Slide 12-18
“Venture Capitalist’s Factors in Pricing a Deal” beginning on page 300 of this manual.)
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Deal structure.

The form of the transaction when money is obtained by a company.

	
VI.
IN REVIEW: SUMMARY.


See “Learning Objectives Revisited” below.
	


	learning objectives revisited


Learning Objective 1.
To explain the basic stages of venture funding.

· Early-stage financing is the most difficult and costly to obtain.

· Expansion or development financing is easier to obtain.

· Acquisition financing or leveraged buyout financing is used for traditional acquisitions, buyouts, and going private.

Learning Objective 2.
To discuss the informal risk-capital market.

· The informal risk-capital market is a group of wealthy individuals(“business angels”(who are looking for equity investment opportunities.

· Some angels prefer manufacturing, energy, service, and retail/wholesale trade.

· Angel investors find their deals through referral sources such as business associates, friends, and business brokers.

Learning Objective 3.
To discuss the nature of the venture-capital industry and the venture-capital decision process.

· Venture capital is a professionally managed equity pool formed from resources of wealthy limited partners.

· The venture capitalist takes an equity participation through stock, warrants, and/or convertible securities and has an active involvement in each company.

· The Small Business Investment Company Act created SBICs, marrying private capital with government funds.

· The venture capital industry consists of:

· Private venture capital firms.

· Venture capital divisions of major corporations.

· State sponsored venture capital funds.

· University sponsored venture capital funds.

· The process can be broken down into four stages:

· The first stage, preliminary screening, begins with the receipt of the business plan.

· The second stage is agreement on principal terms between the entrepreneur and the venture capitalist.
· The third stage, detailed review and due diligence, is the longest.

· In the last stage(final approval(a comprehensive internal investment memorandum is prepared.

Learning Objective 4.
To explain all aspects of valuing a company.

· There are eight factors in valuing a company.

· The nature and history of the business provides information on the company’s strengths, diversity, risks, and ability.

· The outlook of the economy in general and of the industry in particular involves examination of the company’s financial data compared to that of other companies.

· The third factor is the book value (net value) of the company’s stock and the company’s overall financial condition.

· Future earnings capacity of the company is the most important factor in valuation.

· The dividend-paying capacity of the venture is the future capacity to pay rather than actual payments.

· An assessment of goodwill and other intangibles is the sixth factor.

· The seventh factor is assessing the previous sale of stock.
· The final factor is the market price of similar companies’ stocks.
· Calculations of financial ratios can also be valuable as an analytical and control mechanism.

· Liquidity ratios, such as the current ratio and the acid test ratio, are used to measure the short-term solvency of the venture or its ability to meet its short term debts.

· Activity ratios, such as the average collection period and inventory turnover, measure the efficiency of the venture in managing and selling its inventory.

· Leverage ratios analyze the firm’s capital structure. 

· The debt ratio helps the entrepreneur assess the firm’s ability to meet all its obligations.

· Debt to equity ratio assesses the firm’s capital structure.
· Profitability ratios represent the venture’s ability to translate sales into profits (net profit margin) and the ability of the venture to manage its total investment in assets (return on investment.)
· It is important to use these ratios in conjunction with all other financial statements to provide an understanding of how the firm is performing.

Learning Objective 5.
To identify several valuation approaches.

· One approach is assessing comparable publicly held companies, but it is difficult to find a truly comparable company.

· The present value of future cash flow adjusts the value of the cash flow for the time value of money and risks.

· A method, used only for insurance purposes, is replacement value, which calculates the amount of money it would take to replace assets.

· The book value approach uses the adjusted book value to determine the firm’s worth.

· The earnings approach is the most widely used. 

· In the factor approach three factors are weighted to determine value: earnings, dividend-paying capacity, and book value.

· The approach that gives the lowest value of the business is liquidation value.

· The general valuation method is a step-by-step approach takes into account the time value of money to determine the investor’s share.

	key terms


Acquisition financing. Financing to buy own or another company.

Book value. The indicated worth of the assets of a company.

Business angels. A name for individuals in the informal risk-capital market.

Deal structure. The form of the transaction when money is obtained by a company.

Developmental financing. Financing to rapidly expand the business.

Due diligence. The process of deal evaluation.
Early‑stage financing. One of the first financings obtained by a company.

Earnings approach. Determining the worth of a company by looking at its present and future earnings.

Equity participation. Taking an ownership position.

Equity pool. Money raised by venture capitalists to invest.

Factor approach. Using the major aspects of a company to determine its worth.

Financial ratios. Control mechanisms to test financial strength of new venture.
General valuation approaches. Methods for determining the worth of a company.

Informal risk‑capital market. Area of risk-capital markets consisting mainly of individuals.

Liquidation value. Worth of a company if everything was sold today.

Preliminary screening. Initial evaluation of a deal.
Present value of future cash flow. Valuing a company based on its future sales and profits.

Private venture-capital firm. A type of venture-capital firm having general and limited partners.

Public-equity market. One of the risk-capital markets consisting of publicly owned stocks of companies.

Referral sources. Ways individual investors find out about potential deals.

Replacement value. The cost of replacing all assets of a company.
Risk‑capital markets. Markets providing debt and equity to nonsecure financing situations.

SBIC firms. Small companies with some government money that invest in other companies.

State‑sponsored venture‑capital firm. A fund containing state government money that invests in companies mostly in the state.

Venture‑capital process. The decision procedure of a venture-capital firm.

Venture‑capital market. One of the risk-capital markets consisting of formal firms.

	research tasks and class discussions



The text includes several topics for student research and class discussions. These questions are open-ended, and the answers will be different for each student. There are no “correct” answers.

Research tasks:

1. Go to a directory of venture capitalists and ascertain what percentage of funds for a typical venture capital firm are invested in seed, start-up, expansion or development, and acquisitions or leveraged buyouts? What criteria do venture capitalists report using in their initial screening of business proposals?
2. Obtain an initial public offering prospectus for three companies. Use at least two different approaches for valuing each company.
3. Search the Internet for services that provide access to business angels or informal investors. How do these sites work? If you were an entrepreneur looking for funding, how much would it cost to use this service? How many business angels are registered on the typical database? How many entrepreneurs are registered on the typical database? How effective do you believe these services are? (Use data where possible to back up your answer.) 
 
Class Discussions
4. An investor provides an entrepreneurial firm with the capital that it needs to grow. Over and above the capital, in what other ways can the investor add value to the firm? What are the possible downsides of having a venture capitalist as an investor in the business?
5. Assume that you have been very lucky and have been given a considerable fortune. You want to become a business angel (straight after graduation). How would you go about setting up and running your “business angel” business? Be specific about generating deal flow, selection criteria, the desired level of control and involvement in the investee, etc. 
	Visual Resources


The PowerPoint presentation for this chapter, shown on the following pages, includes the following slides.


Slide 12-1
Entrepreneurship Title

Slide 12-2
Chapter Title

Slide 12-3
Financing the Business *

Slide 12-4
Risk-Capital Markets

Slide 12-5
Venture Capital Firms *

Slide 12-6
Venture Capitalists

Slide 12-7
Venture Dollars Invested Per Deal

Slide 12-8
Venture Investments Stage

Slide 12-9
Venture Capital Investment Criteria

Slide 12-10
Venture Capital Process

Slide 12-11
Company Valuation Factors *

Slide 12-12
Ratio Analysis—Liquidity *

Slide 12-13
Ratio Analysis—Activity *

Slide 12-14
Ratio Analysis—Leverage *

Slide 12-15
Ratio Analysis—Profitability *

Slide 12-16
General Valuation Approaches *

Slide 12-17
Venture Capital Valuation—Based on Required Return

Slide 12-18
Venture Capitalist’s Factors in Pricing a Deal

* Also included as a Transparency Master.

The following are included as transparency masters in Section 6 of this manual.


Transparency Master 12-1
Financing the Business

Transparency Master 12-2
Venture Capital Firms

Transparency Master 12-3
Company Valuation Factors

Transparency Master 12-4
Ratio Analysis—Liquidity

Transparency Master 12-5
Ration Analysis—Activity 

Transparency Master 12-6
Ratio Analysis—Leverage 

Transparency Master 12-7
Ratio Analysis—Profitability 

Transparency Master 12-8
General Valuation Approaches
	powerpoint slide show


	Slide 12-1

Entrepreneurship Title
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	Slide 12-3
Financing the Business (Also presented as Transparency Master 12-1 in Section 6 of this manual.)
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	Slide 12-4
Risk-Capital Markets
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	Slide 12-5

Venture Capital Firms (Also presented as Transparency Master 12-2 in Section 6 of this manual.)
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	Slide 12-6

Venture Capitalists
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	Slide 12-7

Venture Dollars Invested Per Deal
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	Slide 12-8
Venture Investments Stage
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Venture Capital Investment Criteria
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Venture Capital Process
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	Slide 12-11

Company Valuation Factors (Also presented as Transparency Master 12-3 in Section 6 of this manual.)
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	Slide 12-12

Ratio Analysis—Liquidity (Also presented as Transparency Master 12-4 in Section 6 of this manual.)
[image: image56.jpg]Current Ratio

Current Assets _ 108050 _ 2 67 Times
Current Liabilities 5 40,500 5w

ficid Test Ratio

Current Assets - Inventory _ 108.050— 10450 = 5 A ST AE
Cur}e\nt Liabilities 40,500

\\ 21
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Ratio Analysis—Activity (Also presented as Transparency Master 12-5 in Section 6 of this manual.)
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	Slide 12-14

Ratio Analysis—Leverage (Also presented as Transparency Master 12-6 in Section 6 of this manual.)
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	Slide 12-15

Ratio Analysis—Profitability (Also presented as Transparency Master 12-7 in Section 6 of this manual.)
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	Slide 12-16

General Valuation Approaches (Also presented as Transparency Master 12-8 in Section 6 of this manual.)
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Venture Capital Valuation—Based on Required Return
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Venture Capitalist’s Factors in Pricing a Deal
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