]

Ent.fé’pfreﬁémi-al
FINANCE

[.each / Melicher



Entrepreneurial
Finance

FIFTH EDITION

J. CHRIS LEACH

The University of Colorado at Boulder

RONALD W. MELICHER
The University of Colorado at Boulder

»~ ¢ CENGAGE
1% |earning

Australia « Brazil « Japan « Korea » Mexico « Singapore « Spain « United Kingdom « United States

Copyright 2015 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 is an electronic version of the print textbook. Due to electronic rights restrictions,
some third party content may be suppressed. Editorial review has deemed that any suppressed
content does not materially affect the overall learning experience. The publisher reserves the right
to remove content from this title at any time if subsequent rights restrictions require it. For
valuable information on pricing, previous editions, changes to current editions, and alternate
formats, please visit www.cengage.com/highered to search by ISBN#, author, title, or keyword for
materials in your areas of interest.

Copyright 2015 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.



»~ e CENGAGE
1% Learning

Entrepreneurial Finance:
5th Edition

J. Chris Leach, Ronald W. Melicher

Sr. Vice President, Global Product
Management-Higher Ed:
Jack W. Calhoun

Product Manager: Clara Goosman
Content Developer: Adele Scholtz

Sr. Product Assistant: Adele Scholtz
Marketing Director: Natalie King
Marketing Manager: Heather Mooney
Sr. Marketing Coordinator: Eileen Corcoran
Managing Media Developer: Scott Fidler

Associate Media Developer:
Mark Hopkinson

Rights Acquisition Director:
Julie Geagan-Chevez

Senior Rights Acquisition Specialist,
Text and Image: Deanna Ettinger

Manufacturing Planner: Kevin Kluck

Art and Cover Direction, Product
Management, and Composition:
Cenveo Publisher Services

Cover Image: © imagedepotpro/E+/
Getty Images

© 2015, 2012, 2009 Cengage Learning
WCN: 02-200-203

ALL RIGHTS RESERVED. No part of this work covered by the copyright
herein may be reproduced, transmitted, stored, or used in any form or
by any means graphic, electronic, or mechanical, including but not limited
to photocopying, recording, scanning, digitizing, taping, web distribution,
information networks, or information storage and retrieval systems, except
as permitted under Section 107 or 108 of the 1976 United States
Copyright Act, without the prior written permission of the publisher.

For product information and technology assistance, contact us at
Cengage Learning Customer & Sales Support, 1-800-354-9706

For permission to use material from this text or product,
submit all requests online at www.cengage.com/permissions

Further permissions questions can be emailed to
permissionrequest@cengage.com

ExamView® is a registered trademark of elnstruction Corp. Windows is
a registered trademark of the Microsoft Corporation used herein under
license. Macintosh and Power Macintosh are registered trademarks of
Apple Computer, Inc. used herein under license.

Cengage Learning WebTutor™ is a trademark of Cengage Learning.
Unless otherwise specified all items are © Cengage Learning.

Library of Congress Control Number: 2013950561

Student Edition ISBN-13: 978-1-285-42575-7
Student Edition ISBN-10: 1-285-42575-8

Cengage Learning

200 First Stamford Place, 4th Floor
Stamford, CT 06902

USA

Cengage Learning is a leading provider of customized learning solutions
with office locations around the globe, including Singapore, the United
Kingdom, Australia, Mexico, Brazil, and Japan. Locate your local office
at: www.cengage.com/global

Cengage Learning products are represented in Canada by
Nelson Education, Ltd.

To learn more about Cengage Learning Solutions,
visit www.cengage.com

Purchase any of our products at your local college store or at our
preferred online store www.cengagebrain.com

Printed in the United States of America
1234567 17161514 13

Copyright 2015 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.



To my wife Martha, our great joys Laura and John, and the Life we share
J. CHRIS LEACH

To my parents, William and Lorraine, and to my wife, Sharon, and our children,
Michelle, Sean, and Thor
RONALD W. MELICHER

Copyright 2015 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.



Copyright 2015 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.



Brief Contents

PART I

THE ENTREPRENEURIAL ENVIRONMENT |
CHAPTER | Introduction to Finance for Entrepreneurs 3
CHAPTER 2 Developing the Business Idea 4l

PART 2

ORGANIZING AND OPERATING THE VENTURE 87
CHAPTER 3 Organizing and Financing a New Venture 89
CHAPTER 4 Preparing and Using Financial Statements 129
CHAPTER 5 Evaluating Operating and Financial Performance 16|

PART 3

PLANNING FOR THE FUTURE 195

CHAPTER 6 Managing Cash Flow 197

CHAPTER 7 Types and Costs of Financial Capital 227

CHAPTER 8 Securities Law Considerations When Obtaining Venture Financing 267

PART 4

CREATING AND RECOGNIZING VENTURE VALUE 317
CHAPTER 9 Projecting Financial Statements 319

CHAPTER 10 Valuing Early-Stage Ventures 35I

CHAPTER Il Venture Capital Valuation Methods 399

PART5

STRUCTURING FINANCING FOR THE GROWING VENTURE 445
CHAPTER 12 Professional Venture Capital 447

CHAPTER 13 Other Financing Alternatives 473

CHAPTER 14 Security Structures and Determining Enterprise Values 50I

PART 6

EXIT AND TURNAROUND STRATEGIES 537

CHAPTER 15 Harvesting the Business Venture Investment 539

CHAPTER 16 Financially Troubled Ventures: Turnaround Opportunities? 575

PART 7

CAPSTONE CASES 6llI

CASE | Eco-Products. Inc. 613
CASE 2 Coral Systems. Inc. 645
CASE 3 Spatial Technology. Inc. 673

Copyright 2015 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.



Copyright 2015 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.



Contents

Preface  xviii
About the Authors  xxv

PART I
THE ENTREPRENEURIAL ENVIRONMENT |

CHAPTER I
Introduction to Finance for Entrepreneurs 3

I.I  The Entrepreneurial Process 5

1.2 Entrepreneurship Fundamentals 6
Who is an Entrepreneur? 6
Basic Definitions 7
Entrepreneurial Traits or Characteristics 7
Opportunities Exist but not Without Risks 8

1.3 Sources of Entrepreneurial Opportunities 9
Societal Changes 9
Demographic Changes Il
Technological Changes Il
Emerging Economies and Global Changes 13
Crises and "Bubbles” 14

1.4 Principles of Entrepreneurial Finance 15
Real. Human, and Financial Capital must be Rented from Owners (Principle #l) 16
Risk and Expected Reward Go Hand in Hand (Principle #2) 16
While Accounting is the Language of Business, Cash is the Currency (Principle #3) 16
New Venture Financing Involves Search. Negotiation, and Privacy (Principle #4) 17
A Venture's Financial Objective is to Increase Value (Principle #5) 18
It is Dangerous to Assume that People Act against Their Own Self-Interests

(Principle #6) 19

Venture Character and Reputation can be Assets or Liabilities (Principle #7) 20

1.5 Role of Entrepreneurial Finance 2I

1.6 The Successful Venture Life Cycle 23
Development Stage 24
Startup Stage 24
Survival Stage 24
Rapid-Growth Stage 25
Early-Maturity Stage 25

Life Cycle Stages and the Entrepreneurial Process 25

Copyright 2015 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.



Viii  Contents

1.7 Financing through the Venture Life Cycle 26
Seed Financing 26
Startup Financing 27
First-Round Financing 28
Second-Round Financing 29
Mezzanine Financing 29
Liquidity-Stage Financing 30
Seasoned Financing 3l
1.8 Life Cycle Approach for Teaching Entrepreneurial Finance 3l

Summary 35

CHAPTER 2
Developing the Business Idea 4l
2.1 Process for Identifying Business Opportunities 43
2.2 To Be Successful. You Must Have a Sound Business Model 44
Component I: The Business Model Must Generate Revenues 45
Component 2: The Business Model Must Make Profits 45
Component 3: The Business Model Must Produce Free Cash Flows 46
2.3 Learn from the Best Practices of Successful Entrepreneurial Ventures 47
Best Marketing Practices 47
Best Financial Practices 48
Best Management Practices 49
Best Production or Operations Practices are also Important 49
2.4 Time-To-Market and Other Timing Implications 50
2.5 Initial "Litmus Test” for Evaluating the Business Feasibility of an Idea 5l
2.6 Screening Venture Opportunities 53
An Interview with the Founder (Entrepreneur) and Management Team: Qualitative
Screening 54
Scoring a Prospective New Venture: Quantitative Screening 58
Industry/Market Considerations 6l
Pricing/Profitability Considerations 63
Financial/Harvest Considerations 65
Management Team Considerations 67
Opportunity Screening Caveats 68
2.7 Key Elements of a Business Plan 69
Cover Page. Confidentiality Statement, and Table of Contents 70
Executive Summary 7!
Business Description 72
Marketing Plan and Strategy 72
Operations and Support 72

Copyright 2015 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.



Contents

Management Team 73

Financial Plans and Projections 73
Risks and Opportunities 74
Business Plan Appendix 75

Summary 76

Appendix A Applying the VOS Indicator™: An Example 82

iX

PART 2
ORGANIZING AND OPERATING THE VENTURE 87

CHAPTER 3
Organizing and Financing a New Venture 89
3.1 Progressing through the Venture Life Cycle 9l
3.2 Forms of Business Organization 9l
Proprietorships 94
General and Limited Partnerships 95
Corporations 98
Limited Liability Companies 10l
3.3 Choosing the form of Organization: Tax and Other Considerations 102
3.4 Intellectual Property 105
Protecting Valuable Intangible Assets 106
What Kinds of Intellectual Property can be Protected? 106
Other Methods for Protecting Intellectual Property Rights 113
3.5 Seed. Startup. and First-Round Financing Sources 115
Financial Bootstrapping 118
Business Angel Funding 119
First-Round Financing Opportunities 122

Summary 123

CHAPTER 4
Preparing and Using Financial Statements 129

4.1 Obtaining and Recording the Resources Necessary to Start and Build
a New Venture 13l

4.2 Business Assets, Liabilities. and Owners’ Equity 132
Balance Sheet Assets 134
Liabilities and Owners’ Equity 135

4.3 Sales. Expenses. and Profits 136

4.4 |Internal Operating Schedules 138

4.5 Statement of Cash Flows 142

Copyright 2015 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.



X Contents

4.6 Operating Breakeven Analyses 144
Survival Breakeven 144
Identifying Breakeven Drivers in Revenue Projections 149

Summary 15!

Appendix A NOPAT Breakeven: Revenues Needed to Cover Total Operating Costs 158

CHAPTER 5
Evaluating Operating and Financial Performance 16l
5.1 Users of Operating and Financial Performance Measures by Life Cycle Stage 163
5.2 Using Financial Ratios 164
5.3 Cash Burn Rates and Liquidity Ratios 167
Measuring Venture Cash Burn and Build Amounts and Rates 167
Beyond Burn: Traditional Measures of Liquidity 169
Interpreting Cash-Related and Liquidity-Related Trends 170
5.4 |everage Ratios 172
Measuring Financial Leverage 172
Interpreting Changes in Financial Leverage 175
5.5 Profitability and Efficiency Ratios 176
Income Statement Measures of Profitability 176
Efficiency and Return Measures 178
Interpreting Changes in Profitability and Efficiency 180
5.6 Industry Comparable Ratio Analysis 18l
5.7 A Hitchhiker's Guide to Financial Analysis 182
Summary 185

PART 3
PLANNING FOR THE FUTURE 195

CHAPTER 6
Managing Cash Flow 197
6.1 Financial Planning throughout the Venture’s Life Cycle 198
6.2 Surviving in the Short Run 200
6.3 Short-Term Cash-Planning Tools 202
6.4 Projected Monthly Financial Statements 207
6.5 Cash Planning from a Projected Monthly Balance Sheet 209
6.6 Conversion Period Ratios 210
Measuring Conversion Times 212
Interpreting Changes in Conversion Times 215

Summary 217

Copyright 2015 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.



Contents  Xi

CHAPTER 7
Types and Costs of Financial Capital 227

7.1 Implicit and Explicit Financial Capital Costs 229

7.2 Financial Markets 229

7.3 Determining the Cost of Debt Capital 23l
Determinants of Market Interest Rates 233
Risk-Free Interest Rate 234
Default Risk Premium 235
Liquidity and Maturity Risk Premiums 238
A Word on Venture Debt Capital 240

7.4 \What is Investment Risk? 24l
Measuring Risk as Dispersion around an Average 24l
Historical Return versus Risk Relationships 244

7.5 Estimating the Cost of Equity Capital 247
Cost of Equity Capital for Public Corporations 248
Cost of Equity Capital for Private Ventures 250
Sources and Costs of Venture Equity Capital 252

7.6 Weighted Average Cost of Capital 254
A Life Cycle-Based WACC Example 255
Summary 256

Appendix A Using WACC to Complete the Calibration of EVA 264

CHAPTER 8
Securities Law Considerations when Obtaining Venture Financing 267
8.1 Review of Sources of External Venture Financing 269
8.2 Overview of Federal and State Securities Laws 27I
Securities Act of 1933 272
Securities Exchange Act of 1934 272
Investment Company Act of 1940 273
Investment Advisers Act of 1940 273
Jumpstart Our Business Startups Act of 2012 274
State Securities Regulations: "Blue-Sky” Laws 275
8.3 Process for Determining whether Securities Must be Registered 275
Offer and Sale Terms 275
What is a Security? 276
8.4 Registration of Securities Under the Securities Act of 1933 278
8.5 Security Exemptions from Registration Under the 1933 Act 28l
8.6 Transaction Exemptions from Registration Under the 1933 Act 284
Private Offering Exemption 284
Accredited Investor Exemption 286

Copyright 2015 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.



Xii  Contents

8.7 SEC's Regulation D: Safe-Harbor Exemptions 287
Rule 504: Exemption for Limited Offerings and Sales of Securities Not Exceeding
$I Million 288
Rule 505: Exemption for Limited Offers and Sales of Securities Not Exceeding
$5 Million 289
Rule 506: Exemption for Limited Offers and Sales Without Regard to Dollar Amount

of Offering 29I
8.8 Regulation A Security Exemption 292
8.9 JOBS Act Innovations: 293
Summary 293

Appendix A Schedule A 297
Appendix B Selected SEC Regulation D Materials 302

Appendix C Other Forms of Registration Exemptions and Breaks 314

PART 4
CREATING AND RECOGNIZING VENTURE VALUE 317

CHAPTER 9
Projecting Financial Statements 319
9.1 Long-Term Financial Planning throughout the Venture's Life Cycle 32l
9.2 Beyond Survival: Systematic Forecasting 322
Forecasting Sales for Seasoned Firms 322
Forecasting Sales for Early-Stage Ventures 325
9.3 Estimating Sustainable Sales Growth Rates 329
9.4 Estimating Additional Financing Needed to Support Growth 332
The Basic Additional Funds Needed Equation 333
Impact of Different Growth Rates on AFN 336
Estimating the AFN for Multiple Years 336
9.5 Percent-of-Sales Projected Financial Statements 337
Forecasting Sales 338
Projecting the Income Statement 339
Projecting the Balance Sheet 340
Forecasting the Statement of Cash Flows 342
Financing Cost Implications Associated with the Need for Additional Funds 343

Summary 344

Copyright 2015 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.



Contents

CHAPTER IO
Valuing Early-Stage Ventures 35|

10.I What is a Venture Worth? 352
Does the Past Matter? 353
Looking to the Future 353
Vested Interests in Value: Investor and Entrepreneur 354
10.2 Basic Mechanics of Valuation: Mixing Vision and Reality 356
Present Value Concept 356
If Youre Not Using Estimates. Youre Not Doing a Valuation 358
Divide and Conquer with Discounted Cash Flow 359
10.3 Required versus Surplus Cash 362
10.4 Developing the Projected Financial Statements for a DCF Valuation 364
10.5 Just-In-Time Equity Valuation: Pseudo Dividends 369
10.6 Accounting versus Equity Valuation Cash Flow 376
Origins of Accounting Cash Flows 376
From Accounting to Equity Valuation Cash Flows 377
Summary 38l
CHAPTER II

Venture Capital Valuation Methods 399

1.1
1.2

1.3
1.4

1.5

11.6
1.7

Brief Review of Basic Cash Flow-Based Equity Valuations 40I
Basic Venture Capital Valuation Method 403

Using Present Values 406

Using Future Values 406

Earnings Multipliers and Discounted Dividends 407
Adjusting VCSCs for Multiple Rounds 409

First Round 410

Second Round 410

Adjusting VCSCs for Incentive Ownership 4ll

First Round 412

Second Round 412

Incentive Ownership Round 412

Adjusting VCSCs for Payments to Senior Security Holders 4I3
Introducing Scenarios to VCSCs 414

Utopian Approach 4I5

Mean Approach 416

Summary 42l

Copyright 2015 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.

Xiii



XiV  Contents

PART 5
STRUCTURING FINANCING FOR THE GROWING VENTURE 445

CHAPTER I2

Professional Venture Capital 447
12.1 Historical Characterization of Professional Venture Capital 449
12.2 Professional Venture Investing Cycle: Overview 453
12.3 Determining (Next) Fund Objectives and Policies 454
12.4 Organizing the New Fund 455
12.5 Soliciting Investments in the New Fund 458
12.6 Obtaining Commitments for a Series of Capital Calls 459
12.7 Conducting Due Diligence and Actively Investing 460
12.8 Arranging Harvest or Liquidation 468
12.9 Distributing Cash and Securities Proceeds 468

Summary 469

CHAPTER I3
Other Financing Alternatives 473
I13.1 Facilitators, Consultants, and Intermediaries 475
13.2 Commercial and Venture Bank Lending 476
13.3 Understanding Why You May Not Get Debt Financing 478
13.4 Credit Cards 480
13.5 Foreign Investor Funding Sources 48|
13.6 Small Business Administration Programs 482
Overview of What the SBA Does for Small Businesses 482
Selected SBA Loan and Operating Specifics 484
13.7 Other Government Financing Programs 489
13.8 Receivables Lending and Factoring 489
13.9 Debt. Debt Substitutes. and Direct Offerings 49l
Vendor Financing: Accounts Payable and Trade Notes 49l
Mortgage Lending 492
Traditional and Venture Leasing 492
Direct Public Offers 493
Summary 493

Appendix A Summary of Colorado Business Financial Assistance Options 496

CHAPTER 14

Security Structures and Determining Enterprise Values 50l
141 Common Stock or Common Equity 503
14.2 Preferred Stock or Preferred Equity 503

Copyright 2015 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.



Contents XV

Selected Characteristics 504
Convertible Preferreds 505
Conversion Value Protection 507
Conversion Protection Clauses 508
14.3 Convertible Debt 510
14.4 Warrants and Options 512
14.5 Other Concerns about Security Design 517
14.6 Valuing Ventures with Complex Capital Structures: The Enterprise Method 518

Summary 525

PART 6
EXIT AND TURNAROUND STRATEGIES 537

CHAPTER I5
Harvesting the Business Venture Investment 539

15 Venture Operating and Financial Decisions Revisited 54l

15.2 Planning an Exit Strategy 542

15.3 Valuing the Equity or Valuing the Enterprise 544
Relative Valuation Methods 544
Dividing the Venture Valuation Pie 546

15.4 Systematic Liquidation 547

15.5 Outright Sale 548
Family Members 548
Managers 549
Employees 553
Outside Buyers 554

15.6 Going Public 556
Investment Banking 556
Some Additional Definitions 559
Other Costs in Issuing Securities 561
Post-IPO Trading 56l
Contemplating and Preparing for the IPO Process 563
Summary 568

CHAPTER I6
Financially Troubled Ventures: Turnaround Opportunities? 575
16.1 Venture Operating and Financing Overview 577
16.2 The Troubled Venture and Financial Distress 578
Balance Sheet Insolvency 579
Cash Flow Insolvency 580

Temporary versus Permanent Cash Flow Problems 58I

Copyright 2015 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.



XVi  Contents

16.3 Resolving Financial Distress Situations 582
Operations Restructuring 584
Asset Restructuring 587
Financial Restructuring 590
16.4 Private Workouts and Liquidations 590
Private Workouts 59
Private Liquidations 592
Venture Example: Jeremy's MicroBatch Ice Creams. Inc. 592
16.5 Federal Bankruptcy Law 593
Bankruptcy Reorganizations 594
Reasons for Legal Reorganizations 594
Legal Reorganization Process 596
Bankruptcy Liquidations 599
Summary 604

PART 7
CAPSTONE CASES 6ll

CASE |

Eco-Products. Inc. 613

CASE 2
Coral Systems. Inc. 645

CASE 3
Spatial Technologuy. Inc. 673

Glossary 699
Index 709

Copyright 2015 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.



Copyright 2015 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.



Preface

The 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 ventures
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 expected 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
financial 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 finan-
cial tools an entrepreneur needs to start, build, and harvest a successful venture.
Sound financial management practices are essential to a venture’s operation. The
successful entrepreneur 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 potential 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
generates ideas and assesses the associated business opportunities. Most entrepre-
neurs realize 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 formulation of a business model and plan. As marketing and selling products
and services begins, 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
management tools and techniques, potential investors and their mindset, and the
financial institutions supporting that venture stage. During the early stages of a ven-
ture’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 accom-
modate necessary operating costs. The need to measure and adjust investment in

XV I
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Preface XiX

working capital and property, plant, and equipment is evident. The process of anti-
cipating and accommodating costs and asset investments begins with the analysis of
historical financial experience and then projects future financial positions using pro-
jected financial statements or their proxies. Successful ventures emerging from their
survival stages can concentrate more on value creation and calibration. Consequently,
our financial management emphases for this stage are valuation tools and techniques.

Equally important as sound financial management practices is the need for
the entrepreneur 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 operations, suppliers, customers, commercial banks, and
investment bankers. Once a venture enters its maturity stage, seasoned financing
replaces venture financing. Seasoned financing takes the form of cash flow from busi-
ness operations, bank loans, and stocks and bonds issued with the assistance of invest-
ment 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 regulat-
ing financial relationships between the venture, investors, and financial institu-
tions including venture capital funds and investment banks. We cover the basic
securities laws and regulatory agencies, particularly the Securities and Exchange
Commission (SEC), relevant 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 anal-
ysis and relevant institutional details provides a relevant financial analysis base for the
entrepreneur 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 inves-
tors. We identify and explain the types and sources of financing available during the
various stages and introduce the relevant legal and regulatory environment the entre-
preneur must consider 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 (Developing the Business Idea)
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.

» Projecting Financial Statements: Chapter 6 (Managing Cash Flow)
focuses on the importance of maintaining adequate cash flow in the short
run. Cash is “King.” Chapter 9 (Projecting Financial Statements) focuses

Copyright 2015 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.



XX Preface

on long-term projections incorporating future financing needs and
establishing a basis for creating value over time.

» 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 10 (Valuing Early-Stage
Ventures) presents our versions of traditional valuation techniques impor-
tant 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.

» Venture Capital Valuation Methods: Chapter 11 (Venture Capital
Valuation Methods) introduces representative multi-stage venture capital
valuation methods and interprets them relative to more traditional proce-
dures. It provides a unified example of traditional pre-money and post-
money valuations and the shortcuts employed by many venture capitalists.

» Professional VCs: Chapter 12 (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 15 (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.

» Turnaround Opportunities: Chapter 16 (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. Recently, entrepreneurial finance cases have been available individually from
the usual providers 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 cap-
ital) 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)
undergraduate courses involving finance and non-finance business majors. Most

Copyright 2015 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.



Preface XXi

academic business programs require students to take basic background courses in
both accounting and finance prior to upper division courses such as entrepreneurial
finance. Chapters 10, 11, and 14 present a rigorous and conceptually advanced
approach to financial valuation. Our experience is that these chapters provide the
greatest intellectual challenge and require relatively sophisticated spreadsheet
skills. The fifth 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 16 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 Chapters 10 and 11 from Part 4 and Chapter 14
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 mate-
rials is warranted. 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 student backgrounds and other course offerings.

Pedagogical Enhancements in the
Fifth Edition

Overall changes to content and organization include:

» At the beginning of each chapter of which there are now 16, we continue
to add a “From the Headlines” story relating to an entrepreneurial venture.
A discussion question related to the “From the Headlines” feature is
provided in the end of chapter material.

» We continue to provide pedagogical guidance for: each exercise/problem at
the end of each chapter by providing a brief italicized description of the
content or focus of the exercise or problem.

» Chapter 3 (Organizing and Financing a New Venture) includes updated
personal and corporate income tax information and includes recent
changes in how the patent system operates.

» Chapter 6 (Managing Cash Flow) now focuses only on short-term financial
statement projections and recognizes the need to generate, or plan for
obtaining, sufficient cash flow to survive. In this edition, we have separate
chapters on short-term and long-term financial planning.

» Chapter 8 (Securities Law Considerations When Obtaining Venture
Funding) has been updated to reflect the significant impact the Jumpstart
Our Business Startups (JOBS) Act of 2012 has on raising venture financing.

» Chapter 9 (Projecting Financial Statements) focuses on long-term financial
statement projections in order to anticipate additional financing needs and
to provide insights into possible value creation.
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» Chapter 10 (Valuing Early-Stage Ventures) maintains the reorganization
provided in the previous edition with an emphasis on simplifying the
extended examples.

» Chapter 15 (Harvesting the Business Venture Investment) reflects current
listing standards for the Nasdaq. We have added a current event reference
for the Facebook-Nasdaq IPO trading issues.

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.

POWERPOINT LECTURE SLIDES

Created by the text authors, the PowerPoint slides present a point-by-point lecture
outline, 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 instruc-
tors 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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Introduction to
Finance for
Entrepreneurs

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 entrepreneurial finance relates to the other aspects and challenges of launching
a new venture. 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 screening 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 tech-
niques. 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.

PN TR =
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4 Part 1: The Entrepreneurial Environment

FROM

THE

HEADLI
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Small Wind Gets a Gust from CLEANTtricity Power

According to a recent poll, 89% of U.S.
voters, including 84% of Republicans, 88%
of Independents, and 93% of Demacrats,
believe that increasing the amount of en-
ergy their nation gets from wind is a good
idea.” While these voters and their parties
find plenty of issues on which they vehe-
mently disagree, there is little doubt that
the United States and the world will con-
tinue to increase 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 farm-
ing, complete with landscape photos of
rows of towering wind turbines sporting
massive propellers. Less in the limelight,
but every bit as much in the game,
are ventures targeting small-scale wind
turbine electricity generation. Like their
cousins in other renewable energy cate-
gories, 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
energy markets.

CLEANricity 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
generators that utilize wind energy
to produce clean, emissions-free
power for individual homes, farms,
and small businesses. With this sim-
ple and increasingly popular technol-
ogy, individuals can generate their
own power and cut their energy bills
while helping to protect the environ-
ment. The United States leads the
world in the production of small
wind turbines, which are defined as
having rated capacities of 100 kilo-
watts 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 indi-
viduals, businesses, and communities to
generate reliable, affordable clean energy
where they use it.” Their current product
offering, known as the SHAPEshifter, is a
vertical-axis self-adjusting wind turbine ca-
pable of electricity generation at lower wind
speeds than the usual 30 miles per hour
targeted by competing technology. It accom-
plishes this versatility by morphing into a
more efficient shape depending on the speed
of the wind. Co-founder and chief executive
officer Daniel Sullivan summarizes this ca-
pability 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, SHA-
PEshifter'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 semifinal-
ists 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 Newhouse of Public Opinion Strate-
gies and Anna Bennett 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 Elec-
tricity 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
700,000 annually in recent years." Reasonable estimates place non-employer (e.g.,
single person or small family) businesses started each year at a similar number.

Small Business
Administration
(SBA)

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

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.

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.sba.gov/sites/default/files/Startup%20Rates.pdf.
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SECTION 1.1

The Entrepreneurial Process

The entrepreneurial process comprises: developing opportunities, gathering entrepreneurial
resources, and managing and building operations, all with the goal of creating  Process
value. Figure 1.1 provides a graphical depiction of this process. Many entre- developlng opportunltles
preneurship students have formulated ideas for possible new products and services.  gathering resources, and
However, prior to committing significant time and resources to launching a new  managing and building
venture, it can really pay to take the time and effort to examine the feasibility of gf:;gﬂgnvsamgh the goal of
an idea, screen it as a possible venture opportunity, 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
physical assets, intellectual property, human resources, and financial capital neces-
sary to move from opportunity to entrepreneurial venture. The venture should orga-
nize formally and legally, the process of which also provides an opportunity for
founders to build consensus 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 ven-
ture’s operations. An effective business model must generate revenues to cover oper-
ating 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 offer-
ings, may be necessary for growth in later years.

Figure 1.1 The Entrepreneurial Process

4 )

Economic, Legal, and Social Environment

Developing
Opportunities

Creating
Value

Managing and
Building
Operations

Gathering
Resources
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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 con-
text, we place the components and their intersection in the context of the venture’s
economic, legal, and social environment.

CONCEPT CHECK » What are the components of the entrepreneurial

process?

SECTION 1.2

Entrepreneurship Fundamentals

Successful entrepreneurs recognize and develop viable business opportunities, have
confidence in the market potential for their new products and services, and are com-
mitted 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 busi-
ness on the conviction that pumpkin stencils and special carving knives could foster
an unprecedented 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 entrepreneurial 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 entrepreneurial lifestyle are difficult for those supporting
the entrepreneur financially and emotionally. Nonetheless, we believe that the tools
and techniques we introduce can help entrepreneurs and others anticipate venture
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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 for-  entrepreneurship
malize our context for the term. Jeffry Timmons and Stephen Spinelli suggest that — ---oeeeveeeenneen
“entrepreneurship is a way of thinking, reasoning, and acting that is opportunity Fr]rtO(Jcisosm?rf]eCrE?anlgmg ideas
obsessed, holistic inzapproach, and leadership balanced for the purpose of value cre-  ;o5rnities and creating
ation and capture.”” We adopt a somewhat shorter definition: Entrepreneurship is  value
the process of changing ideas into commercial opportunities and creating value. An
. o ) ) ) entrepreneur

entrepreneur is an individual who thinks, reasons, and acts to convert ideas into  .........cc.ccoeevvnneennn.
commercial opportunities and to create value. Whether entrepreneurial efforts suc-  individual who thinks,

. , T . i reasons, and acts to
ceed or fail, an entrepreneur’s mission is to find economic opportunities, convert convert ideas into
them into valuable products and services, and have their worth recognized in the  commercial opportunities

marketplace. and to create value

CONCEPT CHECK » 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
characteristics, 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 entrepre-
neurs 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
generalizations have eluded them. There are numerous myths about entrepreneurs.’
One hears that “entrepreneurs are born, not made.” Yet many successful entrepre-
neurs have been, or will be, failing entrepreneurs if observed at different times in
their lives. While identifying the fear of failure as a personal motivation propelling
them forward, successful entrepreneurs are not paralyzed by this fear. If you see
venture bumps as opportunities rather than obstacles, perhaps the entrepreneurial
lifestyle is right for you.

2 Jeffry A. Timmons and Stephen Spinelli, New Venture Creation, 8th ed. (New York: McGraw-Hill/Irwin, 2009), p. 101.
See also: Stephen Spiunelli and Rob Adams, New Venture Creation, 9th ed. (New York: McGraw-Hill/Irwin, 2012).

3 Timmons and Spinelli address seventeen myths and realities about entrepreneurs and summarize prior efforts to
identify characteristics of successful entrepreneurs. Ibid., pp. 59-60.
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8 Part 1: The Entrepreneurial Environment

CONCEPT CHECK » 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
number of new U.S. business formations runs in the millions. Small and growing
enterprises are critical to the U.S. economy; small firms provide over 80 percent of
net new jobs.*

Firms with fewer than 500 employees represent more than 99 percent of all em-
ployers and employ approximately one-half of the private workforce. During the
past century, entrepreneurial firms’ innovations included personal computers, heart
pacemakers, optical scanners, soft contact lenses, and double-knit fabric. Entrepre-
neurial 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. innova-
tions 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, med-
ical and dental 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 returns is accompanied by higher risks. According to the
SBA’s Office of Advocacy, around two-thirds of new employer businesses survive at
least two years and only about one half survive for at least five years.®

For additional perspective, Headd studied the U.S. Census Bureau’s Characteris-
tics 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 clo-
sure. 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 financial causes, such as excessive debt and insufficient financial capital. Other
reasons include insufficient managerial experience, business conflicts, family pro-
blems, 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

4 Small Business Profile (Washington, DC: U.S. Small Business Administration, Office of Advocacy, 2012). See http://
www.sha.gov/sites/default/files/us11_0.pdf.

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

6 Small Business Facts, http://www.sba.gov/sites/default/files/Business-Survival.pdf.

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

8 “Small Business Answer Card” and “The Facts About Small Business.”
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to anticipate 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.

CONCEPT CHECK » What percentage of new businesses survive four
years of operation?

» What are some of the major reasons why small
businesses fail?

SECTION 1.3

Sources of Entrepreneurial Opportunities

Entrepreneurs are the primary engine of commercial change in the global economy.
Entrepreneurial opportunities are ideas that have the potential to create value  entrepreneurial
through new, repackaged, or repositioned products, markets, processes, or services. opportunities
One study of Inc. magazine’s 500 high-growth firms suggests that about 12 percent  joas wﬁhpotenﬂalto
of founders feel their firms’ successes are due to extraordinary ideas, whereas the  create value through
remaining 88 percent feel their firms’ successes are due to exceptional execution of diﬁerint 0(; new,
ordinary ideas.” In a separate survey, Amar Bhide found that Inc. 500 founders often ;ggggit?gr?ef’j (;))rroducts,
make use of existing ideas originating in their prior work experiences. Only 6 per- markets, processes, or
cent of his responding founders indicate that “no substitutes were available” for their ~ services
products or services. In contrast, 58 percent say they succeeded even though compe-
titors 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 busi-
ness opportunities. However, while entrepreneurial opportunities can come from an
almost unlimited number of sources, we give special focus to Figure 1.2’s five mega-
trend categories.

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

9 J. Case, “The Origins of Entrepreneurship,” /nc., June 1989, p. 51.

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

11 John Naishitt, Megatrends (New York: Warner Books, 1982). Although only two are presented here, Naishitt identi-
fied 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 them-
selves). See Carol Tice, “Change Agents,” Entrepreneur (May 2007), pp. 65-67.
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