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)Chapter   11
Sources of Funds: Where Do You Get the Money?

INSTRUCTOR MATERIALS

Entrepreneur Profile—Vince Occhipinti, General Partner with Woodside Fund

Think about it:
1.	Do you have a business idea that would be interesting to a venture capitalist? Answers will vary. However, we hope the students can use their elevator pitch product to catch the attention of a VC.
2.	Why will some entrepreneurs go through two or three rounds of funding?
The entrepreneur will use a second and third round of funding to raise additional funds. 


Answers to Review and Discussion Questions
l.	Why is a business plan so important in estimating the money needed for a new venture? 
Potential investors will read the business plan to make sure the management team has completely developed their business ideas. The plan itself will dictate how much money is needed for expenses, such as a facility, materials, parts, equipment, technology, and many other costs that will be incurred.
2. 	Why would any source of venture capital consider the business plan as an important document?
Investors such as banks and venture capitalist do not invest their money without doing their research on the new company. One of the ways they do their research is by reading the business plan the new venture put together. If there is no business plan, the investors will see this as a sign of not being organized. If there is a poorly written business plan, then that will also be seen as a weakness. 
3.	What basic questions should an entrepreneur ask before seeking sources of capital?
The entrepreneur should answer these basic questions before initiating a search for capital: How much capital will I need? What type of capital is required? Where can I get the funds?
4. What is the difference between equity capital and debt capital? Which would you prefer and why?
Potential sources of equity (receiving part ownership of the company) financing includes seed capital, personal savings, friends and family, partners, angels, venture capital, corporate venture capital, sale of public stock offering (IPO), a private placement, or crowdfunding.
A potential source of debt financing (taking a loan that needs to be repaid by the owners) includes loans (bank loans, a line of credit, installment billing, and insurance/retirement loans). Vendors also offer a source of debt funding. Local community banks provide loans to help spur local business.

5. What problems would you foresee in obtaining loans from friends and relatives? Under what conditions would these be a good source for funds?
Though friends and family as sources of capital continues to be the most frequently sought by most entrepreneurs, troubles frequently arise. Relationships may become strained, and it is not uncommon for relatives or friends to interfere with business decisions because they feel their stake in the business allows them to take an active role. Another difficulty develops when a friend or relative demands early repayment of their investment or loan, often leading to the frantic search for capital to cover the gap left by the lender. To avoid awkward situations, the terms of the loan, which should be made on a business-like basis, should specify the role of the lenders in the operational policies of the business. 
6. How can your suppliers of inventory and machinery help provide initial capital for the new business?
Factoring involves selling your receivables to a buyer, such as a commercial finance company, to raise capital and is very common in industries, such as the clothing industry, where long receivables are part of the business cycle. You can still make money on your receivables, even though you will share the money with the commercial finance company.

7.	Are commercial banks a good source of funds? When would you go to a commercial bank and what business ratios would you need to present?
The best place to get a small-business loan is still a bank. Banks typically offer the lowest interest rates, and many have established reputations as trustworthy lenders. But today, small businesses must expand their search to find a bank willing to lend. "Many small businesses try three or four banks and then stop looking."[endnoteRef:1] A more persistent approach has better odds of success. Banks are interested in profitability ratios to measure profit, debt ratios to see if the company already has a high rate of debt, and an inventory turnover to see how quickly the inventory is selling.
 [1:   http://www.bankrate.com/finance/personal-finance/3-ways-to-get-a-small-business-loan-1.aspx.] 

8.	Name and discuss several governmental sources of funds. When might you go to these sources and what documentation would you need to provide?
The government has developed sources that sponsor the small business owner. One government agency that helps to fund the entrepreneur is the Small Business Administration. Other indirect government-sponsored agencies include Small Business Investment Companies, commonly referred to as SBICs. The U.S. Chamber of Commerce monitors the MBDA Program, which stands for the Minority Business Development Agency. The SBA, an agency of the government founded to help small businesses, offers the most assistance with financial help and professional advice. The SBA oversees the functions of SBICs, and a variety of smaller programs such as the Economic Opportunity Loan Program. Each SBA loan program has its own eligibility criteria and application process.  
9.	"Venture capital companies are a good source of funds." Discuss this statement giving advantages and disadvantages of using venture capital.
Venture capitalist are a good source of funds; however, they are going to expect a return of investment that is higher than a bank would expect. The VC takes a risk with their own money, as such, they will expect a good return, sooner than later. The venture capitalist will also look for at least partial ownership of your firm. As the entrepreneur/owner of the new business idea, you have to decide if the VC’s money is enough to allow him or her to be a partial owner. If you sell him or her ownership early in the startup process, you might not ask for enough money, considering your business could be worth a great deal more money once the business starts to grow.
10. Does the SBA directly hand out loans?
“The SBA does not make direct loans to small businesses. Rather, SBA sets the guidelines for loans, which are then made by its partners (lenders, community development organizations, and microlending institutions). The SBA guarantees that these loans will be repaid, thus eliminating some of the risk to the lending partners. So when a business applies for an SBA loan, it is actually applying for a commercial loan, structured according to SBA requirements with an SBA guaranty. SBA-guaranteed loans may not be made to a small business if the borrower has access to other financing on reasonable terms.”[endnoteRef:2] [2:  http://www.sba.gov/content/what-sba-offers-help-small-businesses-grow] 


Application Exercises 
When doing these exercises, be sure to select a specific business, where applicable, preferably one where you presently or previously work(ed) or a business you would like to own someday. If this is not possible, pick a specific organization to which you will refer. Be sure to identify the organization by name. Limit your answers to one or two pages per exercise.
1.     Assume you want to start a small retail store. Prepare a cash flow statement for three years using SIC and RMA guidelines. Estimate the first year's sales to be between $250,000 and $1,000,000.
2.     Interview a person who has just started or is about to start a business and determine if a cash flow projection was or is being developed. Prepare a report on this person's view of cash flow statements.
3.     Interview three local small business owners. Find out how they obtained funds necessary to start their businesses. Keep your questions general and non-threatening since these people may be reluctant to provide you with actual figures.
4.     Assume you have a can't-fail, profit-assured idea for a business but you need $10,000 in initial capital.
	a.   Ask your friends and relatives if they would lend you money and what assurances they would want.
	b.   Ask the small-business loan officer at your local bank what would be required before lending you money and what the repayment requirements would be.
	c.   Ask a venture capitalist if your business would be appropriate for investment and what would be demanded in return?
	d.   Visit your local SBA office and ask what they would need before they would discuss a loan with you. They may have a standard loan package including forms and instructions. Report on your findings and include the SBA package.

Answers will vary to all exercises above.

Application Situations
1.     Al Kurrow Answers
Al Kurrow has always loved sailing and was happiest when on the ocean in a good wind. After 15 years working in a large corporation in the shipping department, he took a chance to realize his life's dream. He borrowed money to buy a sailboat so that he could set up a charter business in the Caribbean. He knew he could be successful and had already found a marina where he could operate his charter service. Until now, finances were not an important question as Al had neither the time nor the desire to do any financial planning. His belief is that he has most of the essential ingredients for success and that success was inevitable.
1.  Based on the information provided, do you think Al needs a financial plan? Estimate his needs and draw up such a plan for the next three years.
Based on the information provided, Al needs a financial plan. The next three years, his estimates for operating costs are as above. Using the above information, it will take him the three-year period to break even. It will cost him $2,000,000 including depreciation, and he will make $2,000,000 from chartering for a full season. If all he earns is his captain’s salary, he should be a captain for someone else. In order to make money, he should increase his weekly charter fees by $1,000 per week. At the end of the three-year period, he will be making $40,000 per year in profits.

2.   Assuming you find that Al needs money. Where should he get it? What would be good sources of funds for him and what would not? Explain your choices.
Based on the information provided, Al needs a financial plan. The next three years, his estimates for operating costs are as above. Using the above information, it will take him the three-year period to break even. It will cost him $2,000,000 including depreciation, and he will make $2,000,000 from chartering for a full season. If all he earns is his captain’s salary, he should be a captain for someone else. In order to make money, he should increase his weekly charter fees by $1,000 per week. At the end of the three-year period, he will be making $40,000 per year in profits.
Al needs additional money to carry him for years one and two. His sources for money will include friends, relatives, crowd-funding, or venture capitalists. All sources will require payback. Friends and relatives might not take any equity. Crowd and venture capitalists will want ownership and return on their investment. Al’s best sources, then, are those that will require only payback but not ownership.  

3.   Is his venture too small to justify financial planning? Is any venture too small? Explain your reasoning.
No venture is too small to ignore financial planning because without financial planning, Al can end up in trouble since he will not generate the income required to meet his financial obligations.

4.   What is your opinion of Al making this a successful venture? Explain your reasoning.
Judging by his lack of planning, Al will be unable to make this a successful business unless he seriously begins his financial planning.

2.     Sally Chin Answers
Sally Chin had done much in the four years since leaving college. She had always had an interest in antiques and artifacts as well as a goal of managing her own business. That interest, plus her years of experience in buying and selling antiques as a part of her job as an assistant curator in a large city museum, and the fact that the museum was cutting back on staffing and that she felt stifled, led her to think about going out on her own and becoming an antiques dealer. Scouting out locations in the antique district, she found a vacant store which was perfect. Now, she thinks, might be a good time to move ahead, but this would be an entirely new business and she has no idea about where to begin. At the least, she wants to do some financial planning.

1.   Describe how Sally should start her financial planning. Where would she get basic information and how would she use this information to plan?
Sally should begin her financial planning by getting basic information from other antique owners and dealers, specialized publications and any government sources available to business owners. This information would be used to draw up projected financials.

2.   Where would Sally get funds to support her venture? Which sources might be the best? The worst? Explain your reasoning.
Sally will get the funds to support this venture from friends, relatives, commercial banks, or venture capitalists. The need for capital will be relatively large considering the cost of her inventory. Thus, insofar as possible, she should use capital supplied by others rather than her own money, but in order to entice others or banks to invest, she should show that she also has invested in and has confidence in her own ideas.

3.   Do you think from the information given that Sally can be successful? Why or why not?
From the information supplied, it is difficult to believe that Sally can be successful. She needs a financial plan.

3.     Max Vincent Answers
Max Vincent went through high school in the shop course, specifically in automobile mechanics. After graduation, he worked in a service station's automobile repair business for six years. Max thinks that it’s now time he went into business for himself. He believes he has a following of people who have come to know and trust him and provide a good base on which to begin. After looking around for the past two years, he located an auto repair business for sale. The owner was willing to provide past financial history.
1.   How would Max draw up his financial plan? Be specific.
Based on the owner’s previous financial plan, Max would modify these plans by what he thought was realistic in terms of what he could maintain from the previous owner and what he could add to the business. He might not be able to maintain the business seller’s previous sales, and he might not be able to maintain all of his former clients.

2.   What would be Max's best source for funding? Explain your reasoning.
Max’s best sources for funding would be the seller taking back a mortgage, his friends and relatives, and outside sources, such as commercial banks or venture capitalists. Those sources of funding require various levels of sophistication in Max’s presentation of profit and loss projections.

Max made up his mind to move ahead and bought the automobile repair business he had located. His first year’s experience seemed to be successful. However after examining his year-end figures, he was astounded to see that he had operated at a loss. It looked like he didn't make enough money to cover his expenses. As he was on a very limited budget, he was worried about making it through the next year.
3.   Should Max have been surprised at these results? Why or why not? Explain your reasoning.
Max should not have been surprised to see that at the end of the year he had operated at a loss. Obviously he needed financial planning because the ability to look ahead would have been extremely important.

4.   How can Max determine when he will be making a profit? If you know of a method that will help Max identify it, outline how Max can use it.
In order for Max to determine when he can become profitable, he must do financial planning. This means that he must, on paper, project sales, cost of sales, and net profits.
5.   How should Max have planned his first three years? Explain the method Max could have used and how he could be solvent for the first three years.
Max should have planned for his first three years by establishing pro forma statements based upon the previous owner’s statements and his own estimates of sales and expenses, and modifying these for a three-year period to arrive at a minimum break-even. It will probably take three years to become profitable after paying off the previous owner.


Answers to Case Questions
Kickstarter and Crowdfunding 
1. How is Kickstarter different than a traditional venture capitalist?
Kickstarter allows project creators to set a funding goal and deadline. If people like a project, they can pledge money to make it happen. Funding on Kickstarter is all-or-nothing—projects must reach their funding goals to receive any money. All-or-nothing funding might seem scary, but it’s amazingly effective in creating momentum and rallying people around an idea. To date, 44% of projects have reached their funding goals. [endnoteRef:3] [3:  http://www.kickstarter.com/hello?ref=nav] 

Currently, pledging money to Kickstarter doesn’t make the investor an owner. The pledge will allow the project creator to send a free copy of music, a piece of art, or whatever project the pledge supports.  
A venture capitalist normally invests a much larger amount of his or her money, expecting a financial return. 
2. What is the meaning of the term “crowdfunding”? 
Crowdfunding is the use of small amounts of capital from a large number of individuals to finance a new business venture.[endnoteRef:4] Crowdfunding allows an entrepreneur to raise a small amount of money from their circle of friends, coworkers, and potential investors, such as Facebook, LinkedIn, and Twitter.  [4:  http://www.investopedia.com/terms/c/crowdfunding.asp] 


Answers to Global Case Questions
Kiva: Microfinance Loans That Changed the World

1. Does Kiva use debt or equity to help micro-entrepreneurs around the world? 
KIVA provides small loans (such as $25) to help people around the world start their own business. Thus KIVA uses debt to help people start new businesses.
2.	Do funding sources promote social performance around the world? 
KIVA was the first company to create micro loans to specifically help people start their own businesses. Even though global and national banks provide much larger loans to help people start business and other projects, they still are in business to make a profit. 


Additional Business Plan (Appendix B)

Students should answer three basic questions before initiating a search for capital: How much capital will I need? What type of capital is required? Where can I get the funds? The three major types of financing are short-term capital, early stage capital, and long-term capital. 
However, within their 90-second pitch, students don’t normally have the time to answer all three questions. But they should ask and answer the question: How much is their ASK? The ASK is how much money do they want from the VCs? Do they want to give the VCs a piece of the company in return for their knowledge and efforts? Does the student want to ask the bank for financing? Do they want to ask VCs for funding? Would using Kickstarter make strategic sense? Remember, this is only the 90-section pitch. A student pitcher would only have 30 seconds at the most to describe the funding request they want to grow their business. So, students should figure out what their capital needs are and ask for that amount.

The following table could be used to help students to figure out which type of funding is best for their situation.

	Equity Financing 

	Potential source of debt financing 
	Potential sources of Bootstrapping .

	1. Seed Capital
	1.  Bank loans
	1. Home-based business

	2. Personal Savings
	2.  Line of credit
	2. Credit cards

	3. Friends and Family
	3. Installment billing
	3. Selling personal belongings

	4. Partners
	4. Insurance/Retirement loans
	4. Borrowing and sharing equipment

	5. Angels
	5. Vendors
	5. Joining an incubator

	6. Venture Capital
	6. Local community banks

	6. Bartering

	7. Corporate Venture Capital
	
	7. Refinancing your home

	8. Private Placement
	
	8. Borrowing against your retirement account

	9. Sale of public stock (IPO)
	
	9. Customer financing 

	10. Crowdfunding
	
	10. Factoring

	
	
	11. Referrals





Paper Clip Entrepreneurship Challenge

Although the paper clip challenge has helped to develop many entrepreneurial skills, it is hard to think that a VC would want to invest in your trading business. However, if a student did have success exchanging clips for products, it would be interesting to see if it would make a good Kickstarter project?

College Entrepreneurial Spirit Award Winners
The College Entrepreneurial Award nominees should indicate if they have received any funding support from friends, family members, or local banks. A college business that has received financial support is an indicator that the business is a viable operation.

Community Entrepreneurial Spirit Award
The Community Spirit Award nominees should also indicate if they have received any money from friends, family, local banks, and other sources to help start or run their business. 


ANSWERS AND EXTRA MATERIAL THAT STUDENTS HAVE IN THEIR SUPPORT MATERIAL


Practice Quiz

Multiple Choice Questions
1. Which of the following is not one of the three basic questions an entrepreneur should answer before initiating a search for capital?
(a.)  ***How much effort do I need to exert?
(a.) How much capital will I need? 
(b.) What type of capital is required? 
(c.) Where can I get the funds?

2. Which of the following is not one of the three major types of financing?
 (a.) short-term capital
(b.) early stage capital 
(c.) long-term capital
(d.) ***very-long term capital

3. Which of the following potential sources of equity financing is Kickstarter classified? 
(a.) seed capital
(b.) venture capital
(c.) sale of public stock offering (IPO )
(d.) ***crowdfunding

4. Which of the following is not a potential source of debt financing?
(a.) bank loans
(b.) a line of credit
(c.) *** venture capital
(d.) installment billing

5. Which of the following is not an example of bootstrapping?
(a.) using a home-based business
(b.) credit cards
(c.) ***a line of credit
(d.) selling personal belongings

6. Potential sources of equity financing include all of the following except: 
(a.) seed capital
(b.) personal savings 
(c.) angels and venture capital
(d.) ***bank loans

True False Questions

7. Local community banks provide loans to help spur local business. 
True

8. Factoring involves selling your receivables to a buyer, such as a commercial finance company, to raise capital and is very common in industries, such as the clothing industry, where long receivables are part of the business cycle. 
True

9. Factoring is a traditional method of exchanging items or services instead of using cash. 
True. 

10. Home equity loans are a popular financing device for new business owners because there's often substantial equity tied up in a home, and the loans are easier to come by. True.

Weblinks

1. What company did Marc Andreessen originally create? Why is he an important venture capitalist? What are the two latest news articles about Andreessen? 
Marc Andreessen was the creator of Netscape Communications Corporation. He is a serial entrepreneur that also created Ospware and Ning. He has been a major reason the web browser industry was created. Thus, when he decides to invest in a technology business, other investors are also interested in investing in that company.

http://www.bloomberg.com/news/2010-08-25/andreessen-said-to-seek-650-million-for-startups-people-familiar-say.htm


2.	What is the mission of Valley Venture Mentors? What are the names and business ideas of any two of their alumni? What are the backgrounds of the people sitting on the board of VVM?
http://www.valleyventurementors.org/about/
Although not nearly as big a venture capitalist as Marc Andreessen, VVM is a local group of venture capitalists looking to assist small entrepreneurs to grow and develop their businesses. DJ Mix Jams and EdgeFlip are two startups they have assisted. Rick Feldman and Jay Leonard have been VCs at our area elevator pitch competitions.


Additional Entrepreneurial Profiles

Julie Hansen
http://www.youtube.com/watch?v=5-ZpP4j09s0
The 7-Second Elevator Pitch
Can you Sell Yourself in 7 Seconds?
1. Think of yourself as a movie preview.
2. Make whatever you do sound interesting. 
3. Believe what you do is interesting.
4. Kill the Buzzwords. Sound conversational—not like you’re selling.

Notice the 7-second elevator pitch sent in by Gordon Wlliams in the Comments section. 
 
We are International Business and Wellness Consultants. What we do is show people how to live a healthier life and set up a Plan B in the event something happens to their current income. (this is what we say)


90-Second New Venture Pitch
Students should answer three basic questions before initiating a search for capital: How much capital will I need? What type of capital is required? Where can I get the funds? The three major types of financing are short-term capital, early stage capital, and long-term capital. However, within their 90-second pitch, students don’t normally have the time to answer all three questions. But, they should ask and answer the question, How much is their ASK? The ASK is how much money do they want from the VCs? Do they want to give the VCs a piece of the company in return for their knowledge and efforts? Does the student want to ask the bank for financing? Do they want to ask VCs for funding? Would using Kickstarter make strategic sense? Remember, this is only the 90-second pitch. A student pitcher would only have 30 seconds at the most to describe the funding request they want to grow their business, so they should figure out what their capital needs are and ask for that amount.

Additional Application Exercises and Situations
	
1. What are the six bootstrapping strategies listed in the attached link?
http://www.entrepreneur.com/article/80204-3. 

1. Lease your facility instead of purchasing.
2. Avoid the need for financing.
3. Use trade credit.
4. Get a letter of credit from customers.
5. Instead of paying out cash for your equipment, you can purchase it with a loan from manufacturers.
6. Also, keep a close watch on operating expenses.


2. Go to Kickstarter.com and select three business ideas you think are most feasible to get started and be successful.
http://www.kickstarter.com/. We found the following three local entrepreneurs looking for Kickstarter funding. 

Small Oven by Julie and Amanda
[bookmark: _GoBack]Two gals starting a bakery in Easthampton, MA. Local food. Handmade. Delicious. Handmade. Delicious.
·  Easthampton, MA
· 21% FUNDED
· $3,298 PLEDGED
· 25 DAYS TO GO

Christa Joy's Second Album! by Christa Joy
A new batch of songs are eager to meet you! Songs of loss, courage, Sunday driving, and wishing wells.
·  Easthampton, MA
· 26% FUNDED
· $1,570 PLEDGED
· 25 DAYS TO GO


Wiseguys: A Game of Wealth, Power, and Respect by Darrell Ferris
Wiseguys is a game of bluffing, deduction, and calculated aggression for 2–8 players, set in the Golden Age of organized crime. 
Bolton, MA
· 101% FUNDED
· $5,040 PLEDGED
· 32 MINUTES TO GO
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