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CHAPTER 14

CONCEPT REVIEW QUESTIONS

1. What are the most important ways that entrepreneurial finance differs from

“ordinary” finance? What special burdens confront financial managers of EGCs?

Entrepreneurial growth companies often invest in very high-risk, high-return
projects. The most valuable assets on many EGC balance sheets are intangible and
cannot be pledged as collateral for a loan. Because they are trying to achieve rapid
growth, most EGCs do not generate enough cash internally to finance all new
investments. As a result, EGCs rely heavily on private equity finance, either from

founders or venture capital investors.

2. Why do firms usually finance intangible assets with equity rather than with debt?

Lenders are more reluctant to provide debt capital to a firm with intangible assets.
Lenders can repossess and resell physical assets. They cannot repossess ideas or
human capital. Intangible assets are also more difficult to value, making it harder

for capital providers to fairly value financing instruments.

3. What is an angel capitalist, and how does this type of investor differ from a

professional (institutional) venture capitalist?

An angel capitalist is a wealthy investor who funds risky venture enterprises.
While angel investors provide large amounts of capital to new firms, the angel
industry is not as structured as the institutional venture capital industry is. Angels
invest on a somewhat ad hoc basis and do not routinely involve themselves in the

affairs of their “portfolio companies” to the extent that VVCs do.
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4. Why do you think that private limited partnerships have come to dominate the
U.S. venture capital industry? Can you think of any weaknesses this organizational

form may have as a vehicle for financing entrepreneurial growth companies?

Private limited partnerships have the advantages of being easy to form, providing
limited liability to investors, and providing investors with smaller amounts of
capital to invest in diversified high risk but high reward ventures. They have the
advantage of being free of outside influences, generally focusing on an industry in
which the general partners have expertise. One weakness is limited access to
capital — the regular capital markets are richer and can offer more total financing to

firms.

5. Why do venture capitalists almost always use staged financing and convertible

securities to finance entrepreneurial companies?

Staged financing is less risky to the venture capitalists. They invest a small
amount, see if the firm uses it well, and if the business appears to be successful, can
invest more in the venture. Venture capitalists like convertible securities for a
number of reasons. Convertible securities give them an ownership interest if the
firm is successful. Convertible debt and preferred stock are also senior to common
equity, giving venture investors a higher priority claim on the firm’s assets than the
common stockholders® claim. Convertibles give them the security of a fixed
income security along with the potential to share in a possibly considerable upside

gain.

6. Entrepreneurs often refer to venture capitalists as “vulture capitalists,” due to the
amount of equity they demand before investing. Do you think the standard venture

capital pricing formula is a justifiable compensation for risk, or is it exploitative?

Venture capital deals can be very profitable, however, there is a high failure rate.
In efficient capital markets investors are appropriately rewarded for risk — higher

risk-taking means higher returns. It is true that many times founders are moved out
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of their firms by venture capitalists who end up owning large stakes in companies
they did not found. Capital has a price, and those entrepreneurs who want to use

the capital often must pay high prices.

7. Why do you think European governments and stock exchanges want to promote
a vibrant entrepreneurial sector? Can you think of any competitive advantages that

may accrue to Europe, due to its relatively late start in developing IPO markets?

European governments and stock exchanges would like to promote a vibrant
entrepreneurial sector because of the potential high profits and job creation
potential that could be associated with this sector. There is a potential competitive
advantage in information — the European markets can look at the history of U.S.
ventures, both successful and unsuccessful, and potentially learn from this.

8. Compare some of the competitive strengths and weaknesses of venture capital, as
practiced in Europe, Japan, and Canada, with those of the United States.

Banks provide more European venture capital financing than in the U.S. European
VC funds are generally organized as investment companies, acting more like U.S.
mutual funds than U.S. venture capital funds. European VC funds are less focused
on early-stage investments than in the U.S. European venture investors are less
likely to exit with an IPO than in the U.S. Canadian venture capital relies heavily
on labor unions for funding, and Canadian venture funding has been particularly

strong in the telecommunications industry. Japan has little true venture funding.

9. How has the European venture capital industry changed over the past five years?

Do you think these changes have made it more or less competitive and efficient?

The venture capital industry has grown a great deal in recent years. In particularly,
technology investments have grown, potentially making its markets more

competitive. The downturn in world markets starting in 2000 has had an adverse
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impact on European venture capital funding, as has the lack of a strong technology

sector.

10. What type of growth in venture capital funding and investment have China and
India experienced during recent years? What is their future outlook for venture

capital growth?

Though venture capital markets in most developing countries are not large, there is
evidence that they have been growing in recent years. With the growing
importance of worldwide trade, the outlook for venture capital in developing

countries is positive.



