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7.2: Overview of Entrepreneurial Finance and Accounting Strategies

By the end of this section, you will be able to:
Distinguish between financing and accounting
Describe common financing strategies for different stages of the company lifecycle: personal savings, personal loans,
friends and family, crowdfunding, angel investors, venture capitalists, self-sustaining, private equity sales, and initial public
offering
Explain debt and equity financing and the advantages and disadvantages of each

The case of iBackPack demonstrates that entrepreneurial success is not guaranteed simply because a company can secure funds.
Funds are the necessary capital to get a business, or idea, off the ground. But funding cannot make up for a lack of experience,
poor management, or a product with no viable market. Nonetheless, securing funding is one of the first steps, and a very real
requirement, for starting a business.

Let’s begin by exploring the financial needs and funding considerations for a simple organization. Imagine that you and your
college roommate have decided to start your own band. In the past, you have always played in a school band where the school
provided the instruments. Thus, you will need to start by purchasing or leasing your own equipment. You and your roommate begin
to identify the basic necessities—guitars, drums, microphones, amplifiers, and so on. In your excitement, you begin browsing for
these items online, adding to your shopping cart as you select equipment. It doesn’t take you long to realize that even the most
basic set of equipment could cost several thousand dollars. Do you have this much money available to make the purchase right
now? Do you have other funding resources, such as loans or credit? Should you consider leasing most or all of the instruments and
equipment? Would family or friends want to invest in your venture? What are the benefits and risks associated with these funding
options?

This same basic inquiry and analysis should be completed as part of every business plan. First, you must determine the basic
requirements for starting the business. What kinds of equipment will you need? How much labor and what type of skills? What
facilities or locations would you require to make this business a reality? Second, how much do these items cost? If you do not
possess an amount of money equal to the total anticipated cost, you will need to determine how to fund the excess amount.

Ted Herget and Gearhead Outfitters

Gearhead Outfitters, founded by Ted Herget in 1997 in Jonesboro, Arkansas, is a retail chain that sells outdoor gear for men,
women, and children. The company’s inventory includes clothing, footwear for hiking and running, camping gear, backpacks,
and accessories. Herget fell in love with the outdoor lifestyle while working as a ski instructor in Colorado and wanted to bring
that feeling back home to Arkansas. And so, Gearhead was born in a small downtown location in Jonesboro. The company has
had great success over the years, expanding to numerous locations in Herget’s home state, as well as to locations in Louisiana,
Oklahoma, and Missouri.

While Herget knew his industry when starting Gearhead, like many entrepreneurs he faced regulatory and financial issues that
were new to him. Several of these issues were related to accounting and the wealth of decision-making information that
accounting systems provide. For example, measuring revenue and expenses, providing information about cash flow to potential
lenders, analyzing whether profit and positive cash flow is sustainable to allow for expansion, and managing inventory levels.
Accounting, or the preparation of financial statements (balance sheet, income statement, and statement of cash flows), provides
the mechanism for business owners such as Herget to make fundamentally sound business decisions.

Once a new business plan has been developed or a potential acquisition has been identified, it’s time to start thinking about
financing, which is the process of raising money for an intended purpose. In this case, the purpose is to launch a new business.
Typically, those who can provide financing want to be assured that they could, at least potentially, be repaid in a short period of
time, which requires a way that investors and business owners can communicate how that financing would happen. This brings us
to accounting, which is the system business owners use to summarize, manage, and communicate a business’s financial operations
and performance. The output of accounting consists of financial statements. Accounting provides a common language that allows
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business owners to understand and make decisions about their venture that are based on financial data, and enables investors
looking at multiple investment options to make easier comparisons and investment decisions.

Entrepreneurial Funding across the Company Lifecycle
An entrepreneur may pursue one or more different types of funding. Identifying the lifecycle stage of the business venture can help
entrepreneurs decide which funding opportunities are most appropriate for their situation.

From inception through successful operations, a business’s funding grows generally through three stages: seed stage, early stage,
and maturity (Figure 7.2.1). A seed-stage company is the earliest point in its lifecycle. It is based on a founder’s idea for a new
product or service. Nurtured correctly, it will eventually grow into an operational business, much as an acorn can grow into a
mighty oak—hence the name “seed” stage. Typically, ventures at this stage are not yet generating revenue, and the founders
haven’t yet converted their idea into a saleable product. The personal savings of the founder, plus perhaps a few small investments
from family members, usually constitute the initial funding of companies at the seed stage. Before an outsider will invest in a
business, they will typically expect an entrepreneur to have exhausted what is referred to as F&F financing—friends and family
financing—to reduce risk and instill confidence in the business’s potential success.

Figure : Funding strategies can change across different phases of the company lifecycle.

After investments from close personal sources, the business idea may begin to build traction and attract the attention of an angel
investor. Angel investors are wealthy, private individuals seeking investment options with a greater potential return than is
traditionally expected on publicly traded stocks, albeit with much greater risk. For that reason, they must be investors accredited by
the federal Securities and Exchange Commission (SEC) and they must meet a net worth or income test. Non-accredited investors
are allowed in certain limited circumstances to invest in security-based crowdfunding for startup companies. Among the investment
opportunities angel investors look at are startup and early-stage companies. Angel investors and funds have grown rapidly in the
past ten years, and angel groups exist in every state.

An early-stage company has begun development of its product. It may be a technical proof of concept that still requires
adjustments before it is customer ready. It may also be a first-generation model of the product that is securing some sales but
requires modifications for large-scale production and manufacturing. At this stage, the company’s investors may now include a few
outsider investors, including venture capitalists.

A venture capitalist is an individual or investment firm that specializes in funding early-stage companies. Venture capitalists differ
from angel investors in two ways. First, a venture capital firm typically operates as a full-time active investment business, whereas
an angel investor may be a retired executive or business owner with significant savings to invest. Additionally, venture capital
firms operate at a higher level of sophistication, often specializing in certain industries and with the ability to leverage industry
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expertise to invest with more know-how. Typically, venture capitalists will invest higher amounts than angel investors, although
this trend may be shifting as larger angel groups and “super angels” begin to invest in venture rounds.

Private equity investment is a rapidly growing sector and generally invests later than venture capitalists. Private equity investors
either take a public company private or invest in private companies (hence the term “private equity”). The ultimate goals of private
equity investors are generally taking a private company public through an initial public offering (IPO) or by adding debt or equity
to the company’s balance sheet, and helping it improve sales and/or profits in order to sell it to a larger company in its sector.

Companies in the mature stage have reached commercial viability. They are operating in the manner described in the business
plan: providing value to customers, generating sales, and collecting customer payments in a timely manner. Companies at this stage
should be self-sufficient, requiring little to no outside investment to maintain current operations. For a product company, this means
manufacturing a product at scale, that is, in very large volumes. For a software company or app provider, this means generating
sales of the software or subscriptions under an SaaS model (Software as a Service) and possibly securing advertising revenue from
access to the user base.

Companies at the mature stage have different financing needs from those in the previous two stages, where the focus was on
building the product and creating a sales/manufacturing infrastructure. Mature companies have reached a consistent level of sales
but may seek to expand into new markets or regions. Typically, this requires significant investment because the proposed expansion
can often mirror the present level of operations. That is to say, an expansion at this level may result in doubling the size of the
business. To access this amount of capital, mature companies may consider selling a portion of the company, either to a private
equity group or through an IPO.

An initial public offering (IPO) occurs the first time a company offers ownership shares for sale on a public stock exchange, such
as the New York Stock Exchange. Before a company executes an IPO, it is considered to be privately held, usually by its founders
and other private investors. Once the shares are available to the general public through a stock exchange, the company is
considered to be publicly held. This process typically involves an investment banking firm that will guide the company. Investment
bankers will solicit institutional investors, such as State Street or Goldman Sachs, which will in turn sell those shares to individual
investors. The investment banking firm typically takes a percentage of the funds raised as its fee. The benefit of an IPO is that the
company gains access to a massive audience of potential investors. The downside is that the owners give up more ownership in the
business and are also subject to many costly regulatory requirements. The IPO process is highly regulated by the SEC, which
requires companies to provide comprehensive information upfront to potential investors before completing the IPO. These publicly
traded companies must also publish quarterly financial statements, which are required to be audited by an independent accounting
firm. Although there are benefits to an IPO for later-stage companies, it can be very costly both at the start and on an ongoing basis.
Another risk is that if the company does not meet investors’ expectations, the value of the company can decline, which can hinder
its future growth options.

Thus, a business’s lifecycle stage greatly influences its funding strategies and so does its industry. Different types of industries have
different financing needs and opportunities. For example, if you were interested in opening a pizzeria, you would need a physical
location, pizza ovens, and furniture so customers could dine there. These requirements translate into monthly rent on a restaurant
location and the purchase of physical assets: ovens and furniture. This type of business requires a significantly higher investment in
physical equipment than would a service business, such as a website development firm. A website developer could work from
home and potentially begin a business with very little investment in physical resources but with a significant investment of their
own time. Essentially, the web developer’s initial funding requirement would simply be several months’ worth of living expenses
until the business is self-sufficient.

Once we understand where a business is in its lifecycle and which industry it operates in, we can get a sense of its funding
requirements. Business owners can acquire funding through different avenues, each with its own advantages and disadvantages.

Venture Capitalists

Consider this statement from John Mackey, the CEO of Whole Foods Market: “Venture capitalists are like hitchhikers—
hitchhikers with credit cards—and as long as you take them where they want to go, they’ll pay for the gas. But, if you
don’t... they will try to hijack the car and they will hire a new driver and throw you out on the road.” He spoke on the NPR
podcast How I Built This.

WORK IT OUT
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How would you feel if the investors in the company you founded started trying to wrest control of the organization from you?
What steps would you take to prepare for this situation?

Types of Financing

Although many types of individuals and organizations can provide funds to a business, these funds typically fall into two main
categories: debt and equity financing (Table 7.2.1). Entrepreneurs should consider the advantages and disadvantages of each type as
they determine which sources to pursue in support of their venture’s immediate and long-term goals.

Table 7.2.1: Debt vs. Equity Financing

 Debt Financing Equity Financing

Ownership Lender does not own stake in company Lender owns stake in company

Cash Requires early and regular cash outflow No immediate cash outflow

Debt Financing

Debt financing is the process of borrowing funds from another party. Ultimately, this money must be repaid to the lender, usually
with interest (the fee for borrowing someone else’s money). Debt financing may be secured from many sources: banks, credit cards,
or family and friends, to name a few. The maturity date of the debt (when it must be repaid in full), the payment amounts and
schedule over the period from securement to maturity, and the interest rate can vary widely among loans and sources. You should
weigh all of these elements when considering financing.

The advantage of debt financing is that the debtor pays back a specific amount. When repaid, the creditor releases all claims to its
ownership in the business. The disadvantage is that repayment of the loan typically begins immediately or after a short grace
period, so the startup is faced with a fairly quick cash outflow requirement, which can be challenging.

One source of debt financing for entrepreneurs is the Small Business Administration (SBA), a government agency founded as part
of the Small Business Act of 1963, whose mission is to “aid, counsel, assist and protect, insofar as is possible, the interests of small
business concerns.”  The SBA partners with lending institutions such as banks and credit unions to guarantee loans for small
businesses. The SBA typically guarantees up to 85 percent of the amount loaned. Whereas banks are traditionally wary of lending
to new businesses because they are unproven, the SBA guarantee takes on some of the risk that the bank would normally be
exposed to, providing more incentive to the lending institution to finance an entrepreneurial venture.

To illustrate an SBA loan, let’s consider the 7(a) Small Loan program. Loans backed by the SBA typically fall into one of two
categories: working capital and fixed assets. Working capital is simply the funds a business has available for day-to-day
operations. If a business has only enough money to pay bills that are currently due, that means it has no working capital—a
precarious position for a business to be in. Thus, a business in this position may want to secure a loan to help see it through leaner
times. Fixed assets are major purchases—land, buildings, equipment, and so on. The amounts required for fixed assets would be
significantly higher than a working capital loan, which might cover just a few months’ expenses. As we will see, loan requirements
made under the 7(a) Small Loan program are based on loan amounts.

For loans over $25,000, the SBA requires lenders to demand collateral. Collateral is something of value that a business owner
pledges to secure a loan, meaning that the bank has something to take if the owner cannot repay the loan. Thus, in approving a
larger loan, a bank might ask you to offer your home or other investments to secure the loan. In a real estate loan, the property you
are buying is the collateral. In a way, loans for larger purchases can be less risky for a bank, but this can vary widely from property
to property. A loan that does not require collateral is referred to as unsecured.

To see how a business owner might use an SBA loan, let’s return to the example of a pizzeria. Not all businesses own the buildings
where they operate; in fact, a great many businesses simply rent their space from a landlord. In this case, a smaller loan would be
needed than if the business owner were buying a building. If the prospective pizzeria owner could identify a location available for
rent that had previously been a restaurant, they might need only to make superficial improvements before opening to customers.
This is a case where the smaller, collateral-free type of SBA loan would make sense. Some of the funds would be allocated for
improvements, such as fresh paint, furniture, and signage. The rest could be used to pay employees or rent until the pizzeria has
sufficient customer sales to cover costs.
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In addition to smaller loans, this SBA program also allows for loans up to $350,000. Above the $25,000 threshold, the lending
bank must follow its own established collateral procedures. It can be difficult for a new business to provide collateral for a larger
loan if it does not have significant assets to secure the loan. For this reason, many SBA loans include the purchase of real estate.
Real estate tends to be readily accepted as collateral because it cannot be moved and holds it value from year to year. For the
pizzeria, an aspiring business owner could take advantage of this higher level of lending in a situation where the business is buying
the property where the pizzeria will be. In this case, the majority of loan proceeds will likely go toward the purchase price of the
property. Both the high and low tiers of the SBA loan program are examples of debt financing.

Equity Financing

In terms of investment opportunities, equity investments are those that involve purchasing an ownership stake in a company,
usually through shares of stock in a corporation. Unlike debts that will be repaid and thus provide closure to the investment, equity
financing is financing provided in exchange for part ownership in the business. Like debt financing, equity financing can come
from many different sources, including friends and family, or more sophisticated investors. You may have seen this type of
financing on the TV show Shark Tank. Contestants on the series pitch a new business idea in order to raise money to start or expand
their business. If the “sharks” (investors) want to invest in the idea, they will make an offer in exchange for an ownership stake. For
example, they might offer to give the entrepreneur $200,000 for a return of 40 percent ownership of the business.

The advantage of equity financing is that there is no immediate cash flow requirement to repay the funds, as there is with debt
financing. The drawback of equity financing is that the investor in our example is entitled to 40 percent of the profits for all future
years unless the business owner repurchases the ownership interest, typically at a much higher valuation—an estimate of worth,
usually described in relation to the price an investor would pay to acquire the entire company.

This is illustrated in the real-life example of the ride-sharing company Uber. One of the early investors in the company was
Benchmark Capital. In the initial round of (venture capital) financing, Benchmark invested $12 million in Uber in exchange for
stock. That stock, as of its IPO date in May 2019, was valued at over $6 billion, which is the price that the founders would have to
pay to get Benchmark’s share back.

Some financing sources are neither debt nor equity, such as gifts from family members, funds from crowdfunding websites such as
Kickstarter, and grants from governments, trusts, or individuals.

Researching Venture Capital Sources

Perform an internet search for venture capital firms. Review their websites to determine what specific industries each firm
invests in. Would your idea for a business fit with any of these firms? What are some aspects that would indicate a good fit?
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