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Financing
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Source of Financing

Number one source is from the owners themselves

Family and friends

Credit cards

Trade credit

Banks

Commercial lenders

Angel investors

Government programs

Community-based
financiers

Stock sales

Venture capital

These other sources require 
documentation such as the 

financial projections to 
convince them to invest.

These investors also come 
with legal reporting 

requirements which the 
owner may or may not 

want to live up to.

This final source of cash is 
impersonal.

Major Sources Other Sources
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Source of Financing (cont.)

EQUITY CAPITAL DEBT GIFT

Money you received 

when you sell part of 

your business

Can take many forms. 

A business may borrow 

many directly from 

banks, development 

agencies, governments, 

individuals.

Any valuable assets or 

services, including 

money that are 

donated to your 

business without any 

obligation to repay or 

to give any ownership 

interest.
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If you are going to finance with equity 

you will have to estimate your personal 

worth. Most people underestimate their 

worth forgetting equity in a car, house, 

or other non cash assets.

Financing with Equity

From the entrepreneur or from others

Personal Equity

Outside Equity

How much you are worth:

• Often people underestimate their personal worth

• If you plan to get investments, they may ask to see your 
personal financial statements

Money from selling part of your business to people who are not 
and will not be involved in the management of the business:

• Outside: not part of the management of the business

• Equity: legal ownership rights to your business

• Investors: you are using their money (partnership, 
corporation, limited liability)

VS
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Startup Financing Cycle
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• Accredited investors are millionaires 

in that the business has greater capital 

needs than ever

• Good news is that more sources of 

money are available to meet those needs

• Emphasis is to obtain increasing 

amounts of cash inflows to pay for added 

inventory, productive assets, and 

employees

Angel Investors

Investment Level and 

Method

Low to extremely 

high; informal

Low to extremely high; 

informal

Low to extremely high; 

more formal

Angels Exit Expectation
Often unplanned, 

Trade sale

Cash-out when firm 

bought or VCs invest

Cash-out when firm 

bought or VCs invest

Why Invest?
Equity growth and 

personal interest

Equity growth and 

personal interest

Equity growth, 

sometimes regional 

development

Reporting Requirements Varies by individual
Varies, set by investing 

angels

Formal, set by the 

fund

Typical Size of 

Investment
50k $ - 100k $ 50k $ - 250k $ 50k $ - 500k $

Geographic Proximity 

Preferences

Very close proximity 

is preferred

Very close proximity is 

preferred. May invest 

remotely via syndicate

Very close proximity is 

preferred. May invest 

remotely via syndicate

Legal Form Private individual

Formal networks, 

corporation; informal 

networks vary

Corporation

Source of Funds Invests own money
Each angel invests their 

own money

Fund invests on 

angels' behalf

Individual Angel Angel Network Angel Fund

Formal networks public so 

easy to find; small private 

networks hard to find

Hard to findEase of Finding Angels
Publicly known, so 

easy to find
Angels are people who routinely 

invest in small business.
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Venture Capital

1

2

3

Venture Capital 

is financial 

capital provided 

to early-stage, 

high-potential, 

high risk, 

growth startup 

companies 

The venture capital fund makes money by owning equity in the companies it 

invests in, which usually have a novel technology or business model in high 

technology industries, such as biotechnology, IT, software, etc. 

Venture capital is a subset of private equity. Therefore, all venture capital is 

private equity, but not all private equity is venture capital.

The typical venture capital investment occurs after the seed funding round as 

growth funding round in the interest of generating a return through an 

eventual realization event, such as an IPO or trade sale of the company. 
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Crowdfunding is used in support of a wide variety of activities, including disaster relief, citizen journalism, 

support of artists by fans, political campaigns, startup company funding, movie or free software 

development, inventions development and scientific research.

Crowdfunding

Crowd funding or crowdfunding (alternately crowd financing, equity crowdfunding, or hyper funding) 

describes the collective effort of individuals who network and pool their resources, usually via the 

Internet, to support efforts initiated by other people or organizations.
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Getting Equity Investment

Owners and investors want to make money: Lenders expect a return on this money.

• To get money you’ve got to show investors that your business probably can make gains for them

Growth potential

is a primary concern for equity 

investors

1

2

3
• Most investors want to see growth. You’ll have to 

show them where you expect it to come from and 

how you will stimulate it.

• Your business plan is a good tool here to show them 

your plans and your professionalism.

• Lenders need to get more money from their 

investment in the company than they would at the 

bank. Otherwise, they could put it in a savings account.

Time required to receive gains can be a deal killer for potential investors!
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The question, then, is when will it grow?  How long will it take?

Financing with outside investors is tricky because they are now a piece of the business and as such 

have legal rights which diminish the entrepreneurs’ authority.

Getting Equity Investment (cont.)

Financing with equity from the owner’s view is:

Expensive

Guaranteed to create 
problems of control and 

decision making
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Why use outside equity capital?

You will reduce your own 

exposure to financial loss

1

Your business will not have 
increased costs in the form of 

interest

2

Outside investors can often 
reenergize the existing 

business by providing new 
idea, procedures, and process

3

Three primary reasons
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Most common source of capital for established ongoing small businesses is borrowed funds

Financing with Debt

• Direct loans of cash

• Guaranteeing loans made by commercial banks

• Reducing taxes by allowing interest to be deducted

• Three ways to encourage small business borrowing by Government.
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Financing with Debt (cont.)

Where can a small business get loans

Your current bank 

Small Business Administration 
guaranteed loan programs (micro 

lenders)

Numerous small business investment 
companies

Incubators or 
accelerators in your 

area
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Incubators

Europe has the well 

established European 

Business Centre (EBN) 

association that federate 

more than 250 eBICs

(European Business 

Innovation Centres)

all over the Europe. EBN is 

animate its network for 25 

years now.

• Business incubators are programs designed to support the successful development of entrepreneurial
companies through an array of business support resources and services, developed and orchestrated by
incubator management and offered both in the incubator and through its network of contacts.

• Incubators vary in the way they deliver their services, in their organizational structure,
and in the types of clients they serve.

• Successful completion of a business incubation program increases the
likelihood that a start up company will stay in business for the long term.

• For many years now, incubators aggregated themselves into
networks.

• These network are used to share good practises and
can spread new methodologies.
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• Research and technology parks tend to be large-scale projects that

house everything from corporate, government or university labs to very

small companies.

• Most research and technology parks do not offer business assistance

services, which are the hallmark of a business incubation program.

• However, many research and technology parks house incubation

programs.

Incubators (cont.)

Incubators differ from research and technology parks in their 

dedication to start up and early-stage companies. 



22

The Four C’s of Borrowing

Character

of the managers of the business

Capacity

of the business to repay both principal and 

interest on time

Conditions

of the industry and economy in which the 

business operates

Collateral

that can be used to secure the loan
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Gift Financing

Two general 
sources of gift 

financing

Institutional

1

Personal

2

Gift financing seems free but, in reality, 

it requires, research, reports, and 

paperwork to obtain.

✓ Impression might be that a government or

a foundation hands out money that never

has to be repaid.

✓ It costs time and money to obtain.

✓ Often requires time and money for

accounting and reporting to the granting

agency.
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Gift Financing (cont.)

Sources of gift financing

Institutional:

most common is reduced taxes

Tax abatement: a legal reduction in taxes

Encourage specific activities to improve blighted 
areas

Tax credits: direct reductions dependent on 
meeting some legal criteria

Encouraging investment in specific assets, to 
increase economic activity, supporting industries

Grants: require very accurate record-keeping and 
reporting

Small Business Innovation Research program

Small Business Technology Transfer program

Personal:

forms are as varied as human imagination

Tremendously popular

1/3 of small business report having unpaid labor 
contributed by family members

Always more than just a gift

Loaded with special meanings
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Gift Financing (cont.)

Forms of Personal Gifts:

Cash

Picking up the tab 
(when someone buys something on 
behalf of your business and lets you 

benefits from it)

Free use

Free work

Accelerated cash-outs 
(when you received funds from your 
family account set up for your future 

education or first home)

Piggybacking
(where family let you add 
your purchase with theirs 

in order to get lower 
prices)

Overpayment
(where family or friends “hire” 

you at higher than market 
rates)

Forgiveness

(where family give up 

collecting debts)
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 Personal gifts are a mixed blessing.

 Sometimes the receiver may take it as a gift, but 

after the company becomes successful the family 

member may not only want repayment but may 

want a piece of the company. 

 Misunderstands make Holiday dinners 

uncomfortable for everyone.

 To prevent misunderstandings put everything in 

writing.

Gift Financing (cont.)

Sources of Personal gift financing

Giving a gift also has tax implications

Put your agreement into writing

If it is a gift, have the agreement say so

If it is a loan, have the agreement specify the 
exact interest and payment terms

If it is an equity investment, consider nonvoting 
stock
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Why is equity so appealing? 

It feels like you're getting "free" money during the

startup stage

Usually, no repayment obligations and no interest

payments due to equity investors

Have some say in negotiating the price of your

stock, any dividend payments and the position the

investor will have in your company

http://www.entrepreneur.com/money/financing/startupfinancingcolumnistasheeshadvani/article159518.html

Capital Financing – An Example

Choosing Between Debt and Equity 

Financing

• Entrepreneurs would much prefer to 

raise money in the form of equity 

rather than debt 

1

2

3

http://www.entrepreneur.com/money/financing/startupfinancingcolumnistasheeshadvani/article159518.html


28

As debt increases as percentage of total investment (financial leverage) the value of the 

firm increases at a decreasing rate (if ROI > i).

Best type of Financing

What Type of Financing is Right for Your Business?

Cost of both equity and debt capital changes as their relative percentages of total 
capital change

Few, if any, small business owners even attempt to estimate the 

optimum capital structure of their business:

the ratio of debt to equity that provides the maximum level of profit
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Best type of Financing (cont.)

What Type of Financing is Right for Your Business?

ROE = [ROI + (D/E) *(ROI – i)] * (1 – tax)

ROI > i - invest borrowed money at the rate > cost of interest; (ROI - i) > 0 D/E > 0

ROI = i - shareholders are not benefiting from the use of borrowed money; (ROI - i) = 0, D/E = 0; ROE = ROI

ROI < i – Return to the shareholders is deteriorated by the use of borrowed funds; D/E< 0; ROE < ROI

ROE – Return on Equity  ROI – Return on Invested Capital  D – Net Financial Position   E – Equity  i – Interest rate
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• Borrowing enhances the potential for higher rates of return for the
owners

• Borrowing allows the owners to keep a greater level of control of the
business

• Borrowing increases potential profits by:

✓ Lowering the weighted average cost of capital

✓ Providing capital funds that allow the business to consider additional 
opportunities

• The more debt that is included in the capital mix, the lower the weighted
average cost (the expected average future cost of funds) will be.

• The lower your cost of capital (the percentage cost of obtaining future
fund), the more profit you can keep for yourself.

• The more money your business generates for its owners, the more the
business is worth.

When making to decision to borrow 

or sell shares it comes down to 

money and control.

The higher percentage of shares the 

owner controls, the more profit and 

control he has.

Why should you borrow?

The firm value is inversely related to 

cost of capital at any level of 

operation!

1

2

3

4

5

6



Financial Management
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Financial Management

Requires some method to measure and compare your financial position 

and financial results:

✓Financial Position – expressed on Balance Sheet

✓Financial Results – expressed on Income Statement

Most financial comparisons are made using ratios
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Financial Management (cont.)

Most financial comparisons are made using ratios

Activity 

Ratios

Profitability 

Ratios

Liquidity 

Ratios

Leverage 

Ratios

How productive a 
particular asset is 
in producing sale 

activity

Measure the 
business’s ability 
to pay debts and 
expenses that are 
due in the current 
accounting period

Measure 
management 

effectiveness in 
creating wealth 
from sales and 
from invested 

funds

Measure the 
relative risk that a 
business setback 

could cause 
bankruptcy
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Funds for start-ups are usually obtained through founder’s personal resources, 

personal credit worthiness, and internally generated cash flows

Financial Management for Start-Up

Primary need is to obtain sufficient funds to pay for equipment, buildings, 

inventory, and other costs of starting and running a business
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Pecking Order of Funding Sources for New Firms

Least

Most
Owner Capital 

(personal savings, home equity credit line, etc.)

Owner Loans/Retained Earnings/Owners’ Equity Investments 
(when there is cash flow in the business)

Loans or Investments from 
Family/Friends/Fools and Trade 

Credit

External Loans from 
Motivated (High-

Cost) Lenders

External Loans 
from Commercial-

Rate Lenders
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Financial Management for Growth

“Bad news-good news” joke

Bad news

is that the business has greater capital 

needs than ever

Good news

is that more sources of money are 

available to meet those needs

Emphasis

It is to obtain increasing amounts of cash inflows to pay for added inventory, productive assets, and 

employees
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Financial Management for Operations

Emphasis of financial management is: VISITORS COMMENTS USERS FILES

PAGE VIEWS CLICKS REVENUE

100,000 100,000 100,000

$100,000.00

4

3

2

1

To maximize the return on capital assets 
by making optimum investing decisions

To match cash inflows to outflows

To conserve assets

To build owner wealth
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Financial Management for Business Exit

Successfully leaving your business requires 

maximizing the value of your business 

for your successors

The emphasis is to create effective internal 

control of assets and liabilities, develop business 

systems to replace your specific skills and 

knowledge, and to ensure that the processes of 

the business and personal transactions of 

the owners are completely separate



Examples
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Leverage factor

3 companies 

with 3 

different 

leverage 

factor

Cost of debt 

= 3% - Tax 

rate = 20%

Company A Income Statement

Net Working Capital 1.000 Long Term Debt 2.000 Revenues 1.000

Fixed asset 3.500 Cash -500 Cost -500

Net Financial Position 1.500 EBIT 500

Equity 3.000 Financial charges -60

Net Invested Capital 4.500 Net Invested Capital 4.500 Net Profit 440

D / E ROE = [ROI + (D/E) *(ROI – i)] * (1 – tax) ROI

Company B Income Statement

Net Working Capital 1.000 Long Term Debt 3.500 Revenues 1.000

Fixed asset 3.500 Cash -500 Cost -500

Net Financial Position 3.000 EBIT 500

Equity 1.500 Financial charges -105

Net Invested Capital 4.500 Net Invested Capital 4.500 Net Profit 395

D / E ROE = [ROI + (D/E) *(ROI – i)] * (1 – tax) ROI

Company C Income Statement

Net Working Capital 1.000 Long Term Debt 4.500 Revenues 1.000

Fixed asset 3.500 Cash -500 Cost -500

Net Financial Position 4.000 EBIT 500

Equity 500 Financial charges -135

Net Invested Capital 4.500 Net Invested Capital 4.500 Net Profit 365

D / E ROE = [ROI + (D/E) *(ROI – i)] * (1 – tax) ROI



42

Leverage factor (cont.)

3 companies 

with 3 

different 

leverage 

factor

Cost of debt 

= 3% - Tax 

rate = 20%

Company A Income Statement

Net Working Capital 1.000 Long Term Debt 2.000 Revenues 1.000

Fixed asset 3.500 Cash -500 Cost -500

Net Financial Position 1.500 EBIT 500

Equity 3.000 Financial charges -60

Net Invested Capital 4.500 Net Invested Capital 4.500 Net Profit 440

D / E 0,50 ROE = [ROI + (D/E) *(ROI – i)] * (1 – tax) 12,1% ROI 11,1%

Company B Income Statement

Net Working Capital 1.000 Long Term Debt 3.500 Revenues 1.000

Fixed asset 3.500 Cash -500 Cost -500

Net Financial Position 3.000 EBIT 500

Equity 1.500 Financial charges -105

Net Invested Capital 4.500 Net Invested Capital 4.500 Net Profit 395

D / E 2,00 ROE = [ROI + (D/E) *(ROI – i)] * (1 – tax) 21,9% ROI 11,1%

Company C Income Statement

Net Working Capital 1.000 Long Term Debt 4.500 Revenues 1.000

Fixed asset 3.500 Cash -500 Cost -500

Net Financial Position 4.000 EBIT 500

Equity 500 Financial charges -135

Net Invested Capital 4.500 Net Invested Capital 4.500 Net Profit 365

D / E 8,00 ROE = [ROI + (D/E) *(ROI – i)] * (1 – tax) 60,8% ROI 11,1%
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Main References

Class Materials:

A. Slides of lessons 13


