STUDY UNIT 8: FINANCING AN ENREPRENEURIAL VENTURE
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Budgeting: A budget is simply a forecast of future events. 
8.1 Determining the financial requirements of the business venture
· New firms need money to hire staff, buy/rent office space, equipment, training, research, marketing and the launch of the new product
· Funding for a new business should cover the asset requirements as well a the personal living expenses of the entrepreneur
· The entrepreneur will have to submit pro-forma financial statements based on estimations, to indicate how much and what type of financing is needed
· Incorrect estimations and information will result in unjust high or low performance targets and potentially harm the company.  As a result of this incorrect financing and investment decisions the firm could be bankrupted.
The basic steps involved in predicting financial needs include:
1.	Project the firm’s sales, revenue and expenses over the planning period
2.	Estimate the levels of investment in current and fixed assets necessary to support the projected
sales
3.	Determine the firm’s financing needs throughout the planning period
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8.2 Source of short-term finance
This is finance that is repayable within 12 months:
· Trade credit - businesses purchase stock on credit from other firms and only pay for it at a later stage.  This is called trade credit.  Difficult for the small business to obtain.
· Bank credit - normally when a company has a cheque account they can apply for an overdraft facility. They have to have funds as a deposit to open the cheque account
· Bills of exchange - these are mostly used in practice to pay or replace trade credit.  This comes in the forms of bills payable and promissory negates which will be signed by the buyer who then undertakes to pay the debt plus interest at some agreed future date.  The seller can then sell the bill to a financial institution such as a bank. Negotiable instrument.
· Acceptance credits - Banker’s acceptance simply means financing by means of bills of exchange.  The bank issues a ‘letter of credit’ whereby a first-class borrower is permitted to draw bills to a specified limit.  The bill will then be accepted by the bank, whereby the bank takes responsibility for payment on maturity.  The client will then repay the bank by the due date.
·  Factoring - Book debts are assigned to a third person, called a factor. This means somebody else is handling the firms’ debtors. Various options is viable:  the debtor can pay directly to the creditor or to the factor, may include all or some of debts, may include bad debts.  Cash is therefore received immediately and the seller is not obliged to include a discount for the prompt payment.
·  Customer advance payments - progress payments upon the completion of defined stages of a project.  Used in construction and engineering industry
· Shipper’s finance - specific financial institution that provides finances necessary to cover the movement of goods from supplier to purchaser e.g. Import of goods.  Cost of finance is high.

8.3 Sources of medium-term finance
Repayable between one and three years.
· Installment sale transaction (hire purchase)
· Popular to finance a fixed asset such as machinery, equipment, furniture and motor vehicles.  
· Credit sale in which it is agreed that the purchases price of the item will be paid in installments
· The buyer takes possession of the item, but the ownership of the item sold will only pass to the buyer when the last installment has been paid
· An initial deposit is normally payable by the buyer of the item.
· The deposit is prescribed by the Minister of Finance in terms of the Credit Agreement Act

· Leasing finance
· Also regulated by the Credit agreement act\
· Offers the buyer and the credit supplier similar protection
· The business lease rather than purchase the fixed assets such as office equipment.  
· The owner of the asset (the lessor) grants the use of the property to another person (the lessee) under certain conditions for a certain period of time.  
· The lessee has to make a payment for the use of the asset and will never own the asset

· Medium-term loans
· Commercial banks offer medium term loan facility
· These loans are repayable over 24-36 months
· Granted to finance working capital, to bridge finance until long-term finance can be obtained, or for the acquisition of fixed assets

8.4 Sources of long-term finance

Long-term funding means that capital is provided for anything up to the entire lifespan of your business/ Takes the form of shares, loans and /or capital.
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· Equity capital
· Capital is invested in the business with no obligation to repay the principal amount or to pay interest on it to another party.

· Debentures
· Money is borrowed from outside sources by issuing debentures
· Debentures are normally printed documents that are fully negotiable and transferable
· Principle sum of the loan is normally repayable at some future date, while the interest must be paid at stipulated times.
· Mostly used by public companies


· Retained earnings (internal financing)
· Part of the profit of a firm is retained as “reserves” instead of being distributed as dividends
· Comprise about 50% of company finance in South Africa
· Management has almost complete control over this source of finances

· Long-term loans/mortgage bonds
· Given if the company owns immovable property that is not already covered by a mortgage bond
· Repayment of mortgage bonds are normally between 20 to 30 years

8.5 Institutions that support small and new business ventures

There are a number of government, non-government and private enterprises involved in financing new and existing ventures. Enterprises can approach any or all of the following institutions for finance of some sort: 
· Commercial banks
· Merchant banks
· Business Partners
· Small Enterprise Finance Agency (Sefa)
· Industrial Development Corporation
· Local business support centers ( a list is obtainable from the Small Enterprise Development Agency (seda))
8.6 Informal sources of finance

The three F’s 
1. Family
1. Friends
1. Fools
Many business owners are encouraged to start an enterprise by their parents, friends of relatives who offer to supply loans to get it started.  Often later on no more resources is available and business goes bankrupt.

8.7 Venture capital and the private equity market

Venture capitalists are investors that commit money to new business ventures during the development - mostly in the growth phase, seldom in the start-up phase. 
Entrepreneurs can approach venture capital firms for finance, 
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Venture capital firms consider certain factors before providing funds. What are these factors?

What venture capitalists look for?
Attractive business opportunity
0. Feasible business concept
0. Profitability
0. Large operating margins
0. Large, sustainable growing market

Competitive business venture
· Experienced and balanced management team
· Unique and competitive products/ services

Feasible exit options
· 3-5yr harvest potential
· Global growth potential

Strategic fit with fund or portfolio
· Stage of the firm in the venture life cycle
· Size and terms of the investment
· Industry sector
· Skills and experience required for the industry sector





8.8 Attracting investors and the private placement of shares

The process of attracting investors:
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Stage 1:  making contact
Also called deal origination.  When entrepreneur and investor become aware of each other.

Stage 2:  Deal screening
Investors do initial evaluation to make sure the deal is right for the investor – fits their profile of activities and their investment profile

Stage 3:  Deal evaluation
Detailed evaluation of the proposal to assess the risk and return

Stage 4:  Deal structuring
Refers to how the initial investment will be made and how the investor will see that investment will bear fruit.  The investor’s entry and exit strategy.

Stage 5: Post-investment activity
Investors usually prefer to retain a degree of involvement.  This involvement entails the monitoring, control and support given by the investor.




8.9 The cost of raising finance
· Raising finance can be timely and costly process
· Upfront costs: Entrepreneur has to prepare a proposal, assisted by and external consultant eg. Financial consultant, auditor/ca, investment banker.  Also includes costs in terms of time lost
· Marketing costs:  Secondly, the investment opportunity has to be marketed and the entrepreneur has to advertise, print brochures etc.
· Back-end cost: Lastly, the entrepreneur may incur banking costs and legal fees, brokerage fees and listing fees
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8.10 The initial public offering

· Offering shares to the public is a means of raising large amounts of interest-free capital for the business
· To go public, the company must meet the Johannesburg Securities Exchange’s requirements for listing 
· Consider it an option once the need for growth capital has exceeded their debt capacity
· A listed company also has more prestige in the market place
· Can also reward existing employers through share options
· Disadvantage:  everything the company does, become public’s information
· Time consuming and expensive process.  Can take between four and 12 months or even longer.  
· Cost of going public will normally exceed R10 million
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Figure 8.4 The cost of raising finance
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