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Preface

Courses in entrepreneurial finance have expanded rapidly across the country since the
first edition of this book was published. However, even with the growing number of
courses, the most common approach to presenting entrepreneurial finance still tends
to place too much attention on venture capital and initial public offerings. Less than
1 percent of new ventures should even consider these financing vehicles. Entre -
preneurial finance is not just about raising money and creating financial statements.
Entrepreneurial finance should be an integral part of the basic management of any
new and growing entrepreneurial venture.

Entrepreneurial Financial Management is written from an integrated, compre -
hensive perspective. The authors, who come from varied backgrounds and academic
disciplines, came together to write a book that reflects the real world of entrepreneurial
finance that is consistent with the foundations of the disciplines of entrepreneurship,
finance, and accounting. The fundamental goal of this book is to present an applied,
realistic view of entrepreneurial finance for today’s entrepreneurs. This book provides
an integrated set of concepts and applications, drawing from entrepreneurship, finance,
and accounting, that will prepare aspiring entrepreneurs for the world they will most
likely face as they start their new businesses. Although venture capital and public
offerings are covered in this book, they have been put in their proper perspective.
Very few entrepreneurs will ever receive financing from these sources, and almost
no young entrepreneurs fresh out of college are even given consideration for venture
capital financing. Entrepreneurial Financial Management is based on practical
experience, but also is informed by theory.

The book is designed for applied and experientially based teaching strategies for
entrepreneurial financial management. Each chapter has been written with the goal
of facilitating the application of its contents to real-life businesses. It is a book that
can serve as a reference for entrepreneurs and aspiring entrepreneurs for years to come.

KEY FEATURES

• The structure of this book is designed to basically follow the life cycle of a new
business venture. Topics are presented in the order that entrepreneurs will likely

IX
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face as they begin the process of business start-up and move into growing the
business.

• A comprehensive discussion of funding sources is presented in Chapters 9–14.
This section begins with an examination of financing from the entrepreneur,
friends, and family. It then moves to the external sources of funding that usually
come late in the life of a business. Interviews with many of the funding sources
are presented in boxes labeled “In their own words” throughout these chapters.

• Numerous examples are presented throughout the text.
• A comprehensive integrated financial statements template is included with this

book. This Excel tool allows for the application of many of the concepts to actual
businesses. The spreadsheet can be a supplement to the process of developing
both a business model and a formal business plan. Step-by-step instructions with
examples are presented in Chapter 6. The financial spreadsheet templates, which
include product, service, and nonprofit alternatives for social entrepreneurship
business models, are all available for unlimited free downloads at Dr. Cornwall’s
blog site: www.drjeffcornwall.com.

• A self-assessment is included to assist student entrepreneurs in integrating their
own personal aspirations into their financial and business plans. There is also a
partnership assessment that helps ensure that entrepreneurs working together on
a new venture understand each other’s goals, aspirations, values, and work
ethics.

• Opportunities for Application are included at the end of most chapters.
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THE IMPORTANCE OF KNOWING THE NUMBERS

Imagine moving to a foreign country where the people speak a different language
from your own. While you may be able to get by for a while without learning the
language of this country, you will be severely hampered. Asking for and receiving
simple information will be a tedious and frustrating task. For example, assume you
want to find a coffeehouse with a wireless hotspot. How do you get to the coffeehouse?
If you make it there, how do you order an espresso? How do you get a connection to
the Internet? More complex tasks are an even bigger challenge. Imagine trying to rent
an apartment. What does the landlady expect from you as a tenant? The contract she
is requiring you to sign is completely unintelligible to you. Even an interpreter will
help only so much. He can translate, but the process is slow and certain issues in the
contract lose their precise meaning during the translation. And it would be impossible
to rely on an interpreter all of the time.

Accounting is called the “language of business.” Much of what is communicated
about a business is done in this financial language. And, yet, to many entrepreneurs
this is a language as foreign to them as the language of a foreign country is to a
traveler. Accountants who work with entrepreneurs often report that most entre -
preneurs know very little about accounting or finance. And many of those accountants
have not been trained to work effectively with entrepreneurs and their private busi -
nesses. Most accountants’ training focuses on working for large publicly traded
companies. The application of accounting and financial principles to entrepreneurial
ventures creates unique challenges. The success of new ventures often depends on
entrepreneurs having the skills and knowledge necessary to manage this aspect of
their businesses.

Financial statements reveal the general financial condition of a business. How
profitable is the business? Can it pay its bills on time? Can it pay its loans? What is
the value of the business? All these and many more questions can be answered 
by the financial statements of a company. This is critical information for outsiders,
such as bankers and creditors, and for insiders, such as owners and managers.
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Financial reports also can give crucial insight into the operating effectiveness of a
business. They are often critical to making the right decisions. Which products make
money? Should the company add a new type of service? When should manage ment add
more employees? Can the company afford to expand right now? These are questions
that are answered through the language of accounting and finance. It is a myth that
entrepreneurs can answer such questions simply based on intuition or gut feel.

The language of numbers in business is also the one used to communicate with
those entities and people who provide funding for businesses. Bankers, venture
capitalists, and investment angels all speak this language and expect the entrepreneurs
with whom they work to be fluent in the language as well. None of these sources of
funding will be satisfied with reports generated by a computer. All will want to have
conversations with the entrepreneur about where the business has been and where it
is going, using the language of business: financial data.

Some entrepreneurs believe that they can get by with a good accountant who can
speak this language for them—an interpreter, if you will. However, because this
language of business is so fundamentally important to understanding any business
venture, it is critical that entrepreneurs learn to speak it fluently themselves.
Entrepreneurs will not have credibility with investors if they do not know the language
of business. More important, they will not be able to manage their business effectively
as it grows unless they understand its financial condition.

MEASURING SUCCESS

The language of business can help answer the fundamental question: How successful
is the business? The language of business can assess the profitability of the business,
the strength of its cash flow, its market share, and its overall financial health. All these
are important measures that help ensure the survival and sustainability of an
entrepreneurial venture. They are all a part of how entrepreneurs measure the success
of a business (Cornwall and Naughton 2003).

However, financial measurements are not the only ways entrepreneurs assess the
success of their ventures. Other measures are required in order to understand what
success truly means to each entrepreneur. This is not as simple as it may first appear.

Certainly success means the ability to earn a living from a business. For most
entrepreneurs, success also is measured by the ability to earn a profit from the business.
Profits are important to sustain the business, to create additional income for the
owners, to pay off debt, and to create value in the business (see Chapter 15 for a more
thorough discussion of business valuation). Other entrepreneurs measure success
through the jobs they are able to create. For many entrepreneurs, success also is
measured by the ability to create balance between work and family, work and leisure,
or work and community activities such as volunteering. For example, Paul Orfalea,
founder of Kinko’s, says, “Success in life is having kids who want to come back to
visit you when they’ve grown up.” Every entrepreneur has a unique assessment of
success.

The meaning of success often is derived from the entrepreneur’s personal values
and personal goals. For example, Bob Thompson, founder of a highway paving
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business in the upper Midwest, never felt real success in his business in spite of incredible
growth in sales and profits over many years. It was not until he sold his paving business
and gave huge bonuses (many over $1 million) to many of his employees that he finally
felt he had achieved real success. For him, success came from the ability to share the
wealth from his business with those who had helped him achieve that wealth. Jake
Jorgovan launched a highly successful video production agency, as well as a thriving
freelance web design business. However, after a few years of managing these rapidly
growing ventures, he decided to become a freelance developer. He exited his ventures
and began to work remotely and travel the world. Over the period of about a year,
Jorgovan visited 13 countries and had countless experiences.

To be sure, some entrepreneurs measure success solely by the profits they can put
directly into their own pockets. Many of the dot-com businesses of the 1990s were
criticized for this approach. Their only goal was to create enough hype to take their
business public and realize a quick financial windfall. Many never created profits, and
some never even created revenues, yet they were able to create wealth for themselves
through a quick turn of their businesses. Likewise, the disasters of Enron, Global
Crossing, and the subprime mortgage meltdown of 2007–2008 represent what can
occur when people in an organization are not well versed in the language of accounting
and finance and have maximization of short-term returns as their only goal.

Those in the millennial generation have two primary measures of success. The first
is lifestyle. Millennials view entrepreneurship as a career path that gives them more
control over their lives and as a way to create balance between their careers and their
families. This is particularly true among female millennials. They also seek personal
fulfillment from their entrepreneurial careers, which they do not believe they will find
in a more traditional business career. It also should be noted that many in the millennial
generation see entrepreneurship as a tool to help enact social change. Success for
them is not measured in terms of financial outcomes but rather outcomes that reflect
improvement in social conditions.

Chapter 2 will present a process of self-assessment that is used to help entrepreneurs
understand what success really means to each of them. With this understanding, they
are better able to know how to measure success for each unique business.

WHAT IS ENTREPRENEURIAL FINANCIAL MANAGEMENT?

Entrepreneurial finance is typically defined simply in terms of raising funds for a busi -
ness. How can an entrepreneur raise funds to support a business venture as it grows?
How does the entrepreneur attract venture capital? What is the process of taking a
business public? All these can be critical questions that an entrepreneur may need to
address for his or her business. However, when the topic is broadened to entrepreneurial
financial management, many other critical issues emerge.

Entrepreneurial financial management is defined in terms of six general activities
and functions in the business. First, entrepreneurial financial management includes
setting clear financial goals for the business that are consistent with the aspirations
of the entrepreneur who owns the venture. What are the income and wealth goals that
the entrepreneur is pursuing through the business? How will the business need to
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perform in order to allow the entrepreneur to realize these financial goals? As will be
discussed, the focus should not be on simply growing revenues as high and as quickly
as possible. Instead, the focus should be on the profit goals that help the entrepreneur
reach their aspirations from the business venture. The process of setting financial goals
and engineering these goals into the planning of the business will be examined in
Chapter 2.

Second, using financial statements and reports to manage a growing business and
to make informed decisions is a key element of entrepreneurial financial management.
This is the process of becoming fluent in the language of business and being able to
specifically apply this language to the unique circumstances found in each business
venture. Chapter 3 will introduce the basic concepts of financial reporting, and Chapter
7 examines the process of monitoring financial performance.

Third, entrepreneurial financial management includes forecasting. The entrepreneur
and their team use forecasts as a guide to assess the progress of the business and 
to determine how well it is meeting expected results. Forecasts also are used to
communicate the potential of a business venture to outside funding sources such as
banks and venture capitalists. Forecasting future financial results has been described
as more art than science. However, there are tools and techniques that can drastically
improve the accuracy of forecasts. Revenue forecasts (Chapter 4) should be devel-
oped hand-in-hand with the financial goals of the owners (what revenues will be
required to reach the profit goals established for the business). Also, revenue goals
should be consistent with data obtained through the marketing plan. Expense forecasts
are discussed in Chapter 5. Chapter 6 presents a spreadsheet model for forecasting
financial statements that integrates the principles of effective revenue and expense
forecasting.

Fourth, entrepreneurial financial management includes effective managing of what
can be the most precious resource: cash. Cash flow often is described as the lifeblood
of a business. Cash flow management includes both long-term planning for cash needs
as well as day-to-day cash flow management. Chapter 8 examines various techniques
and critical issues associated with cash flow management.

Fifth, entrepreneurial financial management does include raising funds for entre -
preneurial ventures. However, before racing off to obtain external funds, the entre -
preneur must examine the impact of debt and equity on her ability to reach their goals
throughout the life of the business. There are some creative first steps toward financing.
Chapters 9 and 10 explore these issues of financing over the life of a business and
start-up financing using the entrepreneur’s own resources and the resources of family
and friends. Additionally, if managed properly, growing businesses can often generate
funds internally through the creative application of critical business functions such
as marketing, staffing, operations, and so forth. Chapter 11 examines how a collection
of techniques known as bootstrapping can lower expenses and reduce the need to
raise outside funding. Many businesses do need external support to grow. Chapters
12–14 provide a complete overview of the various sources of external funding,
including both debt and equity sources of funds.

Finally, entrepreneurial financial management includes the process of how the
entrepreneur exits the business that she founded. All entrepreneurs eventually leave
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their businesses, either through planned exits, such as selling the business, going public,
or transitioning to the next generation in a family business. Some exits, such as the
death of the owner or bankruptcy, are not subject to careful planning. Chapter 16
summarizes exit planning and the exit process, which, as will be seen, should actually
start at the very beginning of a business venture. Chapter 15 examines business
valuation.

Figure 1.1 presents the model of entrepreneurial financial management used
throughout this book. As shown, the process begins with a clear understanding of the
financial goals of the entrepreneur, which is used to forecast and monitor performance.
This model, based on the discovery-driven planning model developed by McGrath
and MacMillan (1995), includes the assumption that profit goals should be clearly
established and then engineered into the plans for a new venture.

WHAT MAKES ENTREPRENEURIAL FINANCE SIMILAR
TO TRADITIONAL FINANCE?

There are both similarities and differences between entrepreneurial finance and
traditional corporate finance. Traditional corporate finance consists of three interrelated
segments: financial markets, investments, and financial management, which are some -
times called business finance. Although this book concentrates on business finance
for entrepreneurial firms, managers in such firms also need to understand the other
two areas in order to succeed. While the general principles of finance apply, early-
stage firms and investors have different challenges compared to well-established
corporations.

Entrepreneurs need to have some understanding of financial markets, their
institutions, and their structures, because either directly or indirectly the company will
have to access funds from them. Conceptually, financial markets can be divided into
two general segments: capital markets and money markets. Capital markets are those
that offer financing with a term of one year or more. Equity financing and long-term
business loans fall into this category. Such financing is very attractive for businesses
that need to buy long-term (capital) assets. Capital financing also is attractive for firms
that may need “patient” financing that will last as a firm develops through a stage or
stages where cash flows might not be adequate to pay back the principal immediately.
Conversely, money markets have instruments whose term is less than one year. The
purpose of the loan in this case is to help a firm survive through a period of short-
term negative cash flow, such as meeting this week’s payroll. The assumption is that
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cash collections will soon cause cash flows to be positive again and the loan will be
paid back.

The perspective of investors also needs to be considered by entrepreneurs. In order
to gain access to funding, entrepreneurs need to know the principles, expectations,
and conditions that investors will have. In general:

1. Investors prefer less risk to more risk.
2. Diversified investors are primarily concerned with what is called nondiversifiable,

systemic, or market risk.
3. Single-asset or nondiversified investors are concerned with the total risk of the

investment, but such investors are relatively rare in the investment world.
4. Investors prefer more return to less.
5. Investors prefer the return to occur sooner rather than later.
6. Investors prefer more liquidity (the ability to turn an investment into cash) to

less liquidity.
7. Investors face many different opportunities to invest their money, so raising funds

is competitive; the entrepreneur’s request for funds must reasonably appear to
offer less risk, more return, a faster return, or more liquidity than other requests.

8. No investors are immune to these principles, expectations, and conditions.

WHAT MAKES ENTREPRENEURIAL FINANCE DIFFERENT FROM
TRADITIONAL FINANCE?

What potentially makes an early-stage company different compared to established,
publicly traded corporations is the lack of company history that would allow investors
to assess risk, the inability to compare the company with other firms because the
industry may be so new, the difficulty of making a profit in the immediate future, and
the lack of liquidity. An entrepreneur has to convince investors that despite all these
difficulties, investing in the company is in their best interest. As one can imagine,
this is quite a tough sell.

LACK OF HISTORICAL DATA TO MEASURE RISK

Traditional finance textbooks always contain an in-depth section on risk and return.
A number of Nobel Prizes in Economics have been awarded to researchers in this
area. The measures used to monitor risk, such as the standard deviations of stock
returns and the stock’s beta (a common measure of its riskiness), are extremely helpful
in observing and understanding investor behavior with one caveat: historical data such
as past stock prices are needed to calculate these risk measures. A recently started
firm does not have tradable stock or, if it does, it does not have a long enough history
of stock prices to allow statistical calculations. In addition, if a firm is creating a new
product or service that has never existed before, then it cannot “borrow” data from
the history of firms that have gone the same path. The framework of risk still exists,
and investors view risk from this framework, but the means to accurately assess and
measure it are not directly available.
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TRADITIONAL FINANCIAL CONCEPTS OF RISK AND RETURN

Total risk is sometimes called stand-alone risk. This is conceptually the amount of
risk that an investor faces when he holds ownership in only one asset. His fortune
rises and falls based on what happens to that one company. If a supplier balks,
customers defect, workers strike, or a meteor falls from the sky and hits the building,
the investor could lose his entire net worth. An accepted proxy for total risk is the
standard deviation of returns to the investment. For a stock, the return, R, would be
(P1 – P0)/P0. P1 is the price at the end of a time period; P0 is the price at the start of
a time period, so the return is the percent increase or decrease in price during this
period.

Squaring the difference between the return from one period and the period that
follows, then dividing the sum of squared differences by the number of periods, results
in a statistic called a variance.

Variance = sum (Ri – Ravg) squared/N

where Ri = return in a particular period,
Ravg = average or mean return calculated over all available periods, and
N = number of periods of data available.

Taking the square root of the variance results in a statistic called the standard deviation.

Standard deviation = square root of the variance

The standard deviation is a measure of potential volatility from the average return
on this stock. The greater this standard deviation value, the more dispersion of returns
the stock experiences. In what statisticians would call a normal distribution or bell
curve, returns that vary by one deviation or less from the average return on a stock
have a 66 percent probability of occurring. Returns that fall two deviations or less
from average have a 95 percent probability of occurring, and returns that fall three
standard deviations or less from the average have a 99 percent probability of occurring.
The implication is that investors who want to be 99 percent sure of what is going to
happen to the investment in the coming year would calculate a range that starts at
three standard deviations below the historical average return and ends three standard
deviations above. If the standard deviation itself is a relatively large number, then
this range of possible outcomes would be huge. Likewise, if the standard deviation
is a very small number, then the range of possible outcomes known with 99 percent
certainty would be somewhat narrow. Therefore, stocks with large standard deviations
are riskier than stocks with small standard deviations because the range of possible
outcomes is so great that it becomes very difficult to forecast what is likely to happen
to the stock in any given time period.

However, the vast majority of investors are not single-asset investors. Most investors
have diversified portfolios. Either they own a number of different stocks or they own
investments like mutual funds, which are already diversified. From the investor’s
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perspective, diversification causes a substantial amount of the total risk to disappear.
If the investor owns stock in a hundred different companies, the concerns about unique
incidents such as a labor strike or a meteor smashing one particular company are less
significant. As a matter of fact, many of these company-specific situations may actually
cancel each other out. For every company with bad labor relations, there may be
another one with good relations. For every firm that gets hit by a meteor, the odds
are equally likely that some other firm will discover gold under the lawn at corporate
headquarters. The portion of total risk that disappears when portfolios are created is
called diversifiable risk. Since the vast majority of investors are diversified investors,
the financial markets value stocks based on the nondiversifiable risk. In other words,
the relationship between risk and return is such that the markets price securities to
compensate investors only for the nondiversifiable risk that exists in assets, not for
the total risk. If an investor is not willing or smart enough to painlessly protect himself
by diversification, then financial markets will not show him any mercy. Instead, they
price securities on the assumption that everyone else is diversified as well. If an investor
is not diversified, then that is his choice and he has to accept the consequences.

Total risk = diversifiable risk + nondiversifiable risk

A widely accepted measure used to proxy the nondiversifiable risk is called beta.
Betas are usually estimated by regression analysis. Returns on the stock market are
calculated for several periods in a row, and returns on a specific stock are calculated
for those same time periods. Regression allows the analyst to identify the average
change in a company’s return given an average size change in the stock market’s
return. One can think of beta as the line that results from plotting stock market returns
on a graph against the returns of the specific stock. This slope would represent how
much the return on the specific stock changed given a change in the stock market on
average.

Ri = A + beta (Rmi)

where Ri = return on company in period i,
A = constant from regression, and
Rmi = return on the stock market in period i. Usually a market proxy such as the New
York Stock Exchange Index or Standard and Poor’s 500 Index is used to calculate
this return.

Beta = change in return on stock/change in return on stock market

For instance, if the beta for a company is two, then when the stock market’s return
increases, the return on the company is expected to increase by twice that amount.
On the downside, if the stock market falls, then the stock would fall twice as fast.
The beta of two indicates that the stock is twice as volatile as the stock market. High-
risk companies have betas greater than one, low-risk companies have betas of less
than one, and average-risk companies have a beta of one. The comparison of an asset’s
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return is made to the most diversified investment that one can have—a portfolio that
mirrors the entire stock market. Hence, beta is a measure of nondiversifiable risk,
because it is a relative measure compared to the most diversified portfolio available.
Conceptually, when averaged over a long enough time period, it should reflect just
the nondiversifiable (market-related) risk and none of the diversifiable (company-
specific) risk.

An asset’s required rate of return is a minimum return necessary to compensate
an investor for risk. The relationship between nondiversifiable risk and an asset’s
required rate of return is denoted by a concept called the security market line.

Required rate of return = Rf + beta (Rm –Rf )

where Rf = risk-free rate such as found with U.S. government treasury notes, and 
Rm = average return on market portfolio proxy.

Verbally, this says that an investor should demand to earn at least the risk-free rate
(which can be proxied by the rate on U.S. government treasury notes). If the
entrepreneur wants the investor to accept more risk, then the return should also include
a risk premium or additional compensation above the risk-free rate. The size of this
risk premium is thought to be equal to the beta times the market risk premium or the
difference between the return on the stock market and the risk-free rate.

Market risk premium = Rm – Rf

For instance, if a stock has a beta of two (meaning it is twice as volatile as the
stock market), then the investor should demand a risk premium that is twice the size
of the market risk premium. Likewise, if a stock’s beta is 0.5 (meaning it is only half
as volatile as the stock market), then the investor should demand a risk premium that
is half the size of the market risk premium.

The beauty of the concepts of traditional finance is that they provide a framework
for investors to understand that there are two kinds of risk, and the market will most
likely consider only the nondiversifiable risk in estimating an asset’s required rate of
return. The drawback is that while these concepts provide insight, they are not always
easily measured and quantified.

HOW THE LACK OF HISTORICAL DATA AND LIQUIDITY COMPLICATES
THE PRACTICE OF FINANCE IN EARLY-STAGE FIRMS

The financial concepts of risk and return as presented above are extremely valuable
in understanding the perspective of investors who supply the funds necessary to start
and grow early-stage firms. For established firms with publicly traded stock, these
concepts not only provide insight, but also can be applied to historical data to measure
such things as an asset’s return, variance, standard deviation, beta, and required rate
of return.

For early-stage firms that do not have a past history of stock prices and other data,
these measurements cannot take place and must be inferred and estimated instead.
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Further complicating the calculations is the fact that even if prices, returns, and so on
could somehow be substituted or borrowed from other similar firms, the relevance
would still be highly questionable. First, there is the difficulty of finding truly
comparable firms that happen to be publicly traded. Second, the mere fact that an
early-stage firm is not tradable means that there will be a huge difference in the value
and accuracy of the calculations because of the liquidity difference. Conceivably, there
can be a difference of as much as 50 percent between a firm that has tradable stock
and one that does not.

Therefore, an entrepreneur who tries to use traditional, mathematically based finance
techniques for a company that lacks historically measurable data as well as liquidity
is like a carpenter who tries to build a house by measuring timber with a micrometer,
marking a line with chalk, and then cutting with an ax. The general principles of
building a house are the same whether the carpenter uses a laser-guided saw or an
ax, but if access to the high-tech saw is a physical impossibility, then general principles
and benchmarks must be used instead. For entrepreneurial finance this situation is the
same. If historical data are not available, the option of using mathematically
sophisticated techniques is not possible; instead, general principles and benchmarks
must be used.

An entrepreneur competes for funding from investors who have a wide universe
of investment options. While these principles are derived from traditional finance
theory, the challenge for the entrepreneur is the application of these principles without
the advantage of having direct access to the data and tools that a traditional finance
person would have.

USING STAKEHOLDER ANALYSIS TO GUIDE ETHICAL
DECISION MAKING

A common challenge faced by all entrepreneurs is identifying and putting into practice
the basic ethical standards that will guide their businesses. Ethical issues and challenges
arise in all aspects of entrepreneurial financial management. A common framework
that helps entrepreneurs navigate ethical issues is based on a stakeholder analysis.
Stakeholders are interested parties beyond the owners of a business who have a stake
in the decisions made in that business and in the outcomes of those decisions.

The first step in a stakeholder analysis is to identify the relevant stakeholders. There
is no standard list because the stakeholders vary from business to business. The list
also can vary based on the values of each entrepreneur. Common stakeholders for
entrepreneurs include family, partners, investors, employees, customers, suppliers,
creditors, and the local community. The list also can include interest groups, trade
associations, and unions. Entrepreneurs need to clearly identify their own stakeholders
based on personal values and the demands and relationships created by the business.

The second step is to determine the basic ethical principles and values that guide
the entrepreneur’s interaction with each of these stakeholders. These values may be
shaped by generally held beliefs of right and wrong, religious convictions, or a specific
moral code. It is important to develop specific applications of these principles and values
as they apply to each stakeholder. For example, an entrepreneur who feels a strong,



Table 1.1

Example of Stakeholder Analysis

Stakeholder Ethical principle or value Application for financial resource management

Family Create balance between work Establish a more moderate financial growth goal 
demands and family time. to allow for time with family.

Investors (e.g., angel Deal with all investors openly and Develop a financial reporting system that provides 
investors, venture honestly. full and accurate historical information as well as 
capitalists) realistic forecasts.

Employees Share financial success with those Modify financial goals and expense forecasts to 
that helped create it. allow for programs such as health insurance, profit

sharing, stock option plans, phantom stock, ESOP,
etc., while still meeting goals of entrepreneur.

Customers Fair pricing. Establish revenue forecasts that are realistic given
this pricing principle.

Suppliers Prompt payment of money owed. Establish cash forecasts that are based on an
assumption of prompt payment of all invoices
submitted by suppliers/vendors.

Banker Honest disclosure of information. Assure timely and accurate financial reporting that
goes beyond the minimum required by terms of
their loans. Also, to assure reasonable financial
forecasting that is based on well tested business
models.

Community Company should be source of reliable Manage cash flow to allow for stable employment 
employment for the community. even during times of temporary slowdowns.
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long-term commitment to his employees will consider their welfare whenever he makes
a major decision, such as expanding the business; he may establish a no-layoff policy
to ensure that his employees have their employment with his company protected.

The third step is to apply these principles specifically to the financial resource
management of the business. In our example, the entrepreneur may insist on careful
review of financial forecasts to ensure that any new employees hired during the
expansion can be supported financially by his business even under a worst-case scenario.
Table 1.1 displays an example of how these three steps might look for a hypothetical
business. Note the level of specificity that is achieved by the third column. This
specificity fosters the likelihood that the principles will be put into action by the entre -
preneur and by his employees. Many entrepreneurs find it helpful to communicate these
principles in writing to all employees and even the stakeholders themselves.

Over the long term, the challenge to the entrepreneur is to create a culture based
on ethical principles. The culture of a business is created with the very first actions
and decisions of its founder. As the business grows, the founder must rely on this
culture to guide the actions of employees. No entrepreneur can be in all places at all
times.

Entrepreneurs who expect an ethical culture and ethical actions by their workforce
must embody these same ethics in every action they take.
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SUMMARY

This chapter has presented the basic foundation and model of entrepreneurial financial
resource management that will guide the rest of this book. Part I, which begins with
Chapter 2, will discuss the process of building a financial forecast. Part II examines
various aspects of managing the financial resources of an entrepreneurial venture. Part
III presents issues related to financing. Finally, Part IV considers the issues of planning
the transition of the entrepreneur out of the business. Also included in this book are
a self-assessment instrument to help entrepreneurs begin this critical part of financial
planning for the venture and a financial template that will help entrepreneurs create
financial forecasts.

DISCUSSION QUESTIONS

1. Why is accounting considered the language of business? Why is it important for
the entrepreneur to learn this language?

2. How will you measure your success in your business or entrepreneurial career?
3. What are the six activities that make up entrepreneurial financial management,

and why are they important?
4. How is entrepreneurial finance both similar to, and different from, traditional

finance?

OPPORTUNITY FOR APPLICATION

1. Interview an entrepreneur to learn how he or she measures success. Is career
success defined only in financial terms, or are other yardsticks used to measure
success?
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2 Setting Financial Goals

Figure 2.1 Model for Entrepreneurial Financial Management
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In the excitement of starting and growing a business, many entrepreneurs fail to
systematically evaluate their own personal goals in relationship to their business
ventures. What income do they need? What are their long-term income goals? When
do they want to retire? What lifestyle will they want in retirement? How much money
will they need to set aside for their children’s education? These questions suggest just
some of the personal financial goals that need to be integrated into the business plan.
Many nonfinancial goals involving family, hobbies, friends, religious commitments,
and community groups are important as well. This chapter offers a framework that
helps the entrepreneur to integrate a personal assessment with the business planning
of the entrepreneurial venture, as displayed in Figure 2.1.

WEALTH VERSUS INCOME

It is critical for the entrepreneur to understand that there are two types of financial goals
to be considered: income and wealth. By understanding how a business creates income
and wealth, the entrepreneur is better able to engineer personal financial goals into the
business plan. Simply put, income is the cash that is available from the business to pay
the entrepreneur’s salary, whereas wealth is the value of the business if sold. Certainly,
entrepreneurs may also build wealth through savings from the salary they draw, but
for most entrepreneurs their single most valuable asset by far is their business.

Income is fairly simple to understand, as it is the means to meet the day-to-day,
month-to-month, and year-to-year monetary needs of the entrepreneur and her family.
The entrepreneur should plan not only for short-term income needs but also for long-
term needs. It is a myth that bankers are impressed by business plans that show the
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entrepreneur taking no income from the business for a long period of time. In fact,
to many bankers and other investors, this is a red flag. They have seen too many
entrepreneurs who give up on a business that does create enough cash to adequately
pay the entrepreneur. Certainly, bankers and investors do not want to find excessive
salary being paid to the entrepreneur early on, as they may be funding part or all of
this salary through their loans and investments. On the other hand, a business plan
that includes a modest, reasonable salary for the entrepreneur is not only acceptable
but also desirable for most financial backers.

Stanley and Danko’s best-selling book The Millionaire Next Door (1996) gives
insight into the differences between wealth and income. They point out that many
people confuse real wealth with the trappings of wealth. True wealth is the difference
between what someone owns less the debts that are owed. Living in a big house or
driving an expensive car may give the impression that someone is wealthy. However,
many people rely heavily on debt to fund such purchases. If the big house and
expensive car are purchased mostly with debt, there is little actual wealth. Stanley
and Danko (1996) cite an old Texas saying, “Big hat, no cattle,” to express the illusion
of wealth without the reality.

In their book, Stanley and Danko (1996) report the results of their research on
millionaires, how they live, and how they created their own wealth. Two-thirds of the
millionaires they studied are self-employed, and three out of four of these consider
themselves entrepreneurs (the other one-fourth are self-employed professionals, such
as physicians or lawyers). Most of the entrepreneurs own a “dull” business rather than
a high-tech, high-growth venture; they are contractors, auctioneers, farmers, mobile
home park owners, pest controllers, coin and stamp dealers, and office building
cleaners. Most live on a fairly modest median taxable income of $131,000; their average
wealth is $1.6 million. They live in typical upper-middle-class neighborhoods with
an average home value of $320,000, although they average about 6.5 times the wealth
of their neighbors. Most reported that they buy inexpensive suits and drive American
cars that are at least a couple of years old.

Since most of the wealth of entrepreneurs comes from the value of their business,
it is important to understand how businesses are valued. Formal business valuation
uses a variety of financial models. Such formal valuation is critical when buying or
selling a business. However, many entrepreneurs find it helpful to use a “quick and
dirty” method of valuation to monitor progress in building value in their businesses
as they grow. Most forms of valuation, whether formal or “quick and dirty,” share a
common assumption. The real value of a business is its potential to generate profits
or, more specifically, cash in the future. A very simple form of “quick and dirty”
valuation works as follows:

1. Start with the most recent year-end profits of the business using the measure known
as Earnings Before Interest, Taxes, Depreciation, and Amortization (EBITDA).
EBITDA is used because it tends to reflect the cash profits that are generated by
the operations of the business. Interest and taxes are considered unique to the
current owners of the business and how the business is legally structured.
Depreciation and amortization are ignored because they are noncash items.
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2. Add back to EBITDA any unusually high bonuses or other extra compensation
beyond a normal salary paid to the owners.

3. Evaluate the growth potential of the business based on recent growth in profits
over the past three years.

4. Evaluate any important industry or market trends that might either improve or
decrease profits in the next three years.

5. Assign a profit multiple, which is a number that is used to multiply the current
profits of a business in order to estimate the value of future profits. The profit
multiple typically ranges from three to eight times profits, based on the estimate
of the expected growth in future profits. A profit multiple of three to four
generally indicates that profits are expected to remain steady or may decline,
four to five indicates that profits will remain steady or increase modestly, and
six and higher suggests that profits are expected to increase significantly.

6. Multiply the profits by the profit multiple to determine the value of the busi-
ness.

7. Finally, subtract bank debt such as lines of credit or mortgages to determine the
estimate of value of the business to the entrepreneur.

For example, assume a business had EBITDA profits of $250,000 last year, and
the entrepreneur gave herself a bonus of $50,000 over her normal salary that same
year. Although the business had strong profit growth over the past several years, there
are strong indications that this growth may be difficult to sustain due to changing
market conditions. The business has $100,000 in long-term bank debt. The entrepreneur
decides that given the positive impact of historical growth in profits in the business,
tempered by the less-than-positive outlook in the industry, she will use a mid-range
multiple of five times profits. Her calculation would look like this:

EBITDA $250,000
Plus one-time bonus 50,000
Adjusted EBITDA $300,000
Times the profit multiple × 5
Value of business $1,500,000
Minus business debt 100,000
Quick and dirty estimate of value of business to owner $1,400,000

Remember that this is not considered a formal valuation. Rather, it is simply a
means for the entrepreneur to create an estimate. However, it is not unusual for those
seeking to purchase a business to use this method of valuation. Formal valuations can
often lead to very different estimates due to factors not addressed in this quick and
dirty approach. For example, an entrepreneur estimates the value of his prototyping
business at $3 million. However, when he begins negotiations to sell his business, he
is delighted that the initial offer is more than twice that figure. Apparently he has
created a strong market niche and very loyal customers for which the buyer is willing
to pay a premium. In contrast, another entrepreneur who owns a counseling center is
greatly disappointed by the offer she receives. She has estimated the value of her




