Exam One

Finance 544 

Entrepreneurial and New Venture Financing

Fall 2000

Name   


You have to show your work in order to have full credit for all problems with a numerical answer.  The exam is closed book.  Only the formula sheet and a calculator may be used.

Part A: Short Answer Questions

1. The compensation structure for the managing partners of a $20 million venture capital fund is specified as the following:

Management fees as 3% of the initial fund size regardless of the fund’s results.

Carried interest as 20% of the capital gain on the fund.   

(a) (8 pts) Plot the venture capital’s compensation as a function of the value of the venture fund. 

(b) (8 pts) Comment on the pros and cons of such a compensation contract for venture capitalists.

(c) (9 pts) Provide three examples of possible opportunistic behavior of  venture capitalists in managing the fund.  How can investors of the venture capital fund limit such behavior?

2. (10 pts) Comment on the benefits that the organization “Band of Angels” can add to the ordinary process of angel investing.

3. (10 pts) Discuss how Onset Venture’s strategies of incubating new venture firms can “add  value” to the companies in their portfolio?

4. (10 pts) Compare the following two deal structures.   Which contract is a better deal for the entrepreneur? Why?

Contract 1: The venture capitalists providing capital in the first round of financing demand an option to acquire up to 51% of the common stocks that would be outstanding at any time.  The exercise price of the option is equal to the price paid in the first round of financing.  The venture capitalists also have the right of first refusal on all subsequent financings.  

Contract 2:  The venture capitalists providing capital in the first round of financing demand an anti-dilution provision of weighted ratchet.  The venture capitalists also have the right of first refusal to purchase up to its pro-rata share (based on that holders’ percentage of the Company’s outstanding common shares, calculated on an as-if –converted basis) on all subsequent financings. 

5. (15 pts) Comment on the executive summary in the business plan of “ABC Consulting”.  ABC Consulting sent out its business plan to raise $ 1 million fund from prospective investors in 1998.

Executive Summary

ABC Consulting will be formed as a consulting company specializing in marketing of high-tech products in international markets.  Its founders are former marketers of consulting services, personal computers, and marketing research, all in international markets.  They are founding ABC to formalize the consulting service they offer.

1.1 Objective

1. Sales of  $2,000,000 in 2000 and eight million by 2002.

2. Gross margin higher than 80%.

3. Net income more than 10% of sales by the third year.

1.2 Mission

ABC Consulting offers high-tech manufacturing a reliable, high-quality alternative to in-house resources for business development, market development, and channel development on an international scale.  A true alternative to in-house resources offers a very high level of practical service, know-how, contacts and confidentiality.  Clients must know that working with ABC is a more professional, less risky way to develop new areas even than working completely in-house with their own people. ABC must also be able to maintain financial balance, charging a high value for its services, and delivering an even higher value to its clients. Initial focus will be development in the European and Latin American markets, or for European clients in the United States market.

1.3 Keys to Success

1. Excellence in fulfilling the promise – completely confidential, reliable, trustworthy expertise and information.

2. Developing visibility to generate new business leads.

3. Leveraging from a single pool of expertise into multiple generation opportunities: retainer consulting, project consulting, market research, and market research published reports.

6.  ABC Consulting provided a four-year financial projection in its business plan.

	Year
	1998
	1999
	2000
	2001
	2002

	Revenues
	500,000
	1,000,000
	2,000,000
	5,000,000
	8,000,000

	Net income
	-250,000
	-6 0,000
	250,000
	600,000
	900,000


It was expected (in 1998) that ABC consulting could be sold to other company at a PER (price-earning-multiple) of 15 at the end of year 2002.  ABC consulting needed to raise $1,000,000 in 1998, and additional $1,500,000 in 2000.  

(a) (10 pts) If both the entrepreneur and the investors agreed that 15% of the company stocks will be issued to management as incentive compensation in 2002.  What will be the stock price at each round of financing? Assume that investors investing in 1998 and 2000 require a 50% and 30% IRR on their investments.

(b) (10 pts) Based on the expectation for the company’s performance in 1998, what would be the post-money valuation for ABC consulting in 1998, in 2000, and in 2002?

( c) ( 5pts) Comment on the effects of “staging the financing” on the firm value      of ABC consulting.  

(d) However, in 2000, the ABC consulting has to revise its financial projections due to the unforeseeable competition in the consulting industry.

	Year
	2001
	2002

	Revenues
	4,000,000
	5,000,000

	Net income
	300,000
	600,000


       In 2000, it is expected that the company could be sold at a PER of 10 in 2002.  

(d.1) (5 pts) With the new information, calculate the price of the company’s share if the company is raising $1,500,000 from investors (assuming no anti-dilution provision for investors in previous financing round).

(d.2)  (5 pts) JB Partners, a Chicago-based venture capital fund, purchased convertible preferred stocks issued by ABC consulting in 1998 (at the price you determine in (a)).  JB Partners have the right to convert the preferred stock into shares of common stocks.  The initial conversion price is the original purchase price. JB Partners also own the rights of first refusal for any future issuance of stocks from ABC Consulting.  An anti-dilution protection was also specified in the stock purchase agreement as the following:

The conversion price of the Preferred will be subject to adjustment on a full ratchet basis in the event that the Company issues additional Commons, or securities convertible into Common at a purchase price less than the Conversion price in effect. 

If JB Partners is willing to provide the $1.5 million (at the price you determined from (d.1)) that ABC Consulting needs in 2000, what will be the founder’s ownership after the second round of financing. 
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