
INTRODUCTION

Equity capital is money provided in exchange for ownership in the
company. The equity investor receives a percentage of ownership
that ideally appreciates as the company grows. The investor may
also receive a portion of the company’s annual profits, called divi-
dends, based on his ownership percentage. For example, a 10 per-
cent dividend yield or payout on a company’s stock worth $200 per
share means an annual dividend of $20.

Before deciding to pursue equity financing, the entrepreneur
must know the positive and negative aspects of this capital.

Pros
■ No personal guarantees are required.
■ No collateral is required.
■ No regular cash payments are required.
■ There can be value-added investors.
■ Equity investors cannot force a business into bankruptcy.
■ On average, companies with equity financing grow faster.
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Cons
■ Dividends are not deductible.
■ The entrepreneur has new partners.
■ It is typically very expensive.
■ The entrepreneur can be replaced.

SOURCES OF EQUITY CAPITAL

Many of the sources of debt capital can also provide equity capital.
Therefore, for those common sources, what was said about them
earlier in the book also applies here. When appropriate, a few addi-
tional issues might be added in this discussion of equity. Other-
wise, please refer to Chapter 9.

Personal Savings

When an entrepreneur personally invests money in the company, it
should be in the form of debt, not equity. This will allow the entre-
preneur to recover her investment with only the interest received
being taxed. The principal will not be taxed, as it is viewed by the
IRS as a return of the original investment. This is in contrast to the
tax treatment of capital invested as equity. Like interest, the divi-
dend received would be taxed, along with the entire amount of the
original investment, even if no capital gain is realized.

The entrepreneur’s equity stake should come from her hard
work in starting and growing the company, not her monetary con-
tribution. This is called sweat equity.

Friends and Family

Equity investments are not usually accompanied by personal 
guarantees from the entrepreneur. However, such assurances may
be required of the entrepreneur when he receives capital from
friends and family in order to maintain the relationship if the busi-
ness fails.

But this may be a small price to pay in order to realize an
entrepreneurial dream. Start-up capital is virtually impossible to
obtain except through friends and family. Dan Lauer experienced
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this firsthand when he was starting his company, Haystack Toys, in
1988. He raised $250,000 from family and friends after quitting his
job as a banker. He went to family and friends after 700 submission
letters to investors went unanswered.1

Angel Investors

Wealthy individuals usually like to invest in the form of equity
because they want to share in the potential growth of the company’s
valuation. There is presently and has always been a dearth of capital
for the earliest stages of entrepreneurship—the seed or start-up
stage. Angel investors have done an excellent job of providing capi-
tal for this stage. Their investments are typically between $25,000
and $150,000. In exchange, they expect high returns (a minimum 38
percent IRR), similar to what venture capitalists get. Since they are
investing at the earliest stage, they usually also get a large ownership
position in the company because the valuation is so low.

As was stated in Chapter 9, many angel investors are former
successful entrepreneurs. One of the prominent former entrepre-
neurs who has gone on to become an angel investor is Mitch Kapor,
who in 1982 founded Lotus Development, the producer of Lotus
1–2–3 software, which is now a division of IBM. Since he became
an angel in 1994, one of his most successful investments was in
UUNet, the first Internet access provider.

But angel investing has never been limited to former entre-
preneurs. In fact, Apple Computer got its first outside financing
from an angel who had never owned a company. He was A. C.
“Mike” Markkula, who gained his initial wealth from being a
shareholder and corporate executive at Intel. In 1977 he invested
$91,000 in Apple Computer and personally guaranteed another
$250,000 in credit lines. When Apple went public in 1980, his stock
in the company was worth more than $150 million.2

This is one of several reasons why the number of angel
investors increased so dramatically during the 1990s: returns. The
publicity surrounding successful entrepreneurial ventures often
included stories about the returns that investors received. These 
stories, coupled with research, led many wealthy individuals to the
private equity industry. And while the anecdotal stories themselves
are quite impressive, the more seductive story is empirical research
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that compares the returns of private equity firms with returns on
several other investment options. As Table 10-1 shows, June 2008
information from Thomson Financial and the National Venture
Capital Association determined that over all investment windows,
average annual returns for private equity firms were greater than
those for all other investment options.
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T A B L E  10-1

Average Annual Returns, 1945–1997

Sector Returns, %

Private equity 16.7

Emerging market stocks 15.6

Small stocks 14.9

S&P 500 12.9

International stocks 11.4

Real estate 8.0

Commodities 7.8

Corporate bonds 5.8

Long-term bonds (Treasuries) 5.5

Silver 5.0

The second reason for the increase in angel capital was an
increase in the number of wealthy people in the country who had
money to invest. For example, from 1995 to 2000, the number of
millionaires in America increased from 5 million to 7 million peo-
ple. Many of these millionaires gained their wealth through suc-
cessful technology entrepreneurial ventures.

The final reason for the explosion in angel capital was the
change in federal personal tax laws. In 1990, the capital gains tax
was decreased from a maximum of 28 percent to 20 percent. Thus
people were able to keep more of their wealth, and they used it to
invest in entrepreneurs.

Interestingly, it was rumored that one of the groups that lob-
bied strongly against this change was institutional investors. These
are private equity firms, not individual investors. They challenged



the change because they correctly predicted that it would hurt their
business. They believed that as more money became available to
entrepreneurs, a company’s valuation would inevitably increase
and there would be more competition. Rich Karlgaard, the pub-
lisher of Forbes magazine, made this same point:

In my cherubic youth I used to wonder why so many venture capi-
talists opposed a reduced capital gains tax. Then I woke up to the
facts. Crazy as it sounds, even though venture capitalists stand to
benefit individually by reduced capital gains taxes, the reduced
rates would also lower entry barriers for new competition in 
the form of corporations and angels. That might lead to—too much
venture capital.3

Even though the amount of capital invested by venture capi-
talists and angel investors is traditionally on a similar scale, accord-
ing to the Center for Venture Research at the University of New
Hampshire, there were significantly fewer companies funded by
venture capital firms (4,000) than by angel investors (51,000). In
2005, there were an estimated 234,000 active angel investors. The
current yield on angel investments, or the percentage of investments
shown that ultimately receive investments by angels, is 20.1 percent.
This is down from 23 percent in 2000 but up from the 10 percent
yield after the Internet bubble burst in 2000. In 2006, 21 percent of
angel investments were directed to health services and medical
devices and equipment, 18 percent to software, and 18 percent to
biotechnology firms.

Despite private equity firms’ complaints, the increase in avail-
able capital was clearly a huge positive for entrepreneurs. A few
other positive aspects of angel equity capital for entrepreneurs are
as follows:

■ Seed capital is being provided. Most institutional investors
do not finance this early stage of entrepreneurship.

■ Many of the angels have great business experience and
therefore are value-added investors.

■ Angel investors can be more patient than institutional
investors, who have to answer to their limited partner
investors.
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But there are also a few negative aspects to raising money
from angels:

■ Potential interference. Most angels want not only a seat on
the board of directors, but also a very active advisory role,
which can be troublesome to the entrepreneur.

■ Limited capital. The investor may be able to invest only in
the initial round of financing because of limited capital
resources.

■ The capital can be expensive. Angels typically expect
annual returns in excess of 25 percent.

Regarding this final point, here is what an angel investor said
about his expectations:

I expect to make a good deal of money—more than I would make by
putting my capital into a bank, bonds, or publicly traded stocks. My
goal, after getting my principal back, is to earn 33% of my initial
investment every year for as long as the business is in operation.

My usual understanding is that for my investment I own 51% of
the stock until I am paid back, whereupon my stake drops to 25%.
After that we split every dollar that comes out of the business until
I earn my 33% return for the year.4

Despite the drawbacks, most entrepreneurs who raise angel
capital successfully do not regret it. As one entrepreneur said,
“Without angel money, I wouldn’t have been able to accomplish
what I have. Giving up stock was the right thing to do.”5

Gaining access to angel investors is not an easy task. Cal
Simmons, an Alexandria, Virginia–based angel investor and coau-
thor of Every Business Needs an Angel, says, “You need to have net-
works. If someone I know and respect refers me, then I’m going to
always take the time to take a meeting.” Angel groups are another
mechanism for getting access to angel investors. There are currently
94 angel groups in operation, and they accept applications to present
to their angels. Some of these groups charge entrepreneurs a nominal
fee of $100 to $200 to present.

There are forums in almost every region of the country similar
to the Midwest Entrepreneurs Forum in Chicago. At this event, held
the second Monday of each month, entrepreneurs make presenta-
tions to angel investors. There are also several angel-related Web
sites, including the Angels Forum (www.angelsforum.com) in Silicon
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Valley, SourceCapitalnet.com (www.sourcecapitalnet.com) in New
York, and Angel Investor News (www.angel-investor-news.com).
The SBA started ACE-NET (www.ace-net.org) in 1998 to help bring
entrepreneurs and angels together online. Its official name is now
Active Capital, which reflect its desire to provide a proactive
approach to helping small businesses obtain private capital. The
Ewing Marion Kauffman Foundation also manages the Angel Capital
Association (www.angelcapitalassociation.org), which is an angel
capital industry trade group with nearly 150 members.

PRIVATE PLACEMENTS

When entrepreneurs seek financing, be it debt or equity, from any
of the sources mentioned up until now, that financing is called a
private placement offering. That is, capital is not being raised on the
open market via an initial public offering, which will be discussed
later in this chapter. The capital is being raised from select individ-
uals or organizations that meet all of the standards set by Section
4(2) of the U.S. Securities Act of 1933 and Regulation D, an amend-
ment to this act that clarified the rules for those seeking a private
placement exemption. The rule says, “Neither the issuer nor any
person acting on its behalf shall offer or sell the securities by any
form of general solicitation or general advertising. This includes
advertisements, articles or notices in any form of media. Also, the
relationship between the party offering the security and the poten-
tial investor will have been established prior to the launch of the
offering.”6 All of this simply means that an entrepreneur cannot
solicit capital by standing on the corner trying to sell stock in his
company to any passersby. He also cannot put an ad in a newspa-
per or magazine recruiting investors. He must know his investors,
directly or indirectly. Potential investors in the latter category are
known through the entrepreneur’s associates, such as his attorney,
accountant, or investment banker.

The final part of the regulation says that fund-raising efforts
must be restricted to “accredited investors only.” These investors
are also known as sophisticated investors. Such an investor has to
meet one of the following three criteria:

■ An individual net worth (or joint net worth with spouse)
that is greater than $1 million
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■ An individual income (without any income of a spouse) in
excess of $200,000 in each of the two most recent years and
reasonably expects an income in excess of $200,000 in the
current year

■ Joint income with spouse in excess of $300,000 in each of
the two most recent years and reasonably expects to have
joint income in excess of $300,000 in the current year

Prior to accepting investments, the entrepreneur must get
confirmation of this sophisticated investor status by requiring all
the investors to complete a form called the Investor Questionnaire.
This form must be accompanied by a letter from the entrepreneur’s
attorney or accountant stating that the investors meet all of the
accreditation requirements.

Violation of any part of Regulation D could result in a 6-month
suspension of fund-raising or something as severe as the company’s
being required to immediately return all the money to the investors.
Therefore, the entrepreneur should hire an attorney experienced
with private placements before raising capital. Figure 10-1 summa-
rizes the Regulation D rules and restrictions.

As stated earlier, sources of capital for a private placement are
angel investors, insurance companies, banks, family, and friends,
along with pension funds and private investment pools. There are
no hard-and-fast rules regarding the structure or terms of a private
placement. Therefore, private placements are ideal for high-risk
and small companies. The offering can be for all equity, all debt, or
a combination of debt and equity. The entrepreneur can issue the
offering or use an investment banker.

The largest and most prominent national investment banks
that handle private placements are Merrill Lynch, JPMorgan, and
Credit Suisse First Boston. These three bankers raise a total of over
$30 billion annually for entrepreneurs. Regional investment
bankers are better suited for raising small amounts of capital.

When hiring an investment banker, the entrepreneur should
expect to pay either a fixed fee or a percentage of the money raised
(which can be up to 10 percent) and/or give the fund-raiser a per-
centage of the company’s stock (up to 5 percent). One important piece
of advice is that the entrepreneur should be extremely cautious about
using the same investment banker to determine the amount of capital
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F I G U R E 10-1

Regulation D Rules Restrictions

Amount of Offering

Unlimited (Emphasis 
$1 million– on Nonpublic Nature,

$1 million $5 million Not Small Issue!)

Number of Unlimited 35 plus unlimited 35 plus those 
Investors accredited investors purchasing $150,000

Investor None required ■ Accredited— Nonaccredited 
Qualification (no sophistication presumed qualified purchasers must be 

requirement) ■ 35 nonaccredited— sophisticated—must 
no sophistication understand risks and 
requirement merits of investment;

accredited presumed
to be qualified

Manner of General solicitation No general No general 
Offering permitted solicitation solicitation

Limitations on No restrictions Restricted Restricted
resale

Issuer No reporting No investment None (except for Rule 
Qualifications companies; no companies; no 507 “unworthy issuer”)

investment issuers disqualified 
companies; no under Reg. A; 
“blank-check” no “unworthy 
companies; no issuers” (Rule 507)
“unworthy issuers”

Information No information If purchased solely by accredited, no information 
Requirements specified specified; for nonaccredited—info required:

(a) Nonreporting companies must furnish infor-
mation similar to that in a registered offer-
ing or Reg. A offering, but modified financial
statement requirements

(b) Reporting companies must furnish speci-
fied SEC documents, plus limited additional
information about the offering

SEC rules Rule 504 Rule 505 Rule 506

needed and to raise the capital. There is a conflict of interest when the
investment banker does both for a variable fee. Whenever only one
investment banker is used for both assignments, the fee should be
fixed. Otherwise, use different companies for each assignment.



Shopping a Private Placement

After the private placement document has been completed, it must
be “shopped” to potential investors. The following describes the
process of shopping a private placement:

1. Make an ideal investor profile list (have net asset
requirement).

2. Identify whom to put on the actual list:
■ Former coworkers with money
■ Industry executives and salespeople who know your

work history
■ Past customers

3. Call the candidates and inform them of the minimum
investment amount.

4. Send a private placement memorandum outlining the
investment process only to those who are not intimidated
by the minimum investment indicated during the call.

5. Contact other companies where your investors have
invested.

CORPORATE VENTURE CAPITAL

In the late 1990s, large corporations embraced entrepreneurship with
the same interest as individuals. This was surprising because it was
assumed that corporations, with their reputations for stodgy bureau-
cracy and conservatism, were “anti-entrepreneurship.” Their pri-
mary relationship with the entrepreneurship world came as
investors. This began to change in the late 1990s as corporations
began to realize the opportunities associated with investing in com-
panies with products or services related to their industry. Such
strategic investments became a part of corporations’ research and
development programs as they sought access to new products, serv-
ices, and markets. For example, cable television operator Comcast
Corp. established a $125 million fund to invest in companies that
would “help it understand how to capitalize on the Internet.”
Comcast wanted to bring its cable TV customers online and also saw
the potential to put its QVC shopping channel on the Internet.7
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The final reason that such prominent corporations as Intel,
Cisco, Time Warner, and Reader’s Digest created their funds was to
find new customers. As one person described it, “Corporations are
using their venture-backed companies to foster demand for their
own products and technologies.”8 Two companies implementing
that strategy were Andersen Consulting and Electronic Data
Systems. Both companies invested in customers that used their 
systems integration consulting services.

Traditional venture capitalists love it when their portfolio
companies receive financing from corporate venture capitalists.
The primary reason is that the latter are value-added investors. In
fact, three of the most successful venture capital firms—Accel
Partners, Kleiner Perkins Caufield & Byers (KPCB), and Battery
Ventures—have wholeheartedly endorsed the use of corporate
funds. This point was made by Ted Schlein, a partner with KPCB,
who said, “Having a corporation as a partner early on can give you
some competitive advantages. The portfolio companies are after
sales and marketing channels.”9

When the stock market crashed in 2000, corporate venture
capital dried up. Total investment dollars dropped from $16.8 bil-
lion in 2000 to under $2 billion in 2002. This 88 percent drop was
faster than the 75 percent drop in the overall markets. This faster
rate of decline makes sense. Venture capital is not the primary busi-
ness of corporations, and in times of economic hardship, it can be
expected that these firms will pull back their financing. Moreover,
many of these firms need to manage short-term earnings expecta-
tions, so investment funding gets cut when quarterly earnings 
figures are threatened. Table 10-2 shows corporate venture capital
investments from 1999 through early 2006.10

PRIVATE EQUITY FIRMS

Many of the sources of equity financing that have been discussed
up to this point are from individuals. But there is an entire indus-
try filled with “institutional” investors. These are firms that are in
the business of providing equity capital to entrepreneurs, with the
expectation of high returns.

This industry is commonly known as the venture capital
industry. But venture capital is merely one aspect of private equity.
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The phrase private equity comes from the facts that money is being
exchanged for equity in the company and that it is a private deal
between the two parties—investor and entrepreneur. For the most
part, all the terms of the deal are dependent on what the two par-
ties agree to. This is in contrast to public equity financing, which
occurs when the company raises money through an initial public
offering. In that case, all aspects of the deal must be in accordance
with Securities and Exchange Commission (SEC) rules. One rule is
that the financial statements of a public company must be pub-
lished and provided to the investors quarterly. Such a rule does not
exist in private equity deals. The two parties can make any agree-
ment they want, i.e., financial statements sent to investors every
month, quarterly, twice a year, or even once a year.

Private Equity: The Basics

It is important to note that the owners of private equity firms are
also entrepreneurs. These firms are typically small companies that
happen to be in the business of providing capital. Like all other
entrepreneurs, they put their capital at risk in pursuit of exploiting
an opportunity and can go out of business.
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Number of Percent of All 
Companies Companies Total CVC Percent

Receiving CVC Receiving CVC Investment of All
Year Dollars Dollars (Millions of Dollars) VC Dollars

1999 1,153 26.6% 8,289.2 15.5%

2000 1,960 31.2% 16,772.2 16.1%

2001 955 25.4% 4,967.3 12.3%

2002 539 20.7% 1,914.0 8.8%

2003 437 18.1% 1,291.0 6.6%

2004 516 20.2% 1,460.1 6.6%

2005 535 20.4% 1,535.3 6.8%

2006 358 22.1% 1,044.7 8.2%

Total 7,667 21.3% 41,247.4 11.6%

T A B L E  10-2

Corporate Venture Capital Investment, 1999 to 2006 
(First Half)



Legal Structure

Most private equity firms are organized as limited partnerships 
or limited liability companies. These structures offer advantages
over general partnerships by indemnifying the external investors
and the principals. They also have advantages over C corpora-
tions because they limit the life of the firm to a specific amount
of time (usually 10 years), which is attractive to investors.
Furthermore, the structures eliminate the double taxation on dis-
tributed profits.

The professional investors who manage the firm are the 
general partners (GPs). The GPs invest only 1 to 5 percent of 
their personal capital in the fund and make all the decisions.
External investors in a typical private equity partnership are
called limited partners (LPs). During the fund-raising process,
LPs pledge or commit a specified amount of capital for the new
venture fund. For most funds formed today, the minimum capital
commitment from any single LP is $1 million; however, the actual
minimum contribution is completely at the discretion of the firm.
The commitment of capital is formalized through the signing 
of the partnership agreement between the LP and the venture
firm. The partnership agreement details the terms of the fund 
and legally binds the LPs to provide the capital that they have
pledged.

Getting Their Attention

GPs rely on their proprietary network of entrepreneurs, friendly
attorneys, limited partners, and industry contacts to introduce
them to new companies. They are much more likely to spend time
looking at a new opportunity that was referred to them by a
source they find trustworthy than one referred by other sources. 
A business plan that is referred through their network is also 
less likely to be “shopped around” to all the other venture capital-
ists focused on a particular industry segment. GPs want to 
avoid getting involved in an auction for the good deals because
bidding drives up the valuation. In the course of a year, a typical
private equity firm receives thousands of business plans. Less
than 10 percent of these deals move to the due diligence phase of
the investment.
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Business Plan Review

Most firms use a screening process to prioritize the deals they are
considering. Generally, associates within a firm are given the
responsibility of screening new business plans based on a set of
investment criteria, developed over time by the firm. These criteria
are grounded in the characteristics of completed deals that have
been successful for the firm in the past. Several of the parameters
used to screen business plans are:

■ Industry
■ Growth expectations
■ Phase in the life cycle
■ Differentiating factors
■ Management
■ Terms of the deal

An entrepreneur can expedite the process by creating a con-
cise, accurate, and compelling document that addresses an
investor’s key concerns. The ability of the entrepreneur to effec-
tively communicate her ideas through a written business plan is
critical to receiving funding for the project.

Once a deal passes the first screen by meeting a majority of the
initial criteria, a private equity firm begins an exhaustive investi-
gation of the industry, the managers, and the financial projections
of the potential investment. Due diligence may include hiring con-
sultants to investigate the feasibility of a new product; doing exten-
sive reference checking on management, including background
checks; and undertaking detailed financial modeling to check the
legitimacy of projections. The entire due diligence process takes
from 30 to 90 days in a deal that receives funding.

Management

Most GPs list management as their most important criterion for the
success of an investment. The management team is evaluated
based on attributes that define its leadership ability, experience,
and reputation, including:

■ Recognized achievement
■ Teamwork
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■ Work ethic
■ Operating experience
■ Commitment
■ Integrity
■ Reputation
■ Entrepreneurial experience

GPs use a variety of methods to confirm the information pro-
vided by an entrepreneur, including extensive interviews, private
detectives, background checks, and reference checks. During the
interview process, the entrepreneur must provide compelling evi-
dence of the merits of the plan and of the management team’s abil-
ity to execute it. Therefore, the management team must clearly and
concisely articulate the product or service concept and be prepared
to answer a series of in-depth questions. Additionally, the inter-
view process provides an indication to both sides of the fit between
the venture capitalist and the entrepreneur. A good fit is critical to
the potential success of the investment because of the difficult deci-
sions that inevitably need to be made during the life of the rela-
tionship.

Some firms believe in the strength of management so much
that they invest in a management team or a manager before a com-
pany exists. Often, these entrepreneurs have successfully brought a
company to a lucrative exit and are looking for the next opportu-
nity. Some venture firms give these seasoned veterans the title
“entrepreneur in residence” and fund the search for their next
opportunity.

Ideal Candidate

Again, private equity from institutional investors is ideal for entre-
preneurial firms with excellent management teams. These compa-
nies should be predicted to experience or be experiencing rapid
annual growth of at least 20 percent. The industry should be large
enough to sustain two large successful competitors. And the prod-
uct should have:

■ Limited technical and operational risks
■ Proprietary and differentiating features
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■ Above-average gross margins
■ Short sales cycles
■ Repeat sales opportunities

Finally, the company must have the potential to increase 
in value sufficiently in 5 to 7 years for the investor to realize 
her minimum targeted return. Coupled with this growth poten-
tial must be at least two explicit discernible exit opportunities
(sell the company or take it public) for the investor. The entrepre-
neur and the investor must agree on the timing of this potential
exit and the strategy in advance. For example, an ideal entrepre-
neurial financing candidate is one who knows that he wants 
to raise $10 million in equity capital for 10 percent of his com-
pany and expects to sell the company to a Fortune 500 corpora-
tion in 5 years for 7 times the company’s present value. This 
tells the investor that she can exit the deal in Year 5 and receive
$70 million for her investment.

When an entrepreneur goes after private equity funding, he
should know what kind of returns are expected. The institutional
private equity industry and the targeted minimum internal rates of
return are noted in Table 10-3.
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T A B L E  10-3

Targeted IRR for Private Equity Investors

Private Equity Investor Type Targeted IRR

Corporate finance 20–40%

Mezzanine funds 15–25%

Venture capital funds 38–50%

Again, private equity investors make their “real” money when
a portfolio company has a liquidation event: the company goes pub-
lic, merges, recapitalizes, or gets acquired. Depending on the equity
firm and its investment life cycle, the fund’s investors typically plan
to exit anywhere between three and 10 years after the initial invest-
ment. Among other things, investors consider the time value of
money—the concept that a million dollars today is worth more than



a million dollars 5 years from now—when determining what kind
of returns or IRR they expect over time. Table 10-4 provides an
approximate cheat sheet for the entrepreneur. As the table shows,
an investor who walks away with 5 times her initial investment in
5 years has earned a 38 percent IRR.
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Time Value of Money—IRR on a Multiple of Original
Investment over a Period of Time

2� 3� 4� 5� 6� 7� 8� 9� 10�

2 years 41 73 100 124 145 165 183 200 216

3 years 26 44 59 71 82 91 100 108 115

4 years 19 32 41 50 57 63 68 73 78

5 years 15 25 32 38 43 48 52 55 58

6 years 12 20 26 31 35 38 41 44 47

7 years 10 17 22 26 29 32 35 37 39

During the 1990s, there was an explosion in the number of pri-
vate equity funds formed. According to the National Venture
Capital Association (and as seen in Table 7-8), the total number of
private equity funds (venture capital, mezzanine, and buyout) in
the United States increased substantially, going from 151 in 1990 to
807 in 2000. Why? You know the answer: returns! In 2003, after the
dot-com crash, this number fell to only 263. As private equity fund-
raising returned in the mid-2000s, the number of funds climbed
back to over 400, roughly where it sits today. Of those, the National
Venture Capital Association reports that 248 are venture capitalists.
Table 10-5 shows venture capital fund-raising from 1996 to 2006.

INTERNATIONAL PRIVATE EQUITY

Over the last decade, private equity has exploded around the
globe. While North America still represents 41 percent of all private
equity dollars, other regions are catching up, and fund-raising is
increasing around the world. While much of the capital comes
from U.S. investors, foreign investors, including governments such
as those of China and Kuwait, have allocated assets to private



equity investing. Within the venture capital world, the United
States is still dominant. With a staggering 71 percent of the venture
capital raised by G7 nations, the United States remains the center
of entrepreneurial activity.

Both the number of funds and the amount of capital that has
been raised in Europe, Latin America, and Asia have dramatically
increased each year. Most of the money, estimated to be 60 to 70 per-
cent, has come from investors in the United States, including pen-
sion funds, insurance companies, endowments, and wealthy
individuals. Several of the international funds are highlighted in
Figure 10-2. Capital raised in 2007 was $54 billion in Europe
[Source: European Private Equity and Venture Capital Association],
$51 billion in Asia [Source:  Asia Venture Capital Journal] , and $4.4
billion in Latin America and the Caribbean [Source: Emerging
Markets private Equity Association].

ADVICE FOR RAISING PRIVATE EQUITY

Derrick Collins, a general partner at Polestar Capital, gives the 
following advice to entrepreneurs who are interested in obtaining
equity capital:
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Year Funds Raised (Billions of Dollars)

1996 12.0

1997 17.3

1998 26.7

1999 57.4

2000 83.2

2001 50.0

2002 13.1

2003 9.9

2004 18.4

2005 24.9

2006 24.3

Source: Dow Jones Venture Source, “Venture Capital Industry Overview,” 2006.

T A B L E  10-5

Commitments to Venture Capital Funds



■ Do your homework. Seek investors with a proclivity for
your deal. Approach only those who are buying what you
are selling. Pursue capital from firms that explicitly state
in their description an interest in your industry, the size of
the investment you want, and the entrepreneurial stage of
your company.

■ Get an introduction to the investors prior to submitting
the business plan. Find someone who knows one of the
general partners, limited partners, or associates of the
firm. Ask that person to call on your behalf to give you an
introduction and endorsement. This action will maximize
the attention given to your plan and shorten the response
time.

If these steps result in a meeting with a private equity
investor, John Doerr, a general partner at KPCB, suggests the 
following:

After the first meeting with the venture capitalist, you might say
“I’d like a yes or no right now, but I understand you will need more
than one meeting. So what’s your level of interest, and what’s the
next step?” Frankly, you’d prefer a swift no to a long drawn-out
maybe. Those are death.11

INCREASING SPECIALIZATION OF PRIVATE

EQUITY FIRMS

There has been an increasing trend toward private equity firms
specializing in a particular industry or stage of development. Firms
can be categorized as either generalists or specialists. Generalists
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are more opportunistic and look at a variety of opportunities, from
high-tech to high-growth retail. Specialized firms tend to focus on
an industry segment or two, for instance, software and communi-
cations. Notice that these are still very broad industries.

Specialization has increased for several reasons. First, in an
increasingly competitive industry, venture capitalists are compet-
ing for deal flow. If a firm is the recognized expert in a certain
industry area, then it is more likely that this firm will be exposed to
deals in this area. Additionally, the firm is better able to assess and
value the deal because of its expertise in the industry. Finally, some
specialized firms are able to negotiate lower valuations and better
terms because the entrepreneur values the industry knowledge
and contacts that a specialized firm can provide. Entrepreneurs
should keep this in mind when raising funds. As important as it is
for entrepreneurs to target the correct investment stage of a
prospective venture capital firm, it is equally important that they
consider the industry specialization of the firm.

IDENTIFYING PRIVATE EQUITY FIRMS

One of the best resources for finding the appropriate private
equity firm is Pratt’s Guide to Private Equity and Venture Capital
Sources, which lists companies by state, preferred size of invest-
ment, and industry interests. Several additional resources are
available online:

1. The National Venture Capital Association at
www.nvca.org or 703–351–5269

2. VentureOne at ventureone.com
3. New Hampshire Center for Venture Research at

http://wsbe2.unh.edu/center-venture-research
4. Ewing Marion Kauffman Foundation at

http://www.kauffman.org/resources.cfm

Another online source is the W. Maurice Young Entrepre-
neurship and Venture Capital Research Centre. It produces the
Venture Capital Web Links site. More than 150 Web sites, including
71 sites filled with lists of investors, are highlighted.

The final suggestion is to pursue the opportunity to make a
presentation at a venture capital forum such as the Springboard
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Conference for female entrepreneurs or the Mid-Atlantic Venture
Fair, which is open to entrepreneurs in all industries and at all
stages of the business cycle. These are usually 2-day events where
entrepreneurs get a chance to present to and meet local and
national private equity providers. Typically the entrepreneur must
submit an application with a fee of approximately $200. If the
investor is selected to make a 10- to 15-minute presentation, an
additional fee of $500 or so may be required. The National Venture
Capital Association should be contacted to find out about forums
and their locations, times, and dates.

SMALL-BUSINESS INVESTMENT COMPANIES

The federal government, through the SBA, also provides equity
capital to entrepreneurs. Small-business investment companies
(SBICs) are privately owned, for-profit equity firms that are
licensed and regulated by the SBA. SBICs invest in businesses
employing fewer than 500 people and showing a net worth not
greater than $18 million and after-tax income not exceeding $6 mil-
lion over the two most recent years. There are more than 418 SBICs
in the country with over $23 billion nationwide. In 2006, the SBIC
program firms invested $2.9 billion in equity and debt capital. The
firms made approximately 4,000 investments in 2,121 different
small businesses. Investments range from $150,000 to $5 million.

SBICs were created in 1957 for the purpose of expanding the
availability of risk capital to entrepreneurs. Many of the first pri-
vate equity firms were SBICs. And many of the country’s success-
ful companies received financing from an SBIC. These include
Intel, Compaq Computer, and Outback Steakhouse. They also
include some notable debacles like the venture begun by Susan
MacDougal, who used her $300,000 to invest in a little real estate
project called the Whitewater Development Corporation.

In most ways, SBICs are similar to traditional private equity
firms. The primary difference between the two is their origination
and their financing. Anyone can start a traditional private equity
firm as long as he can raise the capital. But someone who is inter-
ested in starting an SBIC firm must first get a license from the SBA.
Interest in creating an SBIC comes from the attractive financing
arrangement: for every dollar raised by the general partners for the
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fund, the SBA will invest $2 at a very low interest rate, with no pay-
ments due for either 5 or 10 years. Therefore, if the general partners
obtain $25 million in commitments from private sources, the SBA
will invest $50 million, making it a $75 million fund.

SBICs invest $150,000 to $5 million in each deal. They tend to
focus on growth-stage companies rather than pure start-ups.

Included under the SBIC program are specialized small-busi-
ness investment companies (SSBICs). They are similar to SBICs in
every way except that they tend to make smaller investments and,
most importantly, they are created specifically to provide invest-
ments in companies owned by socially and economically disad-
vantaged entrepreneurs.

Although they are not technically part of the SBIC program,
the New Markets Venture Capital Program and Rural Business
Investment Program are modeled on the SBIC program. The two
programs combined provide equity capital to entrepreneurs 
with companies in rural, urban, and specially designated low- and
moderate-income (LMI) areas.12

Clearly, the comprehensive SBIC program has been a strong
contributor to the emergence and success of entrepreneurship in
America. It has increased the pool of equity capital for entrepre-
neurs, as well as made equity capital available to underserved
entrepreneurs. The general private equity industry has a reputa-
tion for being interested only in investments in technology entre-
preneurs. In contrast, SBICs have a reputation for doing “low-tech”
and “no-tech” deals. Both reputations are unfounded. Traditional
private firms such as Thoma Cressey Equity Partners invest in
later-stage, “no-tech” companies, and SBICs such as Chicago
Venture Partners invest in technology companies. In fact, 11 of the
top 100 companies on the 2005 Inc. 500 list of America’s fastest-
growing companies received SBIC financing, as did 8 of the top 100
“Hot Growth Companies for 2005” featured in BusinessWeek.13

Figure 10-3 lists a sample of successful SBIC-backed companies.
A free directory of operating SBICs can be obtained by calling

the SBA Office of Investments at 202–205–6510 or going online at
http://www.sba.gov/aboutsba/sbaprograms/inv/inv_directory_
sbic.html. There is also a national SBIC trade association. Its direc-
tory can be accessed free and SBICs can be sorted by criteria at
www.nasbic.org.
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INITIAL PUBLIC OFFERINGS

Every year, hundreds of entrepreneurs raise equity capital by sell-
ing their company’s stock to the public market. This process of sell-
ing a typical minimum of $5 million of stock to institutions and
individuals is called an initial public offering (IPO) and is strictly
regulated by the SEC. The result is a company that is “publicly
owned.” For many entrepreneurs, taking a company public is the
ultimate statement of entrepreneurial success. They believe that
entrepreneurs get recognized for one of two reasons: having a com-
pany that went bankrupt or having one that had an IPO. Timing is
everything with an IPO issue. The late 1990s were record-breaking
days of glory, the early 2000s were miserable, and IPOs have lately
begun to rebound to pre-dot-com levels. .

When a company “goes public” in the United States, it must
meet a new standard of financial reporting, regulated by the
Securities and Exchange Commission. All the financial information
of such a company must be published quarterly and distributed to
the company’s shareholders. Therefore, because of the SEC’s pub-
lic disclosure rules, everything about a publicly owned company is

Equity Financing 297

America Online Leap Into Learning, Inc.

Amgen, Inc. Metrolina Outreach

Apple Computer Octel Communications

Outback Steakhouse

Compaq Computer PeopleSoft

Costco Wholesale Corp. Potomac Group, Inc.

Datastream Radio One

Federal Express

Gymboree Restoration Hardware, Inc.

Harman International Sports Authority

Healthcare Services of America Staples

Intel Sun Microsystems

Jenny Craig Inc. Telesis

La Madeleine Inc. Vertex Communications Co.

Source: Small Business Administration, www.sba.gov/aboutsba/sbaprograms/inv/INV_SUCCESS_STORIES.html.

F I G U R E 10-3

SBIC-Backed Companies

www.sba.gov/aboutsba/sbaprograms/inv/INV_SUCCESS_STORIES.html


open to potential and present shareholders. Information such as
the president’s salary and bonus, the company’s number of
employees, and the company’s profits are open to the public,
including competitors.

This source of capital was extraordinarily popular during the
1990s. From 1970 to 1997, entrepreneurs raised $297 billion through
IPOs. More than 58 percent of this capital was raised between 1993
and 1997.14 In 1999 and 2000, entrepreneurs were the highly
sought-after guests of honor at a record private equity feast. The
money flowed, and entrepreneurs could, in essence, auction off
their business plans to the highest bidders. Average valuations of
high-tech start-ups rose from about $11 million in 1996 to almost
$30 million in 2000.15 But by the summer of 2000, as the Nasdaq
began to crash, venture capital investments began to slow dramat-
ically. As Table 10-6 shows, the boom began to end in 2000 when
the public markets became less interested in hyped technology
companies that had no foreseeable chances of making profits.
According to research by PricewaterhouseCoopers, in the first
three months of 2001, venture capitalists reduced their investments
in high-tech start-ups by $6.7 billion—a 40 percent drop from the
previous quarter. In the first quarter of 2001, only 21 companies
went public compared with 123 in the same quarter a year earlier.
And by late 2001, the IPO market was down dramatically.

For firms that are still committed to going public with an IPO
issue during sluggish times, patience had better be a core compe-
tency. Venture Economics, a research firm that follows the venture
capital industry, studied the time it takes a company to go from its
first round of financing to its initial public offering. In 1999, a com-
pany took an average of 140 days; 2 years later, that average had
surged to 487 days—a jump of 247 percent.

1990s IPO Boom

The stock market boom of the 1990s was historic. In 1995, Netscape
went public despite the fact that it had never made a profit. This
was the beginning of the craze of companies going public even
though they had no profits. In the history of the United States,
there has never been another decade that had as many IPOs or
raised as much capital. Barron’s called it one of the greatest gold
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rushes of American capitalism.16 Another writer called it “one of
the greatest speculative manias in history.”17

The frothy IPO market was not limited to technology compa-
nies. On October 19, 1999, Martha Stewart took her company pub-
lic and the stock price doubled before the end of the day. Vince
McMahan, the owner of the World Wrestling Federation, took his
company public the same day. Disappointingly, the results were
not as good as Martha’s. The stock increased only a puny 48.5 per-
cent by the day’s end! In 2000, when many Internet companies
were canceling their initial public offerings, Krispy Kreme donuts
was the second best-performing IPO of the year.18

Because the public markets were responding so positively to
IPOs in the 1990s, companies began racing to go public. Before
1995, it was customary for a company to have been in business for
at least 3 years and have shown four consecutive quarters of
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T A B L E  10-6

Number of Initial Public Offerings

Annual U.S. IPO Volume

Amount Raised, Billions of Dollars Number of IPOs

1990 5.3 154

1991 17.0 331

1992 26.8 524

1993 46.2 703

1994 28.0 585

1995 36.9 571

1996 51.4 823

1997 44.3 590

1998 40.4 368

1999 70.8 512

2000 71.2 396

2001 37.7 103

2002 28.1 94

2003 15.8 85

2004 48.9 250

Source: Dealogic; Thomson Financial.



increasing profits before it could do an IPO. The perfect example
was Microsoft. Bill Gates took it public in 1986, more than a decade
after he founded it. By the time Microsoft went public, it had
recorded several consecutive years of profitability.

But as stated earlier, the Netscape IPO in August 1995
changed things for the next 5 years. In addition to having no
profit, Netscape was very young, having been in business for
only 16 months. By the end of 1999, the Netscape story was very
common.19 The absurdity was best described by a Wall Street ana-
lyst, who said, “Major Wall Street firms used to require four quar-
ters of profits before an IPO. Then it went to four quarters of
revenue, and now it’s four quarters of breathing.”20

This IPO euphoria created unparalleled wealth for entrepre-
neurs, especially those in Silicon Valley’s technology industry. 
At the height of the boom in 1999, it was reported that Silicon
Valley executives held $112 billion in stock and options. This 
was slightly more than Portugal’s entire gross domestic product of
$109 million.21

As all this information shows, entrepreneurs were using IPOs
to raise capital for the company’s operations as well as to gain 
personal wealth.

PUBLIC EQUITY MARKETS

After a company goes public, it is listed and traded on one of sev-
eral markets in the United States. More than 13,000 companies are
listed on these markets. The three major and most popular markets
are the New York Stock Exchange (NYSE), the American Stock
Exchange (AMEX), and the National Association of Securities
Dealers Automated Quotations (Nasdaq). Let’s look at each in
greater detail.

NYSE

With its start in 1792, the New York Stock Exchange is the oldest
trading market in the world. It also has the largest valuation. These
two facts are the reason the NYSE that is called the “Cadillac of
securities markets.” Companies listed on this market are considered
the strongest financially of companies on the three markets. In order
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to be listed on the NYSE, the value of the company’s outstanding
shares must be at least $18 million, and its annual earnings before
taxes (EBT) must be at least $2.5 million. Companies listed on this
market are the older, more venerable companies, such as General
Electric, Sears, and McDonald’s. In 2000 Microsoft moved to the
NYSE from the Nasdaq.

AMEX

The American Stock Exchange is the world’s largest market for for-
eign stocks and the second-largest trading market. The market
value of a listed company must be at least $3 million, with an
annual EBT of $750,000. In this market, traders buy and sell stocks,
options, and derivatives in person at auctions. In 1998 the AMEX
and Nasdaq markets merged and took the name Nasdaq-Amex
Market Group. At the time, the total market value of all companies
listed on both markets was $2.2 trillion, compared with $11.6 tril-
lion for the NYSE.22

Nasdaq

The Nasdaq market opened in 1971 and was the first electronic
stock market. More shares (an average of 1.8 billion per day) are
traded over this market than over any other in the world.23

The minimum market value for companies listed on this mar-
ket is $1 million. There is no minimum EBT requirement. That is
why this market, with over 5,000 listings, is the fastest-growing
market in the world. The Nasdaq is heavily filled with tech,
biotech, and small-company stocks. Trading on this market occurs
via telephone and computer. All the technology companies that
went public since 1995 did so on the Nasdaq market.

Reasons for Going Public

Entrepreneurs take their companies public for several reasons. The
first is to raise capital for the operations of the company. Because
the money is to be used to grow the company rapidly, the equity
capital provided through an IPO may be preferred over debt. In the
instances of the tech companies in the 1990s that had negative cash
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flow, they could not raise debt capital. Only equity financing was
available to them.

Even if a company can afford debt capital, some entrepre-
neurs prefer capital from an IPO because it can be relatively cheap.
In fact, the cost of the capital can be lower than that of debt. The
explanation is very simple math.

Over the history of the Dow Jones Industrial Average, the
average P/E ratio is 14. This means that investors are willing to
pay $14 for every $1 of earnings. Therefore, the cost of this capi-
tal is only 7 percent ($1/$14)—about 2 percentage points less than
the cost of debt today, which at prime plus 2 is approximately 
9 percent.

Another reason for going public is that it can be easier to
recruit and retain excellent employees by combining publicly
traded stock with their salaries. This allows employees to benefit
personally when the value of the company increases as a result of
their hard work.

Still another good reason is that an IPO provides the entre-
preneur with another form of currency that can be used to grow the
company. In the 1990s, companies’ stock was being widely used as
currency. Instead of buying other companies with cash, many buy-
ers paid the sellers with their stock. The seller would then hold the
stock and benefit from any future increases in its value. In fact,
many deals did not close or were delayed in closing because the
seller wanted the buyer’s stock instead of cash. This was the case
when Disney purchased the ABC network. Disney wanted to pay
cash, but the members of the ABC team held out until they received
Disney stock. Their reasoning was that $1 worth of Disney’s stock
was more valuable than $1 cash. They were willing to make the
assumption that, unlike cash, which depreciates as a result of infla-
tion, the stock would appreciate.

The final reason for going public is to provide a liquidity exit for
the stockholders, including employees, management, and investors.

Reasons for Not Going Public

Taking a company public is extremely difficult. In fact, less than 
20 percent of the entrepreneurs who attempt to take a company
public are successful.24 And the process can take a long time—as
long as 2 years.
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Also, completing an IPO is very expensive. The typical cost is
approximately $500,000. Then there are additional annual costs
that must be incurred to meet SEC regulations regarding public
disclosure, including the publication of the quarterly financial
statements.

By the time most companies go public, they have received
financing from family and friends, angels, and at least two rounds
from institutional investors. As a result, most founders will be
lucky if they retain 10 percent ownership. The exception to this rule
is Bill Gates, who owns approximately 20 percent of Microsoft.25

Another is Jeff Bezos, who owns 41 percent of Amazon.com. In late
2001, with his company’s stock tanking, that stake was worth just
under $1 billion.

One of the greatest problems with going public is that most of
the stock is owned by large institutional investors, which have a
short-term focus. They exert continual pressure on the CEO to
deliver increasing earnings every quarter.

The final reason for not going public is that while funds
received when stock is sold by the company can be immediately
used for operations, stock owned by the key management team
cannot be sold immediately. SEC Rule 144 says that all key mem-
bers of the company cannot sell any of their stock. These key mem-
bers are officers, directors, and inside shareholders, including
venture capitalists, who own “restricted stock.” This is stock that
was not registered with the SEC. This is in contrast to the shares of
stock issued to the public at the IPO. These stocks are unrestricted.

The holding period for restricted stock is 2 years from the date
of purchase. At that time, the restricted stockholders may sell their
stock as long as they do not sell more than 1 percent of the total
number of shares outstanding in any 3-month period.26 For exam-
ple, if the entrepreneur owns 1 million of the 90 million shares of
outstanding common stock, she may not sell more than 900,000
shares of the stock in a 3-month period.

Control

One negative myth about going public is that if the entrepreneur
owns less than 51 percent of the company, he loses control. This is
not true. Founders including Bill Gates, Jeff Bezos, and Michael Dell
own less than 51 percent of their companies, but they still have 
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control. The same is true of the Ford family, which owns only 
6.5 percent of Ford Motor Company. The key to having control is
having influence on the majority of the voting stock. Some stock may
be nonvoting stock, a.k.a. capital stock. The entrepreneur, his family,
and board members may own virtually none of the nonvoting stock
but a majority of the voting stock. This fact, along with the entrepre-
neur’s being in a management position and being the one who
determines who sits on the board of directors, keeps him in control.

THE IPO PROCESS

As has been stated earlier, taking a company public can be expen-
sive and time-consuming for the entrepreneur. But when it is done
right and for the correct reasons, it can be very rewarding.

While it can take up to 24 months to complete an IPO, invest-
ment banking firm William Blair & Company said that 52 to 59
weeks is the norm.

Bessemer Venture Partners, a leading venture capital firm,
accurately described a simplified step-by-step IPO process:

1. The entrepreneur decides to take the company public to
raise money for future acquisitions.

2. He interviews and selects investment banks (IBs).
3. He meets with the IBs that will underwrite the offering.
4. He files the IPO registration with the SEC.
5. The SEC reviews and approves the registration.
6. The IBs and the entrepreneur go on a “road show.”
7. The IBs take tentative commitments.
8. IPO.

Let’s discuss these steps in more detail.

The IPO Decision

The entrepreneur’s decision to do an IPO can be made almost the
day the person decides to go into business. Some entrepreneurs
articulate their plans for going public in their original business
plan. In starting the business, one of their future objectives is to
own a public company.
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Others may decide to go public when they get institutional
financing. The venture capitalist may provide them with financing
only if they agree to go public in 3 to 5 years. In such a case, the
entrepreneur and the investor may make the decision.

Other entrepreneurs may decide to go public when they
review their 3- to 5-year business plan and realize that their ability
to grow as fast as they would like will be determined by the avail-
ability of outside equity capital—more than they can get from insti-
tutional investors.

Interviews and Selection of Investment Banks

Once the decision to go public has been made, the entrepreneur
must hire one or more investment banks to underwrite the offering.
This process of selecting an IB is called the “bake-off.” Ideally, sev-
eral IBs that are contacted by the entrepreneur will quickly study the
company’s business and afterwards solicit, via presentations and
meetings, the entrepreneur’s selection of their firms. The IB’s com-
pensation is typically no more than 7 percent of the capital raised.

Underwriter(s) Meetings

After the IBs are selected, the entrepreneur will meet with the
underwriters to plan the IPO. This process includes determining
the company’s value, the number of shares that will be issued, 
the selling price of the shares, and the timing of the road show and
the IPO.

In typical public offerings, the underwriters buy all of the
company’s shares at the initial offer price and then sell them at the
IPO. When underwriters make this agreement with the entrepre-
neurs, this is called a firm commitment.

There are also underwriters that make “best-efforts” agree-
ments. In this case, they will not purchase the stock but will make
every effort to sell it to a third party.

IPO Registration

The entrepreneur’s attorney must file the registration statement
with the SEC. This is a two-part document. The first part is called
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a prospectus and discloses all the information about the company,
including the planned use of the money, the valuation, a descrip-
tion of management, and financial statements. The prospectus is
the document given to potential investors.

The first printing of this prospectus is called a red herring
because it contains warnings to the reader that certain things in the
document might change. These warnings are printed in red ink.

The second part of the document is the actual registration
statement. The four items disclosed are:

■ Expenses of distribution
■ Indemnification of directors and officers
■ Recent sales of unregistered securities
■ Exhibits and financial statement schedules27

SEC Approval

The SEC reviews the registration statement in detail to determine
that all disclosures have been made and that the information is cor-
rect and easy to comprehend. The reviewer can approve the state-
ment, allowing the next step in the IPO process to commence; delay
the review until changes are made to the statement that satisfy the
reviewer; or put a “stop order,” which terminates the statement
registration process with a disapproval decision.

The Road Show

Once approval of the registration statement has been obtained, the
entrepreneur and the IB are free to begin the process of marketing
the IPO to potential investors. This is called the road show, where
the entrepreneur makes presentations about the company to the
potential investors that the IB has identified.

Investment Commitments

During the road show, the entrepreneur makes a “pitch” for why
the investors should buy the company’s stock. After each presenta-
tion, the IBs will meet with the potential investors to determine
their interest. The investors’ tentative commitments for an actual
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number of shares are recorded in the “book” that the IB takes to
each road show presentation.

The IB wants to accumulate a minimum number of tentative
commitments before proceeding to the IPO. IBs like to have three
tentative commitments for every share of stock that will be
offered.28

The IPO

On the day when the IPO will occur, the investment bank and 
the entrepreneur determine the official stock selling price and the
number of shares to be sold. The price may change between the
time they began the road show and the day of the IPO, as a result
of interest in the stock. If the tentative commitments were greater
than a 3-to-1 ratio, then the offering price may be increased. It
may be lowered if the opposite occurred. That is exactly what
happened to the stock of Wired Ventures, which attempted to go
public in 1996. Originally the company wanted to sell 4.75 million
shares at $14 each. By the date of the IPO, it made the decision
with its IB, Goldman Sachs, to reduce the offering to 3 million
shares at a price of $10 per share. One of the reasons for this
change was the fact that hours before the stock had to be officially
priced for sale, the offer was still undersubscribed by 50 percent.
Even at this lower price, though, the IPO never took place. Wired
Ventures was not able to raise the $60 million it sought, and it
incurred expenses of approximately $1.3 million in its attempt to
go public.

Choosing the Right Investment Banker

As the preceding information shows, the ability to have a success-
ful IPO is significantly dependent on the IB. The most critical
aspects of an IB are its ability to value the company properly, assist
the attorney and entrepreneur in developing the registration state-
ment, help the entrepreneur develop an excellent presentation for
the road show, access its database to reach the proper potential
investors and invite them to the presentation, and sell the stock.
Therefore, the entrepreneur must do as much as possible to select
the best IB for her IPO. A few suggestions are as follows:
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■ Identify the firms that have successfully taken companies
public that are similar to yours in size, industry, and
amount to be raised. A great resource for finding these
companies is Going Public: The IPO Reporter, published by
Securities Data Publishing (212–765–5311).

■ Select experienced firms. At a minimum, the ideal firm 
has underwritten two deals annually for the past 3 years.
The firms that are underwriting eight deals per year, or
two each quarter, may be too busy to give proper attention
to your deal. Also eliminate those whose deals
consistently take more than 90 days to get registration
approval.

■ Select underwriters that price their deals close to at least
the stock’s first-day closing. If an underwriter prices the
stock too low, so that the stock increases dramatically in
price by the end of the first day, then the entrepreneur
sold more equity than needed. For example, if the initial
offering was 1 million shares at $5 per share and the stock
closed the first day at $10 per share, then the stock was
underpriced. Instead of raising $5 million for 1 million
shares, the entrepreneur could have raised the same
amount for 500,000 shares had the underwriter priced the
stock better.

■ Select underwriters that file planned selling prices close to
the actual price at the initial offering. Some underwriters
file at a price and then try to force the entrepreneur to
open at a lower price so that they can sell the stock and
their investors can reap the benefits of the increase. This
practice, when it is done, usually occurs a day or so prior
to the IPO, when the underwriter threatens to terminate
the offering if the price is not reduced. To minimize the
chances of this happening, the entrepreneur should select
only underwriters that have a consistent pattern of filing
and bringing the stock to the market at similar prices.

■ Select underwriters that have virtually no experience with
failing to complete the offering. Companies that file for an
IPO but do not make it are considered “damaged goods”
by investors.
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■ Get an introduction to the investment banker. Never cold-
call the banker. The company’s attorney or accountant
should make the introduction.29

THE FINANCING SPECTRUM

There’s an old dog food commercial that features a frolicking puppy
changing before our eyes into a mature dog. The commercial reminds
pet owners that as their dogs grow, the food that fuels them needs to
change too. Businesses are the same way with equity financing. As a
business evolves from an idea into a mature company, the type of
financing it requires changes. At the end of Chapter 8, the steps
through which many successful high-growth entrepreneurs raised
their equity capital were highlighted in the financing spectrum.

An actual entrepreneur who raised money from almost all the
sources of capital on that spectrum was Jeff Bezos. Figure 10-4
shows when Bezos raised capital and from whom.
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interest-free of common at a $5 million from KPCB $54 million
loan stock sold premoney at a $52 

to father for valuation million 
$100,000 premoney 

valuation
■ $10,000 ■ 847,716

equity invest- shares of 
ment for common 
10 million stock sold
shares of to mother for
common stock $144,000
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DIRECT PUBLIC OFFERINGS

In 1989, the SEC made it possible for companies seeking less than
$5 million to raise it directly from the public without going through
the expensive and time-consuming IPO process described earlier.
This direct process is aptly called a direct public offering, or DPO.
In a DPO, shares are usually sold for $1 to $10 each without an
underwriter, and the investors do not face the sophisticated
investor requirements. Forty-five states allow DPOs, and the usual
legal, accounting, and marketing fees are less than $50,000.

There are three DPO programs that have been used by thou-
sands of entrepreneurs. The programs are:

1. Regulation D, Rule 504, which is also called the Small
Corporate Offering Registration, a.k.a. SCOR

2. Regulation A
3. Intrastate

The SEC has a free pamphlet entitled “Q & A: Small Business
and the SEC—Help Your Company Go Public” available on its web
site at www.sec.gov. Let's discuss each DPO program in more detail.

■ Small Corporate Offering Registration. In the Small
Corporate Offering Registration, or SCOR, program, the
entrepreneur has 12 months to raise a maximum of $1
million. Shares can be sold to an unlimited number of
investors throughout the country via general solicitation
and even advertising. One entrepreneur who accessed
capital via a DPO was Rick Moon, the founder of
Thanksgiving Coffee Co. Rick raised $1.25 million in 1996
for 20 percent of his coffee and tea wholesaling company,
which had annual revenues of $4.6 million. He
aggressively advertised the offering to his suppliers and
customers on his Web site, in his catalog, on his coffee-
bean bags, and on the bean dispensers in stores.30

■ Regulation A offering. Under the Regulation A program, an
entrepreneur can raise a maximum of $5 million in 12
months. Unlike offerings under SCOR, where no SEC
filings are required, this offering must be filed with the
SEC. Otherwise, all the attributes assigned to SCOR are
applicable to Regulation A. Dorothy Pittman Hughes, the
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founder of Harlem Copy Center, with $300,000 in annual
revenues in 1998, began raising $2 million under this
program by offering stock for $1 per share. The minimum
number of shares that adults could buy was 50; for
children, the minimum was 25.31

■ Intrastate program. The intrastate program requires
companies to limit the sale of their stock to investors in
one state. This program has other significant differences
from SCOR and Regulation A. First, there are no federal
laws limiting the maximum that can be raised or the time
allowed. These two items vary by state. The other
difference is that the stock cannot be resold outside the
state for 9 months.

The DPO is best suited for historically profitable companies
with audited financial statements and a well-written business plan.
Shareholders are typically affinity groups that are somehow tied to
the company, such as customers, employees, suppliers, distribu-
tors, and friends. After completing a DPO, the company can still do
a traditional IPO at a later date. Real Goods Trading Company did
just that. In 1991, it raised $1 million under SCOR. Two years later,
it raised an additional $3.6 million under Regulation A. Today its
stock is traded on the Nasdaq market.

DPOs have a few negative aspects. First, it is estimated that
over 70 percent of those who register for a DPO fail, for various
reasons. But the greatest drawback is the fact that there is no pub-
lic market exchange like the NYSE for DPO stock. This type of
exchange brings sellers and buyers together, and that does not
exist for DPOs. Therefore, the ability to raise capital is negatively
affected by legitimate concerns on the potential investors’ part
that their investment cannot be made liquid easily. Another prob-
lem is that the absence of a market leaves the market appreciation
of the stock in question. One critic of DPOs said, “There is 
no liquidity in these offerings. Investors are stepping into a leg-
hold trap.”32 As a result, DPO investors tend to be long-term-
focused. Trading in the stock is usually arranged by the company
or made through an order-matching service that the company
manages. The shareholders can also get liquid if the company is
sold, the owners buy back the stock, or the company does a tra-
ditional IPO.
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Because this is a book about finance, not about law, we have
intentionally avoided a long discussion of the legal aspects of
entrepreneurship. That doesn’t mean that you should ignore the
legal ins and outs of running a business or getting one started. One
great resource that comes highly recommended from my students
is the book The Entrepreneur’s Guide to Business Law by Constance
Bagley and Craig Dauchy.
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