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Introduction

ENTR467/667: Decoding Finance and Venture Capital for Entrepreneurs is designed to introduce
prospective founders to the areas of finance which are particularly relevant in startup and quick-growth
phases. In Part |, the course briefly discusses the role of the entrepreneur within capitalist economic
systems; explores different risk tolerances and other behavioral issues; considers critical entrepreneurial
dilemmas such as when to found, what kind of team to put together, and how to best finance an endeavor;
carefully considers the issue of agency—along with the countless misalignments driven by it (which can
wreck even the best opportunities); and, finally, encourages critical consideration of shareholder primacy
vis-a-vis other stakeholders—a matter more-or-less taken as a given in finance, but challenged most
everywhere else. In Part Il, the course introduces some of the fundamentals of corporate finance with
particular emphasis on financial statements and firm-level analysis of liquidity, leverage, asset
management, and profitability; explores the sources of start-up capital with a special emphasis on boot-
strapping techniques, angel investors, commercial banks and other asset-based lenders, venture capital,
and an array of alternative sources; and, finally, outlines both the capital sources typically used to drive
later-stage growth such as private and public equity as well as the strategies employed with IPOs, APOs,
LBOs, and rollups receiving the most attention. In Part lll, the course presents a detailed look at valuation
at both the project-level and the firm-level—with traditional comparable and discounted cash flow (DCF)
methods sharing the spotlight with more nuanced, real options-based alternatives. In Part IV, the course
concludes with a critical review of corporate governance—typically defined as covering the mechanisms,
processes, and practices by which a firm is directed and controlled—with special emphasis on small firms,
small firms, and family businesses.

Grading and Assignments

Standard grading (A-F) will be used in this course. Additionally, the plus/minus system will be applied as
follows:

93 <A 80 < B- 67 <D+
90 < A- 77 < C+ 63<D
87 < B+ 73<C 60 < D-
83<B 70< C- 60>F

The final grade will be determined based on the completion of the following requirements:


mailto:danbyp@udel.edu

Written Exercises (20%)
Final Presentation (30%)
Final Examination (50%)

I maintain the right to follow the grading scale set forth above; however, | have little interest in handing
out poor marks. If students are committed and energetic about learning, | am confident that final course
grades will pretty much fall into place.

Course Materials
ENTR467/667does not require a primary textbook; however, the following texts are recommended:

Marks, K., et al., 2009, The Handbook of Financing Growth: Strategies, Capital Structure, and M&A
Transactions, Wiley.

Metrick, A. and A. Yasuda, 2011, Venture Capital & the Finance of Innovation, Wiley.

A few scholarly, practitioner, and news-related readings are also suggested. Many of these selections are
expressly noted in this syllabus; however, | occasionally will provide reading packets via Sakai which are
to be considered TBD for the purposes of flexibility (as the winter session progresses, | may tweak readings
to provide for a better fit with past conversations, current events, etc.)

Though by no means required, select chapters of the following textbooks can be quite helpful for students
when it comes to taking some of the foundational material of this course a step further (both of these
texts are often used in different 800-level courses offered by the Department of Finance):

Berk, J., P. DeMarzo, and J. Harford. Fundamentals of Corporate Finance. Pearson, 2011. (“BDH”)

Copeland, T., J. Weston, and K. Shastri.Financial Theory and Corporate Policy.Addison-Wesley, 2005.
(IICWSII)

Other supplemental materials (some are classics, others are contemporary, and some have simply caught
my eye) are noted throughout the tentative schedule. These are absolutely not required readings, but
will probably color my discussions to some extent on a weekly basis. Additionally, they serve as good
resources for further consideration if a particular topic should happen to catch your interest, remain
elusive after our in-class discussion(s), etc.

Sakai
On Sakai, you will find the following:

o A copy of the syllabus

e Links to all suggested readings (except for books)
e All exploratory notes

e Problem sets and answer keys

e Practice exams, supplements, and answer keys



My exploratory notes are presented in an outline form which should be filled out as the lecture/discussion
proceeds on a weekly basis. To help ensure good attendance, | do not post completed exploratory notes
on Sakai (only the outline) and | will not be swayed on this particular issue. If you are absent from a
session, you will need to gather the missed information from a classmate.

N.B. Exploratory notes will be posted no later than the morning of class. Links to all readings will be posted
at least one week ahead of their respective due dates. Please print out all notes and bring them with you
(if you prefer, you may use your laptops or tablet devices for viewing, note-taking, etc. in class) as paper-
handouts will not be provided.



PART I: INTRODUCTION AND RECURRING THEMES — ECONOMIC DYNAMISM, OPPORTUNITIES, AND
SOURCES OF CONFLICT

Applied material makes up a notable portion of this course; however, the first three lectures are decidedly
theoretical in nature (with a heavy dose of anecdotes to drive home the primary ideas). Though
entrepreneurship as an academic discipline continues to lack generally accepted cumulative or unified
theory of its own (as the definitions of entrepreneurship and the entrepreneur remain subject to vigorous
debate, perhaps this should not be too surprising) and has historically focused more on describing (as
opposed to predicting) entrepreneurial phenomena, the entrepreneurship literature does pull from the
theoretical wells of other well established disciplines including economics, sociology, psychology, business
management, strategy, industrial organization, accounting, and finance, among others. Theory,
regardless of its reputation for being dry, prescribes behavior—in an entrepreneurial context, it tells us
what entrepreneurs should do. But, why not just study what entrepreneurs do? The overwhelming
majority of them fail. There is certainly room in the classroom for anecdotes, rules of thumb, and war
stories, but theory neither can nor should be crowded out entirely.



August 28, 2018 - The Entrepreneurial Environment - Capitalism, Entrepreneurship, and (Some)
Economic Theory

“Capitalism, then, is by nature a form or method of economic change and not only never is but never can
be stationary...[and the] fundamental impulse that sets and keeps the capitalist engine in motion comes
from the new consumers’ goods, the new methods of production or transportation, the new markets, the
new forms of industrial organization that capitalist enterprise creates...[which incessantly revolutionize]
the economic structure from within, incessantly destroying the old one, incessantly creating a new one.” -
J. Schumpeter, Capitalism, Socialism and Democracy (1947)

Economics is more-or-less dominated today by the synthesis of neoclassical and Keynesian economics—
a fact which, in all likelihood, colored your introductory economics courses. Interestingly enough,
however, the concept of profit—the driving force behind the capitalist system—has no place in the
neoclassical tradition due to the assumption of perfect competition (which drives equilibrium and,
therefore, eliminates profits). In such a world (which empirically does not seem to be too similar to our
own), scant attention need be paid to the entrepreneur. Though such theoretical parsimony certainly has
value, alternative frameworks exist which not only include the entrepreneur, but identify the role as being
critical to the dynamic and (sometimes paradigmatic) change inherent to capitalist systems.

Lecture Notes:

Syllabus and Discussion of Course Content
8 28 18 Part_1 (The Entrepreneurial Environment)

Suggested Readings:

Cheah, H., 1990, “Schumpeterian and Austrian Entrepreneurship: Unity within Duality,”
Journal of Business Venturing 5: 341-47.

Obrinsky, M., 1983, Profit, Theory and Capitalism, Philadelphia: University of
Pennsylvania. Selections from Chapters 1, 4-5.

Schumpeter, J., Capitalism, Socialism and Democracy, Harper and Brothers, New York:
1947. Chapter VII: The Process of Creative Destruction.

Additional Readings of Note:

Arrow, K., 1974, “Limited Knowledge and Economic Analysis,” American Economic Review
98(5): 893-921.

Carland, J., F. Hoy, and Jo.Carland, 1988, “’“Who is an Entrepreneur?’ is A Question Worth
Asking,” American Journal of Small Business 12(4): 33-9.

Chiles, T., A. Bluedorn, and V. Gupta, 2007, “Beyond Creative Destruction and
Entrepreneurial Discovery: A Radical Austrian Approach to Entrepreneurship,”
Organization Studies 28(4): 467-93.

Coase, R., 1937, “The Nature of the Firm,” Economica 4(16): 386-405.

Gartner, W., 1988, “’“Who is an Entrepreneur?’ is the Wrong Question,” American Journal
of Small Business 12(4): 11-32.

Geroski, P, 1995, “What Do We Know About Entry?,” International Journal of industrial
Organization 13: 421-40.

Kirzner, 1., 1973, Competition and Entrepreneurship, University of Chicago Press.



--, 1997, “Entrepreneurial Discovery and the Competitive Market Process: An Austrian
Approach,” Journal of Economic Literature 35(1): 60-85.

Knight, F., 1964, Risk, Uncertainty and Profit, New York: Augustus Kelley.

Low, M., 2001, “The Adolescence of Entrepreneurship Research: Specification of
Purpose,” Entrepreneurship Theory and Practice 24(4): 17-25.

-- and I. MacMillan, 1988, “Entrepreneurship: Past Research and Future Challenges,”
Journal of Management 14: 139-61.

McCraw, T., 2007, Prophet of Innovation: Joseph Schumpeter and Creative Destruction,
Harvard University Press.

Parker, S., 2005, “The Economics of Entrepreneurship: What We Know and What We
Don’t,” Foundations and Trends in Entrepreneurship 1(1): 1-54.

Ross, S., 1987, “The Interrelations Between Finance and Economics: Theoretical

Perspectives,” American Economic Review 77: 29-34.

Schumpeter, J., 1961, The Theory of Economic Development: An Inquiry into Profits,
Capital, Credit, Interest, and the Business Cycle, New York: Oxford University
Press, 65-94, 128-56.

Shane, S. and S. Venkataraman, 2000, “The Promise of Entrepreneurship as a Field of
Research,” Academy of Management Review 25(1): 217-26.

Venkataraman, S., 1997, “The Distinctive Domain of Entrepreneurship Research,”
Advances in Entrepreneurship, Firm Emergence and Growth 3: 119-38.



September 4, 2018 - Sources of Entrepreneurial Opportunities, Different Perceptions of Risk, and a
Departure from Homo Economicus

“There is no such thing as a ‘resource’ until man finds a use for something in nature and thus endows it
with economic value.” — P. Drucker, “Purposeful Innovation and the Seven Sources of Innovative
Opportunity” (1985)

“Fundamentally, in a system where the knowledge of the relevant facts is dispersed among many people,
prices can act to coordinate the separate actions of different people in the same way as subjective values
help the individual to coordinate the parts of his plan.” — F. Hayek, “The Use of Knowledge in Society”
(1945)

“It has been shown in a number of psychological studies that people suffer a wishful thinking bias, that is,
they overestimate the probability of success of entities that they feel associated with.” — R. Shiller,
“Bubbles, Human Judgment, and Expert Opinion” (2001)

Within or without “the perennial gale of creative destruction” (Schumpeter 1945), entrepreneurs seek
out opportunities, materially innovative or otherwise, for profitable exploitation—whether by creating
inefficiencies, eliminating them, some combination of the two, or via some other mechanism(s) entirely.
Empirically, we know that the overwhelming majority of entrepreneurs fail; therefore, it makes sense to
ask the question: why do people actually seek out and attempt to exploit entrepreneurial opportunities if
the outcome is predictably bad? Neoclassical economic theory has little to say about this question given
the assumption that participants are strictly rational, self-interested, utility-maximizing agents (“Homo
economicus”)—an assumption that spills over into the core of financial theory and serves as a driver of
market efficiency (an equilibrium condition). But, are real life human beings really such automatons?
Certainly not. Though the implications are debatable, humans are emotional and prone to logical errors—
in matters both mundane and critical. Accordingly, the fundamental tenants of behavior are appropriate
for consideration.

Lectures:

9 4 18 Part_1 (Sources of Entrepreneurial Opportunities)
9_4 18 Part_2 (Risk Preferences and a Departure from Homo Economicus)
Suggested Readings:

Drucker, P., 1985, “Purposeful Innovation and the Seven Sources for Innovative
Opportunity,” in The Foundations of Entrepreneurship, Volume I: Edward Elgar
Publishing, Northampton, MA: 187-193.

Hayek, F., 1945, “The Use of Knowledge in Society,” American Economic Review 34(4):
519-30.

Shefrin, H., 2001, “Behavioral Corporate Finance,” Journal of Applied Corporate Finance
14.3: 113-26.



Additional Readings of Note:

Caliendo, M., F. Fossen, and A. Kritikos, 2009, “Risk Attitudes of Nascent Entrepreneurs-
New Evidence from an Experimentally Validated Survey,” Small Business
Economics 32(2): 153-67.

Drucker, P., 1985, “Source: The Unexpected,” in The Foundations of Entrepreneurship,
Volume I: Edward Elgar Publishing, Northampton, MA: 194-213.

--, 1985, “Source: Incongruities,” in The Foundations of Entrepreneurship, Volume I:
Edward Elgar Publishing, Northampton, MA: 214-25.

--, 1985, “Source: Process Need,” in The Foundations of Entrepreneurship, Volume I.
Edward Elgar Publishing, Northampton, MA: 226-32.

--, 1985, “Source: Industry and Market Structures,” in The Foundations of
Entrepreneurship, Volume I: Edward Elgar Publishing, Northampton, MA: 233-44.

--, 1985, “Source: Demographics,” in The Foundations of Entrepreneurship, Volume I:
Edward Elgar Publishing, Northampton, MA: 245-55.

--, 1985, “Source: Changes in Perception,” in The Foundations of Entrepreneurship,
Volume I: Edward Elgar Publishing, Northampton, MA: 256-63.

--, 1985, “Source: New Knowledge,” in The Foundations of Entrepreneurship, Volume I
Edward Elgar Publishing, Northampton, MA: 264-86.

--, 1985, “The Bright Idea,” in The Foundations of Entrepreneurship, Volume I: Edward
Elgar Publishing, Northampton, MA: 287-89.

Fama, E., 1970, “Efficient Capital Markets: A Review of Theory and Empirical Work,”
Journal of Finance 25: 383-417.

--, 1991, “Efficient Capital Markets Il,” Journal of Finance: 1575-1617.

--, 1965, “The Behavior of Stock Market Prices,” Journal of Business 38: 34-105.

--, 1997, “Market Efficiency, Long-Term Returns, and Behavioral Finance,”Journal of
Financial Economics 49: 283-306.

Hall, R. and S. Woodward, 2010, “The Burden of the Nondiversifiable Risk of
Entrepreneurship,” American Economic Review 100(3): 1163-94.

Kahneman, D. and A. Tversky, 1979, “Prospect Theory: An Analysis of Decisions Under
Risk,” Econometrica47: 263-91.

Kan, K. and W. Tsai, 2006, “Entrepreneurship and Risk Aversion,” Small Business
Economics 26(5): 465-74.

Petrakis, P., 2004, “Entrepreneurship and Risk Premium,” Small Business Economics 23(2):
85-98.

Sarasvathy, D.K., N. Dew, and S. Ramakrishna, 2003, “Three Views of Entrepreneurial
Opportunity,” Handbook of Entrepreneurship Research: 141-160.

--, H. Simon, and L. Lave (1998), “Perceiving and Managing Business Risks: Differences
Between Entrepreneurs and Bankers,” Journal of Economic Behavior and
Organization 33(2): 207-25.

Shane, S. and J. Eckhardt, 2003, “The Individual-Opportunity Nexus,” Handbook of
Entrepreneurship Research: Kluwer: 161-91.

Shefrin, H., 2005, Behavioral Corporate Finance, McGraw-Hill.

--, 2007, Beyond Greed and Fear: Understanding Behavioral Finance and the Psychology
of Investing, Oxford University Press.

Taleb, Nassim, 2005, Fooled By Randomness: The Hidden Role of Chance in Life and in the
Markets, Random House.



--, 2007, The Black Swan: The Impact of the Highly Improbable, Random House.

Ucbasaran, D., P. Westhead, and M. Wright, 2008, “Opportunity Identification and
Pursuit: Does an Entrepreneur’s Human Capital Matter,” Small Business
Economics 30(2): 153-73.

Vereshchagina, G. and H. Hopenhayn, 2009, “Risk Taking by Entrepreneurs, The American
Economic Review 99(5): 1808-30.

Wu, B. and A.M. Knott, 2006, “Entrepreneurial Risk and Market Entry, Management
Science 52.9: 1315-30.



September 11, 2018 - Founders’ Dilemmas, Agency Theory (with Some Application), and the Matter of
Shareholder Primacy

“Founders are usually convinced that only they can lead their start-ups to success...[success, however,
makes] founders less qualified to lead the company and changes the power structure so they are more
vulnerable. ‘Congrats, you’re a success! Sorry, you’re fired,” is the implicit message that many investors
have to send founder CEOs.” - N. Wasserman, “The Founder’s Dilemma” (2008)

“Moralists tend to have a low opinion of self-interest. They are scandalized by economists’ postulate of
universal self-interest which they ‘consider to be an implied slur on human nature.” Typically, they view
self-interest as an impulse to be controlled or transcended. It [is] the serpent that must be expelled if we
are to regain Eden.” - I. Maitland, “The Human Face of Self-Interest” (2002)

“The faults of the burglar are the qualities of the financier.” - G. Bernard Shaw (1905)

When to found? What kind of team? What type of financing? What can happen when goals and/or risk
tolerances are not aligned across principals and agents? The entrepreneurial world is rife with conflict—
and not just between competing firms; indeed, entrepreneurs frequently find themselves (fiercely) at
odds with their business partners and/or investors due to a particularly potent mix of asymmetric
information, misaligned interests, and perverse incentives. Oftentimes, entrepreneurs want one thing
and their financial benefactors another. Understandably, the end result of such misalignment can be
disastrous for one or more parties. A full understanding of the mindset of different partners
(counterparties) and recognition of potential sources of conflict is critical for both entrepreneurs and
capitalists.

Lecture Notes:

9_11_18 Part_1 (Founders’ Dilemmas)
9_11_18 Part_2 (Agency — Theory and Implications)
9_11_18 Part_3 (Shareholder Primacy — Theory and Implications)

Suggested Readings:

Friedman, M., 1962, “The Social Responsibility of Business Is to Increase its Profits,” New
York Times. http://www.umich.edu/~thecore/doc/Friedman.pdf

Jensen, M., 1994, “Self-Interest, Altruism, Incentives, and Agency Theory,” Journal of
Applied Corporate Finance 7(2): 40-5.

Wasserman, N., 2008, “The Founder’s Dilemma,” Harvard Business Review.

Additional Readings of Note:

Brennan, M., 1994, “Incentives, Rationality, and Society,” Journal of Applied Corporate
Finance 7(2): 31-9.

Carson, T., 2003, “Self-Interest and Business Ethics: Some Lessons of the Recent
Corporate Scandals,” Journal of Business Ethics 33(4): 389-94.

Collins, J. C., 2001, Good to Great. HarperCollins, New York.

--, ). I. Porras, 1994, Built to Last, HarperCollins, New York.



Donaldson, T. and L. Preston, 1995, “The Stakeholder Theory of the Corporation:
Concepts, Evidence, and Implications,” The Academy of Management Review
20(1): 65-91.

Eisenhardt, K., 1989, “Agency Theory: An Assessment and Review,” The Academy of
Management Review 14(1): 57-74.

Fama, E., 1980, “Agency Problems and the Theory of the Firm,” Journal of Political
Economy 88: 288-307.

Folger, R. and R. Salvador, 2008, “Is Management Theory Too ‘Self-ish’?,” Journal of
Management 34(6): 1127-51.

Frank, R., T. Gilovich, and D. Regan, 1993, “Does Studying Economics Inhibit Co-
operation,” Journal of Economic Perspectives 7: 159-71.

Freeman, R., 2000, "Business Ethics at the Millenium," Business Ethics Quarterly 10(1):
169-80.

--, 1999, "Divergent Stakeholder Theory," Academy of Management Review 24(2): 233-
6.

--, 1994, "The Politics of Stakeholder Theory: Some Future Directions," Business Ethics
Quarterly 4 (4): 409-22.

--, 1984, Strategic Management: A Stakeholder Approach, Pitman Publishing, Boston.

--, A. Wicks, and B. Parmar, 2004, “Stakeholder Theory and ‘The Corporate Objective
Revisited,”” Organization Science 15(3): 364-9.

Friedman, A. and S. Miles, 2002, “Developing Stakeholder Theory,” Journal of
Management Studies 39(1): 1-21.

Friedman, M., 1962, Capitalism and Freedom, University of Chicago.

Fontrodona, J. and A. Sison, 2006, “The Nature of the Firm: Agency Theory and
Shareholder Theory: A Critique from Philosophical Anthropology,” Journal of
Business Ethics 66(1): 33-42.

Heath, J., 2009, “The Uses and Abuses of Agency Theory,” Business Ethics Quarterly
19(4): 497-528.

Jensen, M. and W. Meckling, 1976, “Theory of the Firm: Managerial Behavior, Agency
Costs and Ownership Structure,” Journal of Financial Economics 4(4): 305-60.

-- and K. Murphy, 1990, “Performance, Pay and Top Management Incentives,” Journal of
Political Economy 98(2): 225-64.

Laplume, A., K. Sonpar, and R. Litz, 2008, “Stakeholder Theory: Reviewing a Theory that
Moves Us,” Journal of Management 34(6): 1152-89.

Maitland, 1., 2002, “The Human Face of Self-Interest,” Journal of Business Ethics 38(1/2):
3-17.

Mitchell, R., B. Agle, D. Wood, 1997, “Toward a Theory of Stakeholder Identification and
Salience: Defining the Principal of Who and What Really Counts,” The Academy
of Management Review 22(4): 853-86.

Ross, S., 1973, “The Economic Theory of Agency: The Principal’s Problem,” American
Economic Review 63: 134-9.

Schaefer, B., 2008, “Shareholders and Social Responsibility,” Journal of Business Ethics
81(2): 297-312.

Thaler, R. and H. Shefrin, 1981, “An Economic Theory of Self Control,” Journal of Political
Economy 89(2): 392-406.

Wasserman, N., 2013,The Founder’s Dilemmas: Anticipating and Avoiding the Pitfalls
that Can Sink a Startup, Princeton University Press.



Willard, G., D. Krueger, and H. Feeser, 1992, “In Order to Grow, Must the Founder Go: A
Comparison of Performance Between Founder and Non-Founder Managed
High-Growth Manufacturing Firms,” Journal of Business Venturing 7: 181-95.



PART II: INTRODUCTION TO FINANCIAL STATEMENTS (AND ANALYSIS), SOURCES OF CAPITAL FOR
EARLY-STAGE FIRMS, EXIT STRATEGIES, AND CAPITAL STRUCTURE

Stepping away from theoretical foundations, the next six lectures, though certainly not blind to theory,
are materially more applied in nature. What does an income statement tell us? How about a balance
sheet? Is a given project appropriate for bank financing? What about for venture capital financing? Is
growth always connected to value? What exit options are available? Questions such as these are of
fundamental importance to early-stage firms; in fact, scholarship has yielded strong evidence that
startups which develop financial statements, implement better financial controls, adequately fund their
operations from appropriate sources, and plan strategically are much more likely to survive. But, financial
literacy is by no means ubiquitous amongst entrepreneurs. To the contrary, entrepreneurs are oftentimes
shockingly unaware of even the basics—a fact which can and does drive unrealistic (and oftentimes
absurd) projections,insufficient (frequently non-existent) controls, and ultimate failure.



September 18, 2018 - Introduction to Financial Statements: Basics, Analysis, and Development

“[The evidence] indicates that growth and the adoption of management systems reinforce each other as
companies transition through their first ‘growth crisis.” We also find evidence informative to the empirical
regularity found in early-stage startup firms where founders are replaced as CEOs more often than
expected. We find that CEOs with lower adoption of MCSs are more likely to be replaced. Overall, the
evidence supports the relevance of these systems to the growth of startup firms beyond their initial stage.”
— A. Davila and G. Foster, “Management Control Systems in Early-Stage Startup Companies (2007)

“Forecasts may tell you a great deal about the forecaster; they tell you nothing about the future.”
— Warren Buffett

Sound decision-making in an entrepreneurial context demands organized and timely financial data. Not
all startup firms will be concerned with the same financial measures—firms with high-growth potential,
for instance, may be willing to sacrifice short- and medium-term profitability for long-term value while
firms with lesser opportunities are likely to be more myopic. For firms with outside funding, the
importance of financial statements increases even further as they constrain managerial action, mitigate
asymmetries, and establish a foundation for performance evaluation, among other things. A general
understanding of the basic financial statements, methods of analysis, and practice when it comes to
drafting them is a must for all entrepreneurs.

Lecture Notes:

9 18 18 Part_1 (Income Statement, Balance Sheet, and Statement of Cash Flows)
9 18 18 Part_2 (Financial Statement Analysis)
9 18 18 Part_3(Pro Forma Development)

Suggested Readings:

Blank, S., 2013, “Why the Lean Start-Up Changes Everything,” Harvard Business Review.

1999, “Accounting Policies and Procedures for Early Stage Companies,”
PriceWaterhouse Coopers.

Rigoglioso, M., 2005, “Smart Startups Don’t Wait to Set Up Accounting Systems,”
Insights by Stanford Business.

Additional Readings of Note:

Almeida, H., M. Campello, and M. Weisbach, 2004, “The Cash Flow Sensitivity of Cash,”
Journal of Finance 59(4): 1777-1804.

Baiman, S., 1982, “Agency Research in Management Accounting: A Survey,” Review of
Accounting Studies 17: 119-54.

Ballantine, J., F. Cleveland, and C Koeller, 1993, “Profitability, Uncertainty, and Firm
Size,” Small Business Economics 5(2): 87-100.

Cassar, G., 2009, “Financial Statement and Projection Preparation in Start-up Ventures,”
The Accounting Review 84(1): 27-51.

Chenhall, R. and D. Morris, 1986, “The Impact of Structure, Environment, and
Interdependence on the Perceived Usefulness of Management Accounting
Systems,” The Accounting Review 61: 16-35.



-- and K. Langfield-Smith, 1998, “The Relationship Between Strategic Priorities,
Management techniques and Management Accounting: An Empirical
Investigation Using a Systems Approach,” Accounting, Organizations and Society
23:533-41.

Davila, A. and G. Foster, 2007, “Management Accounting Systems Adoption Decisions:
Evidence and Performance Implications,” The Accounting Review 80(4): 1039-
68.

--, 2007, “Management Control Systems in Early-Stage Startup Companies,” The
Accounting Review 82(4): 907-37.

Gentry, J., 1988, “State of the Art of Short-Run Financial Management,” Financial
Management 17(2): 41-57.

Granland, M. and J. Taipaleenmaki, 2005, “Management Control and Controllership in
New Economy Firms — A Life Cycle Perspective,” Management Accounting
Research 16: 21-57.

Hand, J., 2005, “The Value Relevance of Financial Statements in the Venture Capital
Market,” The Accounting Review 80(2): 613-48.

Holtz-Eakin, D., D. Joulfaian, and H. Rosen, 1994, “Sticking it Out: Entrepreneurial
Survival and Liquidity Constraints,” Journal of Political Economy 102(1): 53-75.

Lee, Y. and J. Stowe, 1993, “Product Risk, Asymmetric Information and Trade Credit,”
Journal of Financial and Quantitative Analysis 28(2): 285-300.

Long, M., I. Malitz, and S. Ravid, 1993, “Trade Credit, Quality Guarantees, and Product
Marketability,” Financial Management 22(4): 117-27.

Mian, L. and C. Smith, 1994, “Extending Trade Credit and Financing Receivables,” Journal
of Applied Corporate Finance 7(1): 75-84.

--, 1992, “Accounts Receivable Management Policy: Theory and Evidence,” Journal of
Finance 47(1): 169-200.

Moores, K. and S. Yuen, 2001, “Management Accounting Systems and Organizational
Configuration — A Life-Cycle Perspective,” Accounting, Organizations and Society
26: 351-89.

Narayana, V. and A. Davila, 1998, “Using Delegation and Control Systems to Mitigate the
Trade-off Between the Performance-Evaluation and Belief-Revision Use of
Accounting Signals,” Journal of Accounting and Economics 25(3): 255-82.

Payne, C., 2004, “The ABCs of Cash Management,” Journal of Corporate Accounting and
Finance 16(1): 3-8.

Reid, G., 1996, “Financial Structure and the Growing Small Firm: Theoretical
Underpinning and Current Evidence,” Small Business Economics 8(1): 1-7.

Sandino, T., 2007, “Introducing the First Management Control Systems: Evidence from
the Retail Sector,” The Accounting Review 82: 256-96.

Scherr, F. and H. Hulburt, 2001, “The Debt Maturity Structure of Small Firms,” Financial
Management 30(1): 85-111.

Smith, J., 1987, “Trade Credit and Information Asymmetry,” Journal of Finance 42(4):
863-72.

Walker, E. and J. Petty, 1978, “Financial Differences between Large and Small Firms,”
Financial Management 7(4): 61-8.



September 25, 2018 - Traditional Sources of Capital for Early-Stage Firms: Bootstrapping Resources,
Angel Investment, and Commercial Banks and Other Asset-Backed Lenders

“Venture capital financing is the exception, not the norm, among start-ups. Historically, only a tiny
percentage (fewer than 1%) of U.S. companies have raised capital from VCs...[but] less venture capital
doesn’t mean less start-up capital. Non-VC sources of financing are growing rapidly and giving
entrepreneurs many more choices than in the past. Angel investors—affluent individuals who invest
smaller amounts of capital at an earlier stage than VCs do—fund more than 16 times as many companies
as VCs do, and their share is growing.” - D. Mulcahy, “Six Myths About Venture Capitalists” (2013)

“Bootstrap financing is a variety of ingenious methods that find resources, maximize their efficient use,
and minimize the explicit costs associated with using resources whether they are found inside the
business, obtained from other people, or provided by other companies and organizations.” - L. Neeley

Though venture capital (VC) seemingly gets most of the attention, the overwhelming majority of
entrepreneurial ventures in the United States will never secure VC investment. A plethora of alternative
funding sources exist, however, which are much more readily obtainable—though they all yield their own
trade-offs, challenges, and risks—for the cross-section of startups and fast-growing firms: loans and/or
investment from friends and family (and fools), customer prepayments, vendor financing, deferred
employee compensation, angel investment, receivables financing, leasing, and traditional bank financing,
to just name a few.

Lecture Notes:

9 25 18 Part_1 (Bootstrapping Resources)
9 25 18 Part_2 (Angel Investment)
9_25_18 Part_3 (Commercial Banks and Other Asset-Based Lenders)

Suggested Readings:

The Handbook of Financing Growth (Chapter 5:69-118; Chapter 6: 203-300)

Bhide, Amar, 1992, “Bookstrap Finance: The Art of Startups,” Harvard Business Review
November-December.

Torres, N, 2015, “What Angel Investors Value Most When Choosing What to Fund,”
Harvard Business Review.

Additional Readings of Note:

Benajmin, G. and J. Margulis, 1999, Angel Financing: How to Find and Invest in Private
Equity, Wiley.

Brennan, M., V. Miksimovic, and J. Zechner, 1988, “Vendor Finance,” Journal of Finance
43(5): 1127-41.

--, 2013, Angel Capital: How to Raise Early-Stage Private Equity Financing, Wiley.

Freear, J., 2002, “Angels on Angels: Financing Technology-Based Ventures — A Historical
Perspective,” Venture Capital 4(4): 275-87.

Hill, B. and D. Power, 2002, Attracting Capital From Angels, Wiley.



Ibrahim, D., 2008, “The (Not So) Puzzling Behavior of Angel Investors,” Faculty
Publications — William and Mary Law School Scholarship Repository. Paper
1685.

Kerr, W., J. Lerner, and A. Schoar, 2010, “The Consequences of Entrepreneurial Finance:
A Regression Discontinuity Analysis,” NBER Working Paper 15831.

Leavitt, J., 2005, “Burned Angels: The Coming Wave of Minority Shareholder Oppression
Claims in Venture Capital Start-up Companies,” North Carolina Journal of Law
and Technology 6(2): 223-88.

Neeley, L., “Bootstrap Finance,” Unpublished Working Paper.

Osnabrugge, M. and R. Robinson, 2000, Angel Investing: Matching Startup Funds with
Startup Companies—The Individual Guide for Entrepreneur, Individual Investors,
and Venture Capitalists, Wiley.

Petersen, M. and R. Rajan, 1997, “Trade Credit: Theories and Evidence,” Review of
Financial Studies 10(3): 661-91.

Ries, E., 2011, The Lean Startup: How Today’s Entrepreneurs Use Continuous Innovation
to Create Radically Successful Businesses, Crown Business.

Sohl, J., 2003, “The US Angel and Venture Capital Market: Recent Trends and
Developments,” Journal of Private Equity 6(2): 7-17.

Van Auken, H., 2005, “Differences in the Usage of Bootstrap Financing Among
Technology-Based versus Nontechnology-Based Firms,” Journal of Small
Business Management 43: 93-103.

--, 2004, “The Use of Bootstrap Financing Among Small Technology-Based Firms,”
Journal of Developmental Entrepreneurship 9: 145-159.

--, and L. Neely, 1996, “Evidence of Bootstrap Financing Among Small Start-up Firms,”
Journal of Entrepreneurial and Small Business Finance 5: 235-250.

Wilner, B., 2000, “The Exploitation of Relationships in Financial Distress,” Journal of
Finance 55(1): 153-78.



October 2, 2018 - Traditional Sources of Capital for Early-Stage Firms: An Introduction to Venture
Capital

“While very few companies receive VC funding, a very large fraction of start-ups that make it to the public
company stage are venture capital-funded...[c]onsistent with this success, venture capital has fueled many
of the most successful start-ups of the last thirty years. Four of the twenty companies with the highest
market capitalization in the U.S. — Microsoft, Apple, Google, Cisco — have been funded by venture capital.
A large number of other highly valuable companies — Gilead, eBay, Amazon, Yahoo, Amgen, Adobe,
Celgene, Starbucks, Genzyme, Juniper, Symantec, Stryker, Intuit — were VC-funded.” — S. Kaplan and J.
Lerner, “It Ain’t Broke: The Past, Present, and Future of Venture Capital (2009)

Many entrepreneurs want venture capital; however, comparatively few are familiar with the nuances of
the VC industry and its participants. How do venture capitalists think? What is their business model?
How do they operate? Are they abusive towards entrepreneurs? What else besides money do they bring
to the table? Certainly, not all venture capital firms think and/or operate the same way, but as an asset
class there is much that is generalizable.

Lecture Notes:

10 _2 18 Part_1 (Introduction to the VC Industry and its Participants)
10 _2 18 Part_2 (VC Value Added and the Monitoring of Portfolio Firms)
10 2 18 Part_3 (VC Returns)

Suggested Readings:

The Handbook of Financing Growth (Chapter 5:122-51)

Venture Capital (Chapters 1-3, 5)

Zider, Bob, 1998, “How Venture Capital Works,” Harvard Business Review November-
December.

Additional Readings of Note:

Amit, R., J. Brander, and W. Antweiler, W., 2002, “Venture Capital Syndication:
Improved Venture Selection Versus the Value Added Hypothesis,” Journal of
Economics andManagement Strategy, 11(3): 423-52.

--, J. Brander, and C. Zott, 1998, “Why Do Venture Capital Firms Exist? Theory
and Canadian Evidence,” Journal of Business Venturing 13(6): 441-66.

--, L. Glosten, and E. Muller, 1990, “Entrepreneurial Ability, Venture Investments,
and Risk Sharing,” Management Science 36(10): 1232-45.

Gompers, P., 1996, “Grandstanding in the Venture Capital Industry,” Journal of Financial
Economics 42(1): 133-56.

Harris, R., T. Jenkinson, and S. Kaplan, 2014, “Private Equity Performance: What Do We
Know?,” Journal of Finance 69(5): 1851-82.

Hellman, T. and M. Puri, “Venture Capital and the Professionalization of Start-up Firms:
Empirical Evidence,” Journal of Finance 57(1): 169-97.

Hsu, David, 2004, “What Do Entrepreneurs Pay for Venture Capital Affiliation?,” Journal
of Finance 59(4): 1805-44.



Kaplan, S., M. Klebanov, and M. Sorenson, 2012, “Which CEO Characteristics Matter?,”
Journal of Finance 67(3): 973-1007.

--and A. Schoar, 2005, “Private Equity Performance: Returns, Persistence, and Capital
Flows,” Journal of Finance 60(4): 1791-1823.

--, B. Sensoy, and P. Stromberg, 2009, “Should Investors Bet on the Jockey or the Horse?

Evidence from the Evolution of Firms from Early Business Plans to Public
Companies,” Journal of Finance 64(1): 75-115.

Lerner, J., A. Schoar, and W. Wongsunwai, 2007, “Smart Institutions, Foolish Choices:
The Limited Partner Performance Puzzle,” Journal of Finance62(2): 731-64.



October 9, 2018 - Traditional Sources of Capital for Early-Stage Firms: An Introduction to Venture
Capital (Part 1)

“A VC typically signals its intention to invest by offering a term sheet to the potential portfolio company.
The company responds by signing the term sheet, rejecting it completely, or negotiating changes to some
of the provisions...[although] few term sheet provisions have binding consequences if they are not
followed, the document still serves as an anchor for all future negotiations between the parties.” — A.
Matrick and A. Yasuda, Venture Capital & The Finance of Innovation (2011)

“Investments are of two kinds, safe and venturous. The former tend to maintain the status quo of industry.
They are based on ‘past performance’ records and the belief that the current routine of earnings will
continue. Venturous investments, on the other hand, are founded on faith in future accomplishments, on
inventions yet to be made, on growth and earnings only promised...[the] Du Pont policy of expansion under
which a ‘safe’ investment in a going enterprise was almost immediately supplemented by a ‘venturous’
investment aimed at discovery, improvement and new growth—hence new employment and new profits—
was at once one of the oldest principles of industrial progress and one of the newest.” — W. Dutton, Du
Pont: One Hundred and Forty Years (1942)

Per Gifford (1997), term sheets are designed to do the following: commit capital while preserving the
abandonment option (a type of real option), align the goals of venture capitalists and entrepreneurs by
tying compensation to long-term value, and preserve mechanisms by means of which to force the
distribution of rewards in the future. The typical end result of such negotiations (if they are successful):
a VC position in convertible preferred stock—a security type which gives the holder unique and
(oftentimes) powerful rights over the holders of common stock. Now, the overwhelming majority of VC
investments are by VC funds; however, existing corporations have historically played a notable role when
it comes to financing innovation and other entrepreneurial activities—yielding a completely different set
of issues, contractual and otherwise, worthy of consideration.

Lecture Notes:

10_9_18 Part_1 (Understanding Term Sheets)

10_9_18 Part_2 (Preferred Stock — Basics and Conversion)

10_9_18 Part_3 (Corporate VC Activities: Startups, Spinoffs, Internal Projects, and
Employee Contracting)

Suggested Readings:

The Handbook of Financing Growth (Chapter 5: Pages 166-67)
Venture Capital (Chapter 8-9)

Additional Readings of Note:

Admati, A. and P. Pfleiderer, 1994, “Robust Financial Contracting and the Role of
Venture Capitalists,” Journal of Finance 49: 371-402.

Allen, S. and K. Hevert, 2007, “Venture Capital Investing by Information Technology
Companies: Did It Pay?,” Journal of Business Venturing 22: 262-82.

Dushnitsky, G. and M. Lenox, 2005, “When Do Firms Undertake R&D by Investing in New
Ventures?,” Strategic Management Journal 26: 947-65.



--and M. Lenox, 2005, “When Do Incumbents Learn from Entrepreneurial Ventures?
Corporate Venture Capital and Investing Firm Innovation Rates,” Research Policy
34: 615-39.

Ernst, H., P. Witt, and G. Brachtendorf, 2005, “Corporate Venture Capital as a Strategy
for External Innovation,” R&D Management 35: 233-42.

Fried, J. and M. Ganor, 2006, “Agency Costs of Venture Capitalist Control in Startups,”
NYU Law Review 81: 967-1025.

Gifford, S., 1997, “Limited Attention and the Role of the Venture Capitalist,” Journal of
Business Venturing 12(6): 459-82.

Hellman, T., 2007, “When Do Employees Become Entrepreneurs?,” Management
Science 53(6): 919-33.

Kaplan, S., and P. Stromberg, 2003, “Financial Contracting Theory Meets the Real
World: An Empirical Analysis of Venture Capital Contracts,” Review of Economic
Studies 70: 281-315.

Klepper, S. and S. Sleeper, 2005, “Entry By Spinoffs,” Management Science 51(8): 1291-
1306.

--, 2004, “Characteristics, Contracts, and Actions: Evidence from Venture Capital
Contracts,” Journal of Finance 59: 2177-210.

Smith, G., 2005, “The Exit Structure of Venture Capital,” UCLA Law Review 53: 315-56.



October 16, 2018 - Alternative Sources of Capital for Early-Stage Firms, Later-Stage Options (and
Strategies), and a Contrarian View of Growth

“I went to the bank and proposed that they lend money to the poor people. The bankers almost fell
over.” —M.Yunus, Nightly Business Report (2005)

“After collecting data on 1,250 active crowdfunding platforms (CFPs) worldwide and undertaking
significant further research, the results reveal that CFPs raised 516.2 billion in 2014, a 167% increase
over the 56.1 billion raised in 2013. North America still accounts for the largest market but 2014 saw
Asia overtake Europe, by a small margin. With exponential growth in Asia, Massolution forecasts this
lead will increase significantly in 2015 with the delta between Asia and Europe increasing to over 54
Billion.” — Reuters Press Release (2015)

“Under the federal program, a foreigner who invests $500,000 — and in some instances, S1 million — in
a project that will create at least 10 jobs can apply for a green card...[and in] the last four years, the
program’s popularity has surged. In fiscal year 2010, 1,885 visas were issued. But by fiscal year 2013 that
figure jumped 354 percent to 8,564, according to government data. Last year, the entire annual
allotment of 10,000 visas had been claimed by August — before the end of the fiscal year in October.”
—J. Satow, New York Times (2015)

Though the first quotation above from Muhammad Yunus may seem a bit out of place, many
entrepreneurs who attempt to obtain traditional financing will experience a similar result. Banks do not
make money by saying no; however, in the post-2008 world, upstarts and other more aggressive market
participants would be excused for thinking otherwise. But, a variety of alternative sources, many of them
non-dilutive, exist that are worthy of consideration including: crowdfunding, visa-based options, grants,
and owner financing of acquisitions, among others. Of course, firms do not remain startups forever;
therefore, planning must begin early for later-stage growth—thereby necessitating an understanding of
both the different capital sources and strategies available to high-growth firms in relatively more mature
stages. Sources of later-stage growth capital include private equity, mezzanine, and public markets. Later
stage growth strategies include an array of organic and acquisitive options including IPOs, APOs, LBOs,
rollups, and strategic sales. Lastly, while entrepreneurs are often obsessed with growth (and for good
reason as it is generally a good thing), it is important to keep in mind that growth and value are not always
positively linked—a statement well supported by the frequent successes of restructure and distress-
oriented investors.

Lecture Notes:
10_16_18 Part_1 (Alternative Sources for Early-Stage Firms)
10 _16_18 Part_2 (Later Stage Options — Sources and Strategies)
10 _16_18 Part_3 (Growth and Value — A Contrarian View)
Suggested Readings:
The Handbook of Financing Growth (Chapter 5: Pages 152-65; 169-202)

Rosenberg, H., 2000, The Vulture Investors, Wiley.
Crowdfunding and EB-5 Packet



Additional Readings of Note:

Agrawal, A., C. Catalini, and A. Goldfarb, 2014, “Some Simple Economics of
Crowdfunding,” Innovation Policy and the Economy 14(1): 63-97.

Ahlers, G., D. Cumming, C. Guenther, and D. Schweizer, 2012, “Signaling in
Crowdfunding,” York University Working Paper.

Bayar, O. and T. Chemmanur, 2011, “What Drives the Valuation Premium in IPOs versus
Acqusitions? An Empirical Analysis” Journal of Corporate Finance 18(3): 451-75.

--, 2012, “IPOs versus Acquisitions and the Valuation Premium Puzzle: A Theory of Exit
Choice by Entrepreneurs and Venture Capitalists,” Journal of Financial and
Quantitative Analysis 46(6): 1755-93.

Burrough, B. and J. Helyar, 1989, Barbarians at the Gate, Harper & Row.

Cohen, S. and Y. Hochberg, 2014, “Investment Cycles and Startup Innovation,” Harvard
University Working Paper.

Cunningham, M., 2012, The JOBS Act: Crowdfunding for Small Businesses an Startups,
Apress.

Fischel, D., 1995, Payback: The Conspiracy to Destroy Michael Milken and His Financial
Revolution, HarperBusiness.

Fraser-Sampson, G., 2007, Private Equity as an Asset Class, Wiley.

Harford, J., 2005, “What Drives Merger Waves?,” Journal of Financial Economics 77: 59-
60.

Hildebrand, T., M. Puri, and J. Rocholl, 2014, “Adverse Incentives in Crowdfunding,” Duke
University Working Paper.

Holmstrom, B. and S. Kaplan, “Corporate Governance and Merger Activity in the United
States: making Sense of the 1980s and 1990s,” The Journal of Economic
Perspectives 15(2): 121-44.

Jacoby, N., 1970, “The Conglomerate Corporation,” Financial Analysts Journal 26(3): 35-
48.

Jensen, M., 1988, “Takeovers: Their Causes and Consequences,” Journal of Economic
Perspectives 2: 21-48.

Lawton, K. and D. Marom, 2012, The Crowdfunding Revolution: How to Raise Venture
Capital Using Social Media, McGraw-Hill.

Leeth, J. and J. Borg, 2000, “The Impact of Takeovers on Shareholder Wealth During the
1920s Merger Wave,” The Journal of Financial and Quantitative Analysis 35(2):
217-38.

Li, E. and M. Spencer, 2014, “Crowd Sourcing in Capital Formulation: An Empirical
Investigation,” University of Melbourne Working Paper.

Liebsekind, J., M. Wiersema, and G. Hansen, 1992, “LBOs, Corporate Restructuring, and
the Incentive-Intensity Hypothesis,” Financial Management 21(1): 73-88.

Matsusaka, J., 1993, “Takeover Motives During the Conglomerate Merger Wave,” The
RAND Journal of Economics 24(3): 357-79.

Mollick, E., 2013, “The Dynamics of Crowdfunding: An Exploratory Study,” Journal of
Business Venturing 29(1): 1-16.

Montgomery, C., 1994, “Corporate Diversification,” Journal of Economic Perspectives 8:
163-78.

Nielsen, R., 2008, “The Private Equity-Leveraged Buyout Form of Finance Capitalism:
Ethical and Social Issues, and Potential Forms,” Business Ethics Quarterly 18(3):
379-404.



Nijs, L., 2013, Mezzanine Financing: Tools, Applications, and Total Performance, Wiley.

O’Brien, A., 1988, “Factory Size, Economies of Scale, and the Great Merger Wave of
1898-1902,” The Journal of Economic History 48(3): 639-49.

Ritter, J., 2011, “Equilibrium in the Initial Public Offering Market,” Annual Review of
Financial Economics3: 347-74.

--and T. Loughran, 2002, “Why Don’t Issuers Get Upset About Leaving Money on the
Table in IPOs?,” Review of Financial Studies 15(2): 413-33.

Rosenbaum, J. and J. Pearl, 2013, Investment Banking: Valuation, Leveraged Buyouts,
and Mergers and Acquisitions, Wiley.

Steinberg, D., 2012, The Kickstarter Handbook: Real-Life Crowdfunding Success Stories,
Quirk Books.

Tomasko, R., 1990, Downsizing: Reshaping the Corporation for the Future, Amacom.

Rosenberg, H., 2000, Vulture Investors, Wiley.

Gilson, S. and E. Altman, 2010, Creating Value Through Corporate Restructuring: Case
Studies in Bankruptcies, Buyouts, and Breakups, Wiley.

Finkel, R. and D. Greising, 2009, The Masters of Private Equity and Venture Capital,
McGraw- Hill.



October 23, 2018 - Capital Structure for Startup and/or Growing Firms — Theory, Evidence, and Conflict

“How do firms choose their capital structures?...The answer is we don’t know...we do not know how firms
choose the debt, equity, or hybrid securities they issue.” — S. Myers, American Finance Association
Presidential Address (1984)

“The two Modigliani-Miller theorems hold good, irrespective of individual differences between
shareholders' valuations of risk, leverage effects, durability of loans, etc. The logic of the theorems rests in
fact upon the assumption of perfect markets, namely that a shareholder can always, through his own
borrowing or lending, compose his asset portfolio as he sees fit and that he can, without costs, give it the
composition he desires with respect to risk, leverage, etc. If for instance the risk level of a firm's assets is
increased, the shareholders can neutralize this by lowering the risk of other assets in their portfolios.”

- The Royal Swedish Academy of Sciences, Nobel Prize Press Release (1985)

“External equity financing is undeniably important for high-growth companies needing financing beyond
their debt capacity. However, contrary to the current focus in the literature on external equity finance for
high-growth companies, internal finance and financial debt are the most frequently used financing
alternative.” — T. Vanacker and S. Manigart, “Pecking Order and Debt Capacity Considerations for High-
Growth Companies Seeking Financing (2010)

Precise funding sources aside, does capital structure—a firm’s mix of equity and debt—actually matter?
If so, is there an optimal capital structure which will maximize shareholder value? Questions like these
have interested both academicians and practitioners for quite a long time: Modigliani and Miller (1958),
for instance, set the groundwork for a simple but powerful debt tradeoff theory (which was a major
contributing factor to Modigliani’s 1985 and Miller’s 1990 Nobel Prize awards) while Myers and Majluf
(1984) present an alternative, asymmetric information-based theory. Though these and other efforts,
related or otherwise, have done much to improve our understanding of capital structure and its
importance, as the evidence attests, much work remains to be done—especially for startup firms.

Lecture Notes:

10_23_18 Part_1 (Modigliani and Miller — Trade-off Theory)
10_23_18 Part_2 (Myers and Majluf — Pecking Order Theory)
10_23_18 Part_3 (Applications, Industry Differences, and Conflicts)

Suggested Readings:

The Handbook of Financing Growth (Chapter 4 — pages TBD)

Hutchinson, R., 1995, “The Capital Structure and Investment Decisions of the Small
Owner-Managed Firm: Some Exploratory Issues,” Small Business Economics 7(3):
231-9.

Levin, R. and V. Travis, 1987, “Small Company Finance: What the Books Don’t Say,”
Harvard Business Review.

Additional Readings of Note:

Bharath, S., P. Pasquariello, and G. Wu, 2009, “Does Asymmetric Information Drive
Capital Structure Decisions?,” Review of Financial Studies 22(8): 3211-43.



Carpenter, R., and B. Petersen, 2002, “Is the Growth of Small Businesses Constrained by
Internal Finance?,” The Review of Economics and Statistics 84(2): 298-309.

Chua, J. and R. Woodward, 1993, “The Pecking Order Hypothesis and Capital Structures
of Private Companies,” Financial Management 22(1):

Frank, M. and V. Goyal, 2003, “Testing the Pecking Order Theory of Capital Structure,”
Journal of Financial Economics 67: 217-48.

Modigliani, F. and M. Miller, 1958, “The Cost of Capital, Corporation Finance and the
Theory of Investment,” American Economic Review 48: 261-97.

--, 1963, “Corporate Income Taxes and the Cost of Capital: A Correction,” American
Economic Review 53: 433-43.

Myers, S., 1977, “Determinants of Corporate Borrowing,” Journal of Financial Economics
5:147-75.

-- 1984, The Capital Structure Puzzle, The Journal of Finance 39: 515-92.

-- and N. Majluf, 1984, “Corporate Financing and Investment Decisions When Firms
Have Information That Investors Do Not Have,” Journal of Financial Economics
13:187-221.

Norton, E., 1990, “Similarities and Differences in Small and Large Corporation Beliefs
about Capital Structure Policy,” Small Business Economics 2(3): 229-45.

Scherr, F. and H. Hulbrut, 2001, “The Debt Maturity Structure of Small Firms,” Financial
Management 30(1): 85-111.

Vanacker, T. and S. Manigart, 2010, “Pecking Order and Debt Capacity Considerations
for High-Growth Companies Seeking Financing,” Small Business Economics
35(1): 53-69.



PART Ill: PROJECT AND FIRM VALUATION UNDER CONDITIONS OF CERTAINTY AND UNCERTAINTY

Though not traditionally defined this way, a firm is a collection of projects--without projects, either current
and/or expected, a firm has neither purpose nor foundation for value. The decision-making process
dealing with project selection is known as capital budgeting and, needless to say, firms which make better
capital budgeting decisions outperform, on average, those which do not. The next three lectures are
designed to introduce you to the valuation of such projects and, by extension, firms under conditions of
both certainty and uncertainty.



October 30, 2018 - Traditional Capital Budgeting Decision-Making Tools for Startup and/or Growing
Firms: Payback, Accounting Rate of Return (ARR), Net Present Value (NPV), and Internal Rate
of Return (IRR)

“As manufacturers make critical decisions about whether to acquire CIM [Computer-Integrated
Manufacturing] equipment, they must avoid claims that such investments have to be made on faith alone
because financial analysis is too limiting. Successful process investments must yield returns in excess of the
cost of capital invested. That is only common sense. Thus the challenge for managers is to improve their
ability to estimate the costs and benefits of CIM, not to take the easy way out and discard the necessary
discipline of financial analysis.”

- R. Kaplan, “Must CIM Be Justified By Faith Alone?” (1986)

“Bluntly stated, the willingness of managers to view the future through the reversed telescope of
discounted cash flow analysis is seriously short-changing the futures of their companies.” — R. Hayes and
D. Garvin, “Managing As If Tomorrow Mattered” (1982)

Entrepreneurs and financial managers have an array of tools available to assist in making optimal capital
budgeting decisions. One of these tools, net present value (NPV), is theoretically superior to the others;
however, practitioners tend to use alternatives like payback period, internal rate of return (IRR), or even
nothing at all instead of NPV. Such empirical evidence might suggest a lack of knowledge in the business
community, but such an explanation would be incomplete. Though introductory textbooks on corporate
finance continue to hold NPV in high regard (and for good reason), it too has shortcomings—in both
implementation and design.

Lecture Notes:

10_30_18_Part_1 (Incremental Cash Flows)

10_30_18 Part_2 (Payback, Accounting Rate of Return, Net Present Value, and Internal
Rate of Return)

10_30_18_Part_3 (Scenario and Sensitivity Analysis)

Suggested Readings:

Hayes, R. and D. Garvin, 1982, “Managing As If Tomorrow Mattered,” Harvard Business
Review 60(3): 71-9.

Kaplan, R., 1986, “Must CIM Be Justified By Faith Alone?,” Harvard Business Review
64(2): 87-95.

Additional Readings of Note:

Bacon, P., 1977, “The Evaluation of Mutually Exclusive Investments,” Financial
Management 6(2): 55-8.

Berkovitch, E. and R. Israel, 2004, “Why the NPV Criterion Does Not Maximize NPV,”
Review of Financial Studies 17(1): 239-55.

Bodenhorn, D., 1964, “A Cash-Flow Concept of Profit,” Journal of Finance 19(1): 16-31.

Doenges, C., 1972, “The ‘Reinvestment Problem’ in a Practical Perspective,” Financial
Management 1(1): 85-91.



Coleman, S., 2005, “Free and Costly Trade Credit: A Comparison of Small Firms,” Journal
of Entrepreneurial Finance 10(1): 75-101.

Damodaran, A., “Probabalistic Approaches: Scenario Analysis, Decision Trees and
Simulations,” Unpublished Paper.

Dorfman, R., 1981, “The Meaning of Internal Rates of Return,” Journal of Finance 36(5):
1011-21.

Jean, W., 1968, “On Multiple Rates of Return,” Journal of Finance 23(1): 187-91.

Narayanam, M., 1985, “Observability and the Payback Criterion,” Journal of Business 58:
309-23.

Stern, J., 1974, “Earnings Per Share Doesn’t Count,” Financial Anaylsts Journal 39-43.

--, 1975, “Stock Price and Risk Related to Accounting Changes in Inventory Valuation,”
Accounting Review: 305-15.

Thakor, A., 1990, “Investment ‘Myopia’ and the Internal organization of Capital
Allocation Decisions,” Journal of Law, Economics, and Organization 6: 129-54.

Whisley, W., 1976, “Sensitivity Analysis of Rates of Return,” Journal of Finance 31(1): 63-
9.

Zhang, G., 1997, “Moral Hazard in Corporate Investment and the Disciplinary Role of
Capital Rationing,” Management Science 43(6): 737-50.



November 6, 2018 - A New Paradigm for both Project and Firm-Level Decision-Making: Real Options
Analysis (ROA)

“Real-options analysis rewards flexibility and that’s what makes it better than today’s standard decision-
making tool, ‘net present value.” NPV calculates the value of a project by predicting its payouts, adjusting
them for risk, and subtracting the investment outlay. But by boiling down all the possibilities for the future
into a single scenario, NPV doesn’t account for the ability of executives to react to new circumstances, for
instance, spend a little up front, see how things develop, then either cancel or go full speed ahead.” — P.
Coy, Business Week (1999)

Net Present Value (NPV) is undoubtedly a powerful tool; however, it is dependent upon the rather dubious
assumption of certainty. As reality, of course, is rarely quite so predictable, there is an opening for an
alternative: real options analysis (ROA) or real options valuation (ROV). Whereas NPV assumes that once
a project is accepted it will be pursued until completed no matter what happens, ROV recognizes that
many projects are inherently flexible—that they present entrepreneurs and/or managers with multiple
decision nodes. Depending on the project and the uncertainty of its cash flows, there may, for instance,
be value to waiting, expanding, contracting, or even abandoning a project entirely. Interestingly enough,
these real options have value which is quantifiable, at least to an extent, upfront using options pricing
models.

Lecture Notes:

11 6_18 Part_1 (Real Options - Logic)
11 6 18 Part_2 (Real Options - Valuation)

Suggested Readings:

Damodaran

Ross, S., 1995, “Uses, Abuses, and Alternatives to the Net-Present-Value Rule,” Financial
Management 24(3): 96-102.

Luehrman, T., 1998, “Strategy as a Portfolio of Real Options,” Harvard Business Review,
September-October: 89-99.

Additional Readings of Note:

Amram, M. and N. Kulatilaka, 2000, “Strategy and Shareholder Value Creation: The Real
Options Frontier,” Journal of Applied Corporate Finance, 15(2): 15-28.

Brennan, M. and E. Schwartz, 1985, “Evaluating Natural Resource Investments,” Journal
of Business 58(2): 135-157.

Copeland, T. and V. Antikarov, 2001, Real Options: A Practitioner’s Guide, TEXERE, New
York.

Damodaran, A., “The Promise and Peril of Real Options,” Unpublished Working Paper.

Dixit, A. and R. Pindyck, 1995, “The Options Approach to Capital Investment,” Harvard
Business Review 77(3): 105-15.



Lander, D. and G. Pinches, 1998, “Challenges to the Practical Implementation of
Modeling and Valuing Real Options,” The Quarterly Review of Economics and
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November 13, 2018 - Firm-Level Valuation

“Leaving aside tax factors, the formula we use for evaluating stocks and businesses is identical. Indeed,
the formula for valuing all assets that are purchased for financial gain has been unchanged since it was
first laid out by a very smart man in about 600 B.C. (though he wasn’t smart enough to know it was 600
B.C.). The oracle was Aesop and his enduring, though somewhat incomplete, investment insight was “a
bird in the hand is worth two in the bush.” To flesh out this principle, you must answer only three questions.
How certain are you that there are indeed birds in the bush? When will they emerge and how many will
there be? What is the risk-free interest rate (which we consider to be the yield on long-term U.S. bonds)?
If you can answer these three questions, you will know the maximum value of the bush % and the maximum
number of the birds you now possess that should be offered for it. And, of course, don’t literally think birds.
Think dollars. Aesop’s investment axiom, thus expanded and converted into dollars, is immutable. It
applies to outlays for farms, oil royalties, bonds, stocks, lottery tickets, and manufacturing plants. And
neither the advent of the steam engine, the harnessing of electricity nor the creation of the automobile
changed the formula one iota — nor will the Internet. Just insert the correct numbers, and you can rank the
attractiveness of all possible uses of capital throughout the universe.”

— Warren Buffett, Berkshire Hathaway Annual Report (2000)

How much is a company actually worth? Practitioners, with academic support, typically look at recent
transactions, (public) comparables, and discounted cash flow (DCF) methods—while those with more
sophistication will often include the role of real options. Regardless, the end result is a wide range of
possible valuations. More precision would certainly be desirable in most instances, but companies are
not like houses or other easily valued assets.
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PART IV: CORPORATE GOVERNANCE

Per Shleifer and Vishny’s influential survey article (1997), “[c]orporate governance deals with the ways in
which suppliers of finance to corporations assure themselves of getting a return on their
investment.”Others would, of course, define it differently—with heavy emphasis on the policies,
processes, and customs by which an institution is directed on behalf of the relevant stakeholders.
Regardless of perspective, there is no denying the important role of corporate governance. Empirically,
strong corporate governance is associated with superior stock returns and weak corporate governance
with inferior stock returns. Theoretically, this is problematic (why are firms with strong corporate
governance seemingly underpriced to begin with—hence the outperformance), but practically speaking,
it is invaluable.



November 27, 2018 - Corporate Governance: A Primer

“Corporate governance deals with the ways in which suppliers of finance to corporations assure
themselves of getting a return on their investment.” - A. Shleifer and R. Vishny, “A Survey of Corporate
Governance” (1997)

“Once parted with their money, neither initial nor subsequent investors necessarily have much to offer
the firm in terms of special ability: as ‘[t]heir investment is sunk and nobody—especially the managers—
needs them[,]’” - A. Shleifer and R. Vishny, “A Survey of Corporate Governance” (1997)

Few research programs in finance are as active as corporate governance. Providing insight on a wide
range of corporate financial issues including, but not limited to, board activities, executive compensation,
and succession, corporate governance is of both academic and practical significance: How much should a
corporate CEO be paid? How much influence should a board wield? How many members should sit on
a corporate board? How large should the audit committee be? How should executive change be prepared
for and effected? These questions, and others, are at the core of corporate governance.

Lecture Notes:

11 27 18 Part_1 (The Board of Directors)
11 27 18 Part_2 (Executive Compensation and Succession)

Suggested Readings:

Shleifer, A. and R. Vishny, 1997, “A Survey of Corporate Governance,” The Journal of
Finance 52(2): 737-83.

Additional Readings of Note:

Adams, R., and D. Ferreira, 2007, “A Theory of Friendly Boards,” Journal of Finance 62:
217-50.

--,and D. Ferreira, 2009, “Women in the Boardroom and Their Impact on Governance and
Performance,” Journal of Financial Economics 94: 291-309.

--, B. Hermalin, and M. Weisbach, 2010, “The Role of Boards of Directors in Corporate
Governance: A Conceptual Framework and Survey,” Journal of Economic
Literature 48: 58-107.

--, and P. Funk, 2012, “Beyond the Glass Ceiling: Does Gender Matter?” Management
Science 58: 219-35.

Allaire, Y. and M. Firsirotu, 2011, A Capitalism of Owners, IGOPP.

Bain, N. and R. Barker, 2010, The Effective Board, London: Kogan.

Bainbridge, S., 2011, Corporate Governance After the Financial Crisis, Oxford
University Press.

Bebchuk, L., and M. Weisbach, 2010, “The State of Corporate Governance Research,”
Review of Financial Studies 23: 939-61.

Bertrand, M. and S. Mullainathan, 2003, “Enjoying The Quiet Life? Corporate Governance
and Managerial Preferences,” Journal of Political Economy 111(5): 1043-75.



Core, J., W. Guay, and T. Rusticus, 2006, “Does Weak Governance Cause Weak Stock
Returns? An Examination of Firm Operating Performance and Analysts’
Expectations,” Journal of Finance 61: 655-87.

Fich, E., 2005, “Are Some Outside Directors Better Than Others? Evidence From Director
Appointments by Fortune 1000 Firms,” Journal of Business 78: 1943-71.

--, and A. Shivdasani, 2006, “Are Busy Boards Effective Monitors?” Journal of Finance 61:
689-724

Field, L., and J. Karpoff, 2002, “Takeover Defenses of IPO Firms,” Journal of Finance 57:
1857-89.

Harris, M., and A. Raviv, 2008, “A Theory of Board Control and Size,” Review of Financial
Studies 21, 1797-1832.

Ivashina, V., V. Nair, A. Saunders, N. Massoud, and R. Stover, 2009, “Bank Debt and
Corporate Governance,” The Review of Financial Studies 22(1): 41-77.

Kroszner, R., and P. Strahan, 2001, “Bankers on Boards: Monitoring, Conflicts of Interest,
and Lender Liability,” Journal of Financial Economics 62: 415-52.

Leblanc, R. and J. Gillies, 2005, Inside the Boardroom: How Boards Really Work and the
Coming Revolution in Corporate Governance, Wiley.

Lorsch, Jay, ed., 2012, The Future of Corporate Boards, Harvard Business Review Press.

Masulis, R., C. Wang, and F. Xie, 2012, “Globalizing the Boardroom: The Effects of Foreign
Directors on Corporate Governance and Firm Performance,” Journal of
Accounting and Economics 53: 527-54.

Raheja, C., 2005, “Determinants of Board Size and Composition: A Theory of Corporate
Boards,” Journal of Financial and Quantitative Analysis 40: 283-306.



December 4, 2018 - Corporate Governance: Startups, Small Firms, Family Businesses, and Advisory
Boards

“When things are going well, everyone feels like they’re on the same side of the table. When things are
going not so well, it’s a different story. This is the reality of the startup-investor relationship. It’s not an
easy relationship by any means. The relationship is made more challenging by the fact that it goes through
an early honeymoon period shortly after an investment is made. Everyone is happy and excited. But then
the real work begins. And the real difficulties.” — B. Yoskowitz, “Four Ways to Align Interests Between
Startup Founders and Investors” (2010)

“The governance of a family business is more complicated than for non-family owned companies because
of the central role of the family that owns and typically leads the business. In a family business, the
business, the family, and the ownership group all need governance.” — J. Davis, “Governing the Family-
Run Business” (2001)

“[Business] owners credit their advisory boards with cutting costs; helping with product development;
introducing them to valuable clients, investors, and suppliers; and eliminating the sense of isolation that
can come with running your own business. Most crucial, an advisory board makes a chief executive
answerable to a third party.” — A. Gardella, “How to Create an Advisory Board” (2010)

Management and ownership succession, compensation, and employee motivation, among other things,
are critical to the operation of smaller firms. Add in a family component, rapid growth, or a combination
of the two, and these issues can quickly create havoc. Though much of corporate governance focuses on
the decisions and makeup of the board of directors (and for good reason), many smaller firms rely on
advisory boards to assist in the development and maintenance of their governance structures.
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