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Objective of the study

The objective of the study was to find out the costs and utilities of 
factoring and venture capital to a small and medium sized enterprise. 
The objective of the empirical part was to calculate costs of a case 
company whom had used these forms of finance.

Method of the study

The study was carried out as a qualitative data collection and an 
interview with the entrepreneur was made by using a questionnaire. 
The empirical part was carried out by interviewing the managing 
director of the case company and a former investment director of an 
institutional venture capitalists. Two telephone interviews were made to 
domestic factoring institutes. The case company’s financial results were 
analysed and the results and entrepreneurs answers were compared to 
the theoretical framework.

Results

The cost of the venture capital was high and the cost of the factoring 
was lower than expected. A combination of these forms was not as 
nearly as profitable as a combination of venture capital and long-term 
debt from bank. The entrepreneur felt that the negative reputation of the 
factoring had an adverse effect on company’s reputation when it used 
factoring. The venture capital experience was a sort of a 
disappointment as the decision making was slow and the reception of 
finance took long time. As the there was only one case company the 
results cannot be generalised to represent all businesses.
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1. Introduction

How to finance a company has been a subject of researches for decades and 

there seems to be no end for this trend. However, the financing methods 

develop and take new forms all the time with an increasing speed. But the main 

rule does never changes: All businesses need money during their lifecycle. It is 

a fact, it has been and it will be. The outcome of the fact creates problems and 

questions. The list of questions is long and in this study we will not go through 

them all, because there are no answer to all of them, instead we will 
concentrate on the two main questions: 1) From where to get the financing? 

And more detailed we look two sources: factoring and venture capital. And 2) 
what is the price of different finance forms? That is what are the costs and 

utilities of factoring and / or venture capital? These questions are presented in 

more detailed structured on page 7.

1.1. Background of the study and connection to previous studies

The reason to carry out this study is based on one hand to the belief of the high 

cost of factoring and on the other hand to the deficiency of previous studies 

carried out in comparison of cost priorities.

Former studies carried out of factoring do treat the question about the cost of 
factoring but compare it only to a limited number of other finance sources 

(Keränen 1997). The bank as a financial institution is a natural object to the 
comparison but the venture capital funding and its different forms as equity 
funding, convertible loans and subordinated loans have not been included in the 

studies. Summers & Wilson (2000) studied the reasons why to use factoring 
and treated the costs of factoring but did not connect the venture capitalism to 

factoring. Kainulainen (1997) studied advantages and inconveniences of the 

domestic factoring using the balance sheet approach, but the combinations of 

different financing forms were not studied.
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It is true that factoring is defined to be more short term financing and venture 

capital action more long-term financing. However, if the factoring is continuous, 

it becomes sort of a source of long-term finance because it is used with the 
same method all the time. What is more, the venture capitalist are relatively 

slow in their decision making and thus it takes time to receive the financing. 

Furthermore, the financing is split to several rounds and while waiting for the 
next round the company might suffer from the acute need of working capital. A 

venture capitalist wants to have in return something else than pure money for 

their investment (in short term). A venture capitalist will join the company 

whereas the factor stays out of the company structure. If the firm has a 

structural cash flow problem and will therefore use factoring regularly, why not 
accept a venture capitalist in to the team, use his expertise, and restructure the 

company so that it will be able to function with internal funds.

1.2. The objective of the study

This study participates into the theoretical discussion of the costs of different 

finance sources of small and medium sized enterprises. The study will also 

present different forms of finance for a small and medium sized company, 

concentrating especially on factoring and venture capital without neglecting the 

banks. The aim is to find out possible combinations of these forms of financing, 

calculate their costs and utilities and estimate the risks they present.

Then why investigate the factoring? Because it is not as common tool of 

financing as it could be, and its reputation might not be the best possible. 

Neither is venture capital. Both of these forms of finance are quite selective and 

are not available to all companies. Could these methods be combined?

The research problem of the study can be outlined to a main question and to 

three sub-questions:

6



1. The costs and utilities of factoring and venture capital to an SME?

1.1 Why and when a company uses factoring?

1.2 Why and when a company uses venture capital?

1.3 What are the other possible financing methods of an SME?

1.4. The methodology and limitations of the study

The study assumes the entrepreneurs’ viewpoint. However, it is important in the 

long-term that the entrepreneur understands also the point of view of the 

investors, otherwise the contracts are in jeopardy, as the agreements cannot be 

reached.

There are many possible methods and forms to finance a company but this 

study will concentrate on factoring, venture capital and bank loans. The other 

solutions are acknowledged, but not inspected in this study.

The study is carried out as a case study with a case company, who has used 
factoring, venture capital funding and financial institution funding in its lifecycle. 

These methods are weighted and the costs and risks evaluated. The theoretical 
framework of the study relies on theories of financing, economics and 

entrepreneurship. The empirical part examines how the theories are applied in a 

one specific company.

In order to get a venture capitalists viewpoint, the faculty member Toivo Koski 

from the Helsinki School of Economics and Business Administration was 
interviewed. He has specialised in venture capital activity and has worked as an 

investment director for an institutional VC fund.

For the factoring in Finland, two of telephone interviews have been made to two 

of the four factor companies. The interviewed persons are responsible for 

factoring in their organisations and are in the position to give generalised cost 

information.
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The conclusions are based to one case company and therefore cannot be 
generalised to cover all forms of businesses. In the suggestions for further 
studies the importance of several case companies in a study that could be 

carried out is emphasised.
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2. Definitions

2.1. Factoring

The basis of factoring is an agreement between the finance company and the 

client company whereby the client company transfers all of its sales receivables 

to the finance company as the security for credit granted by the finance 

company. Hence, no separate security is needed. The company’s real securities 

are thus saved for any other financing needs the company may have.

Factoring is suitable for financing trade between companies and organisations. 

What is more, factoring is suitable for growing companies is particular, as well 
as for industry sectors with long payment times and for companies with strong 

seasonal fluctuations.

The factoring service may also include the management of the sales ledger and 

collection of sales receivables. Furthermore, factoring makes cash and liquidity 

planning easier. When the cash flow from sales arrives earlier, the circulation of 

money is accelerated.

2.1.1. Recourse

Recourse gives protection to the lending institution against slow-paying 
accounts and losses that occur due to uncollectible accounts. Actually, the 
recourse provision of the transaction guarantees the payments of all assigned 

accounts - the lender assumes little or no risk at all.
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2.2. Venture Capital

According to Brealey & Myers (1991), equity investment in young private 

companies is usually known as Venture Capital.

One definition of venture capital is based on the role the investor takes in the 

venture. The venture capitalist has an active role in the venture in a contrary to 

the investors in the public market. Another definition of venture capital funding is 

based on the features of the investment. Venture capital investment is a long

term investment, usually in the form of risk equity finance where the primary 
reward for its providers is an eventual capital gain rather than interest income or 

dividend yields.

Venture capitalists do not necessarily demand a majority of board of directors. 

Whether they do depends, for example, on how mature the business is and on 

what fraction of it they own. A common compromise gives an equal number of 
seats to the founders and to outside investors; the two parties then agree to one 

or more additional directors to serve as tie-breakers in case of conflict arises. 

Regardless of whether they have a majority of directors, venture capital 

companies are seldom silent partners; their judgement and contacts can often 

prove useful to a relatively inexperienced management team.

After the investment, the venture capitalists will seek to protect and enhance his 

investment but all this without managerial interference. Usually the venture 
capitalist assumes the role of an advisor, thus remains close to the venture, and 

supports it.

In previous studies, it has been found that the venture capitalist help in raising 
additional funds and offer strategic advice to their portfolio companies (Gorman 

M. & Sahlman W 1989, Barney, et al 1996). If necessary, the venture capitalist 

also helps their ventures to recruit new management skills (Gorman M. & 

Sahlman W 1989). MacMillan et al (1988) also found out, that the venture 

capitalist rather sit on the venture’s board of directors than get deeply involved

10



in the ventures day-to-day operations. This allows to the venture to run the 
normal business freely, only in tough points the venture capitalist comes in to 

the decision-making.

These previous studies have been supported by a study made in Finland 1996. 

Virtanen shows in his study that entrepreneurs felt that help in raising additional 
finance was the most important value added offering made by venture 

capitalists. What is more, Virtanen found out that venture capitalists participate 

in their portfolio companies mainly through the board working (Virtanen 1996, 

175-180). Barney et al (1996) also showed that the value added offered by 

venture capitalists varies depending on experience and the management’s 

share of ownership in the venture; less experienced management and less 
number of shares the management has, the more value added a venture 

capitalists can offer.

2.3. Financial institutions

With financial institutions this study means commercial and national banks, their 

finance branches, insurance companies, treasuries, markets etc. In Finland, the 

main banks are Nordea Bank, Sampo Bank, Aktia Savings Bank, and 
Handelsbanken. Each of these organisations has their financial institutions like 

Nordea Finance and Sampo Finance. These institutions grant loans to 
entrepreneurs in different forms for example start-up loans. Also insurance 
companies such as Mutual pension Insurance Company Sampo, Mutual 

insurance Company Enterprise / pension Fennia, Tapiola Group and Ilmarinen 

Mutual Pension Insurance Group grant different financial solutions.

Financial institutions and instruments were originally invented for one purpose 
but have in fact, created a life of their own. For example, Government debt that 

was originally invented to pay for a war, has become sufficiently large that a 

government can exert control on the economy by manipulating its retirement 

and refinancing. A name of a financial instrument may remain unchanged while
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its properties change. Thus two instruments with different names may have the 

same economic and financial properties.

One path to modern financial institutions did not come from trade but directly 

from government. Ages ago tribal chiefs and kings took taxes from goods and 
services. This has been replaced by taxation in terms of money. The destination 

of the tax is no longer the sovereign’s private treasury but a national treasury 
instead and it is used to finance public works and national wars (Shubik, 1999, 
P-8-9).

2.4. Risk

The word risk comes probably from navigation. The Greek origin word "rhi 

zikon" may have meant a reef and the Latin word "risicare" meant to go around 

the reef (Kuusela & Ollikainen, 1998, p.16). In common language the word risk 

is used to mean danger and uncertainty, which is linked to the possibility of an 
accident. The risks are linked to the context and therefore people’s estimate of 

risk changes according to the time and place.

Vaughan (1997) determines the risk as a circumstance, where the end-results 

differ from the expected. In risk, there is always the possibility of defeat or loss. 

When we say that the risk is possible, the probability of it varies between zero 

and one - zero means that it will not happen and one means that it will. The 

essential character of risk is uncertainty. When faced with uncertainty, people 
make decisions to maximise expected utility (Parkin 1994, p.463)

We inspect risk and its theories more detailed in chapter four.

2.5. Internal Rate of Return (IRR)

The internal rate of return is defined as the rate of discount that makes NPV = 

0. The rule of its use is to accept an investment project if the opportunity cost of
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capital is less than the internal rate of return. In other words, the IRR is a 
profitability measure (Brealey & Myers, 1991, p. 81).

2.6. Summary of definitions

Venture capital and factoring are studied more detailed in the chapter three. 
This study has adopted the definitions used above and relies on those as the 

study proceeds. Financial institutions are not treated widely, but still they are an 

important part of the study. The Internal Rate of Return (IRR) is a significant 

part of the theoretical framework as it is present in many formulas and methods 

used in the study. Also it is relevant to understand what is meant with the word 
risk as we examine the theories of utility, risk and uncertainty.
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3. Financial instruments

Businesses need financial capital for different operations; the money is needed 
to start, maintain, and operate the business. Borrowing may be short- 

intermediate-, or long-term. Short-term borrowing is used to acquire working 

capital that is not sufficiently generated by cash flows from sales or equity. 
Intermediate- and long-term borrowing is used to finance both current and fixed 

assets. Commercial banks and commercial business finance companies are the 
principal source for short- and intermediate-term loans. Long-term loans are 

available from such sources as commercial banks, venture capitalists, business 

angels and government ruled investment houses (Finnvera, Finnpro etc.).

3.1. Factoring

Against a quite common opinion, factoring is not only used by financially weak 

businesses. It is true that factoring services are often used by businesses 
whose credit is not accepted elsewhere, but still many financially strong 

companies’ use factoring to gain advantage.

There are actually two types of accounts receivable financing 1 ) basic factoring 

(factoring) and 2) ordinary account receivable financing. These two functions 

are easy to be mistaken for. In the following the majors differences - and 

similarities - between these two functions:

1. Who? The source for factoring is generally a specialised company where 
as commercial banks and finance companies are the major source for 

ordinary account receivable financing.
2. Why? The reasons of businesses to either do factoring or ordinary 

accounts financing are fundamentally different.

3. How? In both types of these financial arrangements, the methods of 
operation, procedures, costs, and services charges are different.
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4. With whom? The relationships between the parties involved are 

different.

Businesses use ordinary accounts receivable financing for one major reason - 

to acquire needed capital. Whereas factoring is entered for two reasons: 1) to 

acquire operating capital by selling the receivables beforehand and 2) to 
outsource the entire credit and collection department (Cole & Mishler, 1998, 

P-273).

3.1.1. History of factoring and statistics

Already 1859 in Germany there were known organisations that discounted 

accounts (Boman, 1985, p.8). However, the official history of the factoring 

begins in Unites States in the 1890s. According to Tepora & Tarkki (1994, p.14), 

especially the European textile producers used the local commissioners (known 

as factors) in the US market. In addition, of being intermediates of products the 

factors also assumed the credit risk towards the clients.

The liquidity crisis of European producers and the increased export to USA 

made the factors to pay the producers before transactions from the final client. 

This was the first time the factor’s position as a financier of the producer was 

emphasised.

Nowadays the factoring industry is strongly increasing and according to Carty 

(1995), one reason for it is its focus on small and medium-sized growing 
businesses. It also has the support of government offices and central bank 

throughout the world. Many businesses that turn to factoring companies are 

reassured that the industry is closely related to banking. Although factoring 
companies remain highly specialised institutions, nearly all major banks now 

have factoring subsidiaries. In Finland, all the companies in the factoring 

industry are subsidiaries of our major banks: Nordea Finance, Sampo Finance, 

OPR, and Handelsbanken Finance.
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The factoring is available for both domestic and international trade credits. In 

this study, we concentrate only on domestic factoring.

The Factors International Chain states in its annual review 2000 that in 1999 
there were 979 factoring facilities in the whole world and the total turnover was 

574,727 million USD. In Europe alone, there were 399 factors with a total 

turnover of 353,271 million USD. Thus, 61% of the factoring volume came from 

Europe, 23% of Americas, 15% of Asia-Pacific, and 1% of Africa (Appendix 1).

Factoring in the World 1999 (’000 USD)

Europe Americas Africa Asia Australasia

■ Nbr of companies ■ Turnover

Figure 1. Factoring world statistics in 1999.

3.1.2. Basic Factoring

The basic factoring is the only known arrangement that completely assumes the 

entire credit risk and collection function for its clients (Cole & Mishler, 1998, p. 
274). The factor purchases the invoices or debts in question without recourse 

(see page 6) to his client. If the client’s own debtor has no grounds to raise a 

dispute, the client cannot suffer financial loss, for if the debtor fails to pay for
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reasons of credit risk the loss falls on the factor (Hutson & Butterworth, 1984, p. 

142).

Factoring is based on a continuing agreement under which a financing 

institution
(a) Makes credit decisions, collects the accounts, and assumes the credit 

and collection function for its client and

(b) Purchases open accounts receivables as they occur
(c) Without recourse to the firm for the credit losses

(d) With a notice to the trade debtors of the client

The notice to the trade debtors is mandatory and defined in the law of 

collection. Therefore, without a notice the debts are not collectable by the factor. 

The client (selling company) attaches a note to its invoices where the account 

number of the factor is stated and declares that the debt is payable only to the 

factors account. The bank number of the seller is deleted from the invoice. 

There is no possibility just to replace the seller’s bank account by the factor’s 

bank account, without a notice. The factors right to the payable would not be 

legal and it could not collect the late payment.

The factor has always the possibility to reject the invoices the client transfers to 

factoring. This happens when the factor receives the transferred invoices. Even 

if an invoice is rejected, it stays in the factor and it is collected with all the other 

invoices. If a rejected invoice is paid, the amount is transferred, as are the 

approved invoices, to pay off the client’s credit.

An invoice is not factorable / creditworthy if:

• The delivery has not been made. An exception is the delivery term "free 

on seller stock"

• The maturity date is over 90 days away. In this case, the invoice stays 

with the factor and wait for being credited.

• The invoice is over 45 days overdue.

• There is a dispute between the seller and the buyer either about the 

amount of the invoice or its grounds.
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The sale of goods has not been made by good business manners.

If the client has been over credited, thus the amount of invoices has diluted 
(reclamation etc.) and is insufficient to cover the amount of the debt, he needs 
either to transfer more invoices as a security or make a payment to cover the 

difference between real credit limit and overdraft.

The factor and client make a contract in which he agrees on the forms and limits 

of collection. Special clients, that are not to be collected, are mentioned here. 
Normally the client accepts the suggested collection actions before they are 

taken into action.

In the following figure the steps of the factoring are described and explained.
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The steps of factoring:

THE BUYERTHE SELLER

THE FACTOR

Figure 2. The general description of factoring
(Source: Tepora & Tarkki, 1995, p.5, modified with additional information)

Step 1 : The seller and the factor make a financing contract.

Step 2: The seller delivers the buyer.
Step 3: The seller transfers the invoices to the factor.

Step 4: The factor grants credit - according to approved invoices - deducted
by the charges. The amount is generally around 80% of invoices.

Step 5: The buyer pays the invoice to the factor. The payment pays off the

sellers credit / debt.
Step 6: The factor pays the seller the difference between granted credit and

paid invoices - generally 20% - deducted by interest charges.

Step 7: The factor collects the payments as agreed with the seller.

Step 8: The factor reports to seller about the payment behaviour and open
items according to agreement made in the beginning.
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Cost of basic factoring

There are three types of costs in factoring:

1) A basic monthly fee that is determined according to the workload the 
client represents. Are the invoices transferred electronically or manually? 
What is the payment behaviour of the clientele? The credit information is 

achieved from public credit information agencies for example Suomen 

Asiakastieto Oy.
2) A fee per invoice that can be expressed in amounts (FIM / EUR) or in 

percentages. The former expression is more current and the average 
amount per invoices of all clients varies between 20-30 FIM. Here again 

the transformation method has a great importance. If the invoices are 

transferred electronically, through the lines and there is no manual work, 

the amount per invoice can be less than 20 FIM. In addition, the number 

of invoices transferred does have a meaning. Large amount of small 

invoices transferred manually might increase the price per invoice.
3) An interest rate of the used credit. Usually the interest rate is tied up to 

short term Euribor, preferably to Euribor 1 month, and then an individual 

margin, generally 1-3% is added on top of it.

All three of them can be used at the same time, but more often there is a mix of 

them in use.

3.1.3. Ordinary accounts receivable financing

The main difference compared to basic factoring is that in ordinary accounts 
receivable financing there is no credit and collection function. These functions 
stay in the borrowing companies. That is one of the reasons why bigger 

companies tend to do only ordinary accounts receivable financing: the 

resources invested in the credit and collection department are not wasted and 

can be used efficiently in the company.
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Another difference is that the lenders generally make their advances with 
recourse to the borrowing firm (Cole & Mishler, 1998, p.273). As described in 

chapter 2.1.1, the recourse is the protection of the lender. The recourse 

provision in fact makes the assignor to guarantee the payment of all assigned 

accounts. What is more, in the invoices there is no notice to clients that the 

invoice sold to a financial institution.

The costs are quite in the same scope as basic factoring; thus they depend on 

the volume and methods of transfer. The lender has also the right to reject the 

invoices that are not creditworthy according to their checking from the official 
credit information institutions. The difference between the percentage and the 

net value of the receivables is a margin of safety against deduction, shrinkage, 

and bad-debt losses (Cole & Mishler, 1998, p.274).

According to the pecking order theory (Brealey & Myers, 1991, p.446, see also 
page 48 in chapter 4), the companies prefer internal financing to external 

financing. However, most businesses face short-term financial problems. 

Instead of increasing its long-term debt, the company can increase its line of 

credit at the bank. If this is not possible, it can sell its account receivables and 

thus have access to increased working capital. Whatever the source of funds, 

businesses are usually better off with a self-liquidating loan than a long-term 

debt burden (Cole & Mishler, 1998, p.274).

The American Bankers Association has recognised that:

> Ordinary accounts receivable financing is becoming increasingly 

important.
> The security is often the most liquid asset a borrower has to offer.

> The necessity to borrow arises not from the failure but from growth 

problems.
> As a business grows, it faces financial stress from its large volume of 

receivables and it is logical to resort this asset for necessary relief (Cole 

& Mishler, 1998, p.274).
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3.1.4. Advantages and inconveniences of the factoring

Advantages

Factoring increases the company's net working capital if the cash received is 

put to work and grow in order to pay current obligations. Factoring also saves 

the costs of the client company by avoiding high maintenance costs of a credit 
and collection department, credit investigation costs, collection costs, and in the 

end also the costs of bad debt that always realises to all companies. This, at the 
same time, frees resources of the management to concentrate to do what they 

really are good at - the business itself (production and marketing) and leaves 

the problems and time consumed to them to the factor. A firm that out-sources 
its credit and collection functions thus uses factoring, can eliminate this 

important, but often costly, business function (Cole & Mishler, 1998).

Another advantage of factoring is that it enables businesses to side-step late 
payment problems. For smaller companies, in particular, these can be crippling. 

Statistics collated by ABFD (Association of British Factors & Discounters) 
indicate that, on average, companies not using factor or discounters wait for 

around 75 days for payment and that at any one time there are £57bn of 

payments outstanding to small businesses. Companies using factors and 
invoice discounters get up to 80% of invoice value paid at once with the residue 

coming an average 58 days later (Carty, 1995). This also makes possible for 
the company to profit the terms of sales; especially the ordinary items that 
saves large amount of money to the company if used right1.

Inconveniences

Not all companies are happy to have to use factoring. Some companies would 
like only to use ordinary account receivable invoicing, but because their 

turnover is not high enough, they are not accepted as clients. In need of

1 For example if the terms of sales are 3/10, net 30 (3% cash discount if paid in 10 days, net 
amount If paid in 30 day) gives the client an annual interest rate of 54% (360/20 = 18*3% = 
54%). By using the cash discount, the company can cut its expenses and thus still increase is 
working capital ((Cole & Mishler, 1998).
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working capital they have to settle to factoring, even though they are fully 

capable of taking care of their own sales ledger and credit functions. What is 
more, although businesses are advanced approximately up to 80% of the value 

of individual invoices, the amount of rejected invoices by the factor is 

surprisingly high (Carty, 1995).

This presents a problem to companies that do not only do b-to-b business. As 

only that part of the invoices is factorable, it does not necessarily solve to 

question of needed working capital. This also limits the number of companies 

that can profit from factoring function.

Then there is also the question of image. What do the fellow companies and the 

suppliers’ think when they find out that their co-operators use factoring. 

Although factoring should not bear a negative image, sometimes it does. Does 

this create an effect in the financial area; will the terms of payment stay as they 

are? These are questions that cannot be answered in a general level because it 
depends on the relationship the company has with its suppliers. Moreover, the 

suppliers are not among the first ones to know that their client is using factoring 

and if the customer relationship is on a healthy basis, there should not be any 

problems.

Another negative point is the customer relationships. As the small and medium 
sized companies, who have personal contacts with the clients, especially use 

factoring it might jeopardise these relationships. According to a survey done by 

Gittan Carlsund in Uppsala University, Sweden 1995, customers anxiety was 
the significant disadvantage of factoring. Around 30% of the companies had 

received concerned feedback as the customers noticed the company had 
switched to factoring. The majority of these contacts came right after start of 

factoring and they ended rather soon. The most critical were the clients who 

were known as slow and bad payers.

The principal objection to factoring accounts receivable is cost. However, only 

the interest rate should be considered when comparing this method of financing 
with alternatives. The factoring commission is not entirely a charge for
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advancing funds but, more accurately, a charge for credit and collection 

management (Cole & Mishler, 1998, p. 276). The concept of cost also depends 

to what other source of finance factoring Is compared to.

3.2. Venture capital funding

Generally, the venture capitalist Invests In a venture as a minority shareholder 

in order to exit later from the venture. According to Olin (1986, p.32), the 
tendency to invest only minority shareholdings separates the venture capital 

activity from holding and development companies, who prefer to have a majority 

shareholding.

Landström (1990, p.352-353) proposed that venture capitalists could be 

classified in four categories based on their approach in portfolio companies. The 
types of venture capitalists’ configuration included structure, consultancy, 

operations, and mentor oriented companies. Structure oriented firms’ 

concentrate on creating effective clusters of ventures. Operations oriented 

venture capitalists are most closely involved in their portfolio companies 

participating also in such functions as marketing and management. Consultancy 

oriented companies work momentarily actively with their portfolio ventures 

providing assisting services. Mentor oriented firms pay the most attention to the 

entrepreneur and serve actively as a sounding board, confident and friend.

In this study we do not separate venture capitalists in any categories, we take 

them as a one entity and assume that they are moreover aiming to the same 

result with similar methods.

3.2.1. Different stages of VC investment

The objective of the venture capitalist is to increase the value of the invested 
company as much as possible and then exit the investment through a stock 

market listing (IPO, Initial Public Offering) or a trade sale and thus get a high 

return for the investment. An average investment time range from 7-10 years for
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seed investment finance and from 1-3 years for bridge finance investment 

(Timmons 1994, p.512)

The venture capital investment stages can be separated into five different 

categories as follows and to three different stages.

Cumulative 
Net Cash Flow

Early Stage Financing Later Stage Financing

Early
Growth
Stage

Start-Up Expansion
Stage

Figure 3. Venture capital investment stages

The seed stage means that the entrepreneur action has just begun and the 

product is still under development. This is the stage when the company has no 

income, only expenses.

When defining the company’s development stages, the seed stage is defined as 

a project to build a prototype of the product. The innovation of the entrepreneur 
needs to be realised with the venture capitalist. The functions that need to be 

done are the development of the prototype, building up a business plan, and 
creation of a legal enterprise. In addition of equity, the venture capitalist is 
supposed to offer wide expertise and plenty of time in order to develop the 
portfolio company2 (Amit et al. 1990).

2 With portfolio company, this study refers to the funded company.
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In the start-up stage the prototype is ready, along it the first product starts to 

be ready and the company is searching for its first clients. The business plan is 
finalised but the last minutes improvements in the product and the testing of the 

product in the markets are drying up the entrepreneur’s liquid assets, as the 

cash flow is still negative. These are the main reasons why the entrepreneur 

needs venture capital in this stage.

In the early growth stage the company has started its own production or 

commercial activity and begins to have regular customers. Now the cash flow 

should turn to positive but it is though quite rare that it happens. If the business 
is a hobby to the entrepreneur, the company stays quite long in this stage. 

Nevertheless, if instead, the company seeks strongly to grow - the management 

is well committed - this stage will not last long. As the market segments are 
narrow, the company is quite soon forced to think about going international.

The expansion stage the company’s sales market is expanding and the 

company grows significantly, which is a natural cause after the growth stage. 

That is why this stage is also associated with the actual internationalisation thus 

if the company is willing to grow international, this is the phase where it should 
happen. In spite of the pressure of internationalisation, this stage is 

considerably longer than the growth stage and important roles are the 

development projects of production and marketing.

In bridge stage the company has reached certain maturity and is now ready to 
be quoted or sold, thus the exit is now under consideration. In this stage the 

venture capitalist brings along all the expertise they have in order to realise his 

"investment" and assure that the exit is well and correctly planned.
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Net Cash Flow

Growth with the Venture Capitalist

Growth without the Venture Capitalist

^ Time

Growth Expansion and exitStart-Up

Figure 4. Venture capital advantage in an early stage firm 
(Source: Virtanen, 1996, p.138)

3.2.2. The investment decision process of a Venture Capitalist

The process has been studied and framed by many researchers (Tyebjee & 

Bruno in 1984, Fried & Hisrich in 1988b and 1994) who have defined a model 

and then continued in refining that model. Here is presented the model Fried 
and Hisrich 1994. It has six phases and each of them is very specific and 

important to the decision making.

> Origination. In this phase the venture capitalist is making itself known on 

the markets while he is searching for portfolio companies. In this stage the 

financing type can be defined if for example the venture capitalist will 
specialise in Biological enterprises, it will be know and therefore IT 

businesses will not bother to apply for financing from them.

> VC-Firm - Specific Screen. Here the venture capitalists will put a great 

importance for the line of business of the portfolio company, to the amount 
of investment, geological situation, and to company’s lifecycle situation.
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These informations can be found in the business plan the portfolio company 

has made for the venture capitalist.

> Generic Screen. The business plan is inspected carefully and the decision 

of further investigation or rejecting is made. The two phases before the 
generic screen are meant to eliminate unprofitable projects before 

unreasonable amount of money and effort are committed.

> First-Phase Evaluation. Now the venture capitalist starts gathering more 

detailed information about the venture and entrepreneur. The most used 
methods according to Fried & Hisrich (1994) are 1) interview the whole 

management team of the prospect company, and 2) examination of the 

machinery and equipment of the company and functional resources.

> Second-Phase Evaluation. In the first phase the degree of enthusiastic of 

the entrepreneur is investigated. In the second stage the objective is to find 
out all obstacles of the investment and how these obstacles can be sorted 

out. Now the venture capitalist spends a lot more time in evaluating the 

prospect company than in previous phases.

Also the price of the agreement is determined in this phase. If a consensus 

is not reached the application is rejected.

> Closing. After going through the phases described the final contract is 

negotiated and signed in the closing phase. Although it is not self-clear that 
companies that reach this stage receive funding. The application can still be 

rejected if the parties have different point of views about the contract terms. 
According to Fried & Hisric approximately 20% of applications are still turned 

down in this phase.
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Realisation possibilities

Coarse
Screen

Line of Business Development stage

Amount of 
investment

Geographical
location

Instruments

Management and 
personnel
- Professionalism

Technology Market A

- Motivation
- Experience
- Personality

- Product (ion) 
technology
- Protectiveness

- Market potential
- Competitors
- Lifecycle of the 
business
- Possibility of 
internationalisation

Fine
Screen

- Innovation
- Cost level
- Uniqueness
- Life cycle V

Table 1. Factors influencing the investment decision of a venture capitalist

Before entering to the evaluation phases the company has already gone 

through a coarse screen. In the first and second-phase evaluation the company 

is inspected by the fine screen and its management, professionalism, 

technology and market are analysed thoroughly.

3.2.3. Venture evaluation

How do then the parties reach agreement of the value of the venture that is put 

on and signed in the contract? The tangible assets are no problem, but the 

intangible assets are the most difficult parts to evaluate.

There are three basic methods that are used to evaluate numerically 

businesses: 1) Balance sheet approach, 2) earnings approach, and 3) P/E 

approach. Naturally some other minor approaches do exist, but we do not 

concentrate on them in this study.
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In the balance sheet method the company’s current market value of assets and 

liabilities is determined. By deducting the liabilities from assets the net worth of 
the company is found. This method is the most appropriate for businesses that 

are going to be terminated (Leppiniemi, 1989, p.17:2).
The earnings approach is based on estimating expected future earnings of the 

company. In this case the most common way is to discount the future net profits 

/ free cash flows to the present time (Brealey & Myers, 1991, p.13) i.e. use the 
Net Present Value.

NPV = C0 + £ ___
( 1+r , ) •

Where
C(0) = Investment 

C(t) = Future cash flows 

r = expected rate of return 

t = time

The main weakness of the NPV method is that it is unrealistic to estimate a 

single value for a venture. The necessary assumptions for cash flows, growth 

rates and cost of capital generate many possible values. However, the NPV 

method has a significant advantage - its values are less subjective than in other 

forms to distortions that can occur in public or private markets.

In P/E approach the price to earnings ratios of similar businesses are analysed. 

In order to have the value of the business the company’s net profit after tax is 

multiplied with the P/E ratio of an equal business as the venture has reached its 
mature stage. And this value is discounted to the present day. If the company is 

not yet quoted (the case of start-up and early growth companies) the P/E ratio 
can be found by benchmarking similar companies that are in the business. 

There are variations of this and one commonly used application is so called 

“Venture Capital Method” (Timmons, 1994, p.513).
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The Venture Capital Method uses the P/E approach described above and in 

order to determine the investor’s required rate of ownership. The ownership is 

based on the initial investment divided by the estimated present value.

Therefore:

V 0-
Vt

(1+0*

Where

V(0) = Present value of the company 
V(t)= Company value at the time t 

i = IRR (Internal Rate of Return) 
t = time

p/e = price / earnings ratio 
E = Company’s net profit after tax

It can also be expressed by the following figure:

Net result
V, =E

Figure 5. Venture Capital Method
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When the company’s net profit (or terminal value) has been found, it is 

discounted to present time so that the present value can be defined. As we can 

see in table 7 (page 46) according to Wright & Robbie the rates of return 

demanded by venture capital investor from an early stage company are the 
following: 40,5% of investors demanded to have an IRR between 46-55% p.a. 

and only 26.2% demanded over 55% p.a. However, Timmons (1994) uses 

percentages that vary from 25% to 80% because of the risk involved.

In order to determine the investor’s required percentage of ownership, the initial 

investment made by the investor is divided by the estimated present value of 
the company.

Final ownership required = ______Investment_________ .
Present value of the company

And finally the number of shares and the price per share is calculated according 

to the following formula:

New shares = Percentage of ownership required bv investor * old shares 

1 - percentage ownership required by investor

By definition, the share price equals the price paid, divided by the number of 
shares. In additions to value the venture, it also determines the percentage of 

ownership that is often the key issue in negotiations.

3.2.4. Equity funding

In this form of finance the venture capitalist does not invest equity and thus 

purchase an ownership from the company but invests in the portfolio company 

in terms of a debt instrument. This means, that a venture capitalists income 
accrues mainly as capital gains via the increase in the value of the investment. 

Therefore, the venture capitalist has not a place in the board of directors and it 
cannot influence in the decision made in the company.
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Olin (1986, p.32) divided companies according to their role and share of 

ownership. A venture capitalist is differentiated from an investor by the role of 

ownership. Investment company is usually a passive owner whereas venture 

capitalists are involved with the portfolio company’s activities. The share 

(percentage) of ownership then differentiates venture capitalist and 
development companies. Even though both of them are active owners, the 

development company usually acquires (and demands) a majority share 

whereas the venture capitalist co-operates and supports the values of 

entrepreneurship by purchasing only a minority interest.

In the following, the classification used by the Finnish Venturing Association and 

Finnish authorities is presented. The advantage of this classification is, that it 

allows us differentiate effectively - and exclude - some types of financing. 
Therefore, we can concentrate systematically on the core of the entrepreneurial 

finance.

Share of Ownership

Minority Majority

Active Venture Capital 
Company

Development
Company

Role of 
Ownership

Passive Investment
Company

Holding
Company

Table 2. Classification of investors according to their share and role of 
ownership.
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3.2.5. Subordinate loan

The actual term, subordinated, indicates that the loan is junior debt. In case of 

bankruptcy its holder will be at the bottom in the list of debtors who have a 

senior debt. One form of subordinate loan is mezzanine finance. It has some of 

the characteristic of both senior bank debt and equity and it by implications 

ranks between senior debt and equity for repayment and this reflects to its 
pricing (see table 4). This form of finance is most widely used for financing 

buyouts. However, the flexible nature of mezzanine finance makes it very useful 

in a variety of financing situations. Mezzanine finance is an effective method for 
financing expansion. It increases the long-term capital base of an investee 

company without significantly diluting shareholders’ control. While it may 
strengthen the balance sheet and enable increased senior borrowing on more 
attractive terms, it can also enhance equity returns and can be particularly 

useful for private companies planning an IPO in the short term.

3.2.6. Convertible loans

A convertible loan or rather a bond gives its owner the possibility to exchange it 

for a predetermined number of common shares of the company. Usually, the 

convertible bondholder, here a venture capitalist, hopes that the issuing 
company’s (portfolio company) share price will boost up so that the bond can be 

converted for profit. On the other hand, if the share price drops down, there is 
no obligation to convert. When a venture capitalist decides to exercise his 

bonds and buy shares, no money is traded. He only gives up his bonds and 

receive shares instead (Brealey & Myers, 1991. p. 321-322).

Then why do companies issue convertible loans? One discipline expresses that 

convertible debt is “cheap debt”. Another discipline regards convertibles as a 

“deferred sale of share at an attractive price”.

The convertible loans enable the entrepreneur to raise external share capital 

against higher company value than its current value Is.
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The number of shares for each bond is called the bond’s conversion ratio. 

Convertibles are usually issued at their face value, that is, 100 percent par. 

Since they consist of a bond plus a right to convert, the underlying bond at issue 

is less that 100. Thus the value of the bond can be expected to increase 

between issue and maturity (Brealey & Myers, 1991. P. 542).

Usually the venture capitalist and the entrepreneur make an agreement of a 
convertible loan on a fixed interest rate p.a. When the bond matures, the VC 

exercises his rights and the price per share is as agreed. During the holding 

period the VC has receives a fixed interest rate return on his investment. In 

addition, as the company value increases the return to the investor increases 

along. On the other hand, if the company value decreases, the investor still 

receives the fixed interest rate return for his investment.

When exercising the convertible bond as it matures, the investor has received 
fewer shares than the owner has but for a higher price3. Therefore as the value 

of the company increases both owners’ and investors’ return increase. Given 

the same value of the company, the owners' rate of return is higher than the 

investors’ rate of return.

Quite often the deal has clauses relating to the result. For example if the 
company makes good result, the investor gets 25% of the shares when the 

conversion is done. Likewise, if the company makes poor result, the investor 

harvests bigger proportion for example 48% of the shares.

3.2.7. Rates of return

We have already presented the abbreviation IRR and its meaning Internal Rate 
of Return4. In the following are presented some comments about the IRR and a 

survey made by Wright and Robbie in their article in 1996.

3 The number of shares received from convertible bonds is smaller than from a share issue to 
investors.
4 In definitions page 9 and in the Venture Capital Method, page 27.
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Wright and Robbie (1996, p.160) state in their survey that the even though 

venture capitalists use often price earnings multiples when calculating rates of 

return, the most used form of is discounted cash flow approach. Although there 
are some theoretical problems with IRR, this technique is commonly used as a 

principal indicator of investment performance.

The survey they carried out shows that in moving from later stage to 

management buyout or buy-ins and finally to early stage, the current required 

rates of returns on equity become progressively higher. Two-thirds of early 

stage investments look for rates of return at least of 46%.

Rate of return
Investment type

Later stage MBO MBI Early stage

Below 20% p.a. 5,9 1,9 0,0 2,4

21 to 25% p.a. 19,6 15,4 7,7 0,0

26 to 30% p.a. 25,5 19,2 15,4 4,8

31 to35% p.a. 31,4 46,2 28,8 7,1

36 to 45% p.a. 15,7 13,5 40,4 19,0

46 to 55% p.a. 0,0 1,9 5,8 40,5

Above 55% p.a. 2,0 1.9 1,9 26,2

Total 100,0 100,0 100,0 100,0

Sample size 51 52 52 42

Table 3. Required rate of return on Equity 
(Source: Wright & Robbie, 1996)

Less than a quarter of venture capitalists attached the same degree of 

importance to the investment meeting a standard required rate of return 

regardless of the invested company’s risk profile. Over half of the respondents 

felt it important or essential that the investment met a standard required rate of 
return according to the risk band of the investment, but this approach has a high
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standard deviation. A further feature was the importance attached to a deal 

being able to earn a rate of return that yielded a total cash return commensurate 

with the amount invested, but with the highest standard deviation. This appears 

to be important to only some venture capitalists (Wright & Robbie, 1996 p.162).

Timmons (1981, p.210) reported that venture capitalist express their ROI 

(Return on Investment) requirements in three different ways: 25-50% 
compounded after-tax return per year for 5-10 years, or 5-10 times their original 

investment in 5-10 years, or 3-5 times in 3-7 years.

In their study in 1989 Chiampiou & Kallett reported annual compounded growth 

rates of venture capital which in different periods between 1960 and 1988 

varied from 18,9% to 66%. They concluded that in average actual returns on 

venture capital investments exceeded the expected return so, that they offered 
in 1978-87 a return premium for default and equity market risks. The only other 

capital asset that returned its risk premium was a long-term government bond.

3.3. Loans from financial institutions

Financial institutions grant normal loans to business and consumers. If we 

compare them to the factoring where the account receivables act as securities, 

the inconveniences of these loans from financial institutions are the demanded 

securities.

After the bank crisis in Finland the credit policy was changed so, that the 

security itself did not any longer guarantee the credit: in addition to the 

guarantees, the company’s cash flow needed to be sufficient to repay the loan. 
Therefore, the importance of the cash flow has little by little grown over the 

securities. Nowadays the bank look at its clients as a whole and emphasises 

the rentability of the business (operating profit) and the fact that the company 

can do investments (financial result).
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Especially small and medium sized companies tend to have problems with the 

guarantees in order to achieve financing from the banks. In case of machinery 

and construction investments, the object usually covers even 70% of the loan. 

The missing part is given as mortgage.

The problem of guarantees is well presented when applying loan for working 

capital. Also here the company mortgages are offered as securities. However 

the bank evaluates the current and fixed assets only for maximum of 60-70% of 
their balance sheet value. After the other liabilities given to other financial 

institutions are deducted. The Finnish law gives the financial institution the right 

to collect interest rate for three years, thus that amount is added to the 
mortgage nominal value. There is no specific law about the interest rates in 
case of corporate clients, but most financial institutions use a rate of 18% p.a. 

Therefore the bank evaluates the mortgages given to other financial institutions 

as a nominal value of + 54%.

There are two things that have great importance in banks’ pricing: the risk and 
customer relationship. When a company has a good relationship with its bank, 

the credit application is seldom rejected even if they do not have enough 

guarantees: usually the credit is prolonged as long as the operating profit is 
good. Otherwise the bank risks loosing all its investments in the company if it 

let’s them go bankrupt. On the other hand, in this stage the company is no 

longer in the position to negotiate of the price of the money. It does not have 
choice as the lack of guarantees prevents the use of other banks.

What comes to the seasonal need of working capital, the banks always have 

the check account. The interest rate of the credit can either be fixed or 

convertible. In the case of convertible, it can be tied up to basic interest rate or 
to the reference interest rate. The Bank of Finland’s councillors determines the 

basic interest rate and therefore it is an administrative interest rate. As 

reference rates are used Euribor interest rate, Bank of Finland’s three or five 
years’ reference rates or different banks’ prime rates5.

5 Prime rate i.e. the best customers’ risk-free interest rate.
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For a company, that has foreign currency denominated loans there are term 

loans and options, but the cost of hedging must be included when calculating 

the cost of these forms of finance. If the company is working internationally and 
therefore has income in foreign currency these hedging instrument would not be 

needed. Also for interest rate risk there are different instruments as option and 
futures but these are not discussed here. Furthermore when the economy is 

heading for the European Monetary Union, the Euro will be the only official 

currency in the EMU countries from the beginning 1.1.2002. After that, the 

foreign currency denominated loans will not have that great importance 

because only US dollar will be an option worthwhile thinking as the Japan 

struggles in economical crises and the Yen fluctuates constantly.

3.4. Trade creditors

Depending of the products, companies grant different terms of payments6. In 

Finland, the normal TOP is 14 - 60 days. Some companies use also cash 

discount. When cash discount is given, two maturity dates are stated: one for 
the cash discounts payment the other for the net payment (for ex. 14 days -2%, 

30 days net). Usually a few days delay is accepted as well as a few days 
banking delay. The delay of the payment is the time between the maturity date 

and real payment date (Suviala, 1990,62-63).

The control of the account receivables is a challenging task, because as the 

company tries to minimise the capital tied to the account receivables, the TOPs 

are also a competitive edge. Lindstöm & Kivelä (1998, 45) have studied how 
much equity is gained and what could be its profit on a 6% interest rate if the 

accounts receivables were reduced by one day.

6 Later on Terms of Payment = TOP.
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Turnover, MFIM/year Capital gained, KFIM
Yearly interest, 6%,
KFIM

50 1397 8 8Ö

250 694 42

700 1944 117
1500 4167 250

2500 6944 417

Table 4. Interest rate gain by reducing account receivable

The prediction of delays of payment is especially important in managing 

accounts receivables, because they can help in anticipating future payment 
difficulties. The increasing amount of accounts payable is the first signal of the 

difficulties in the company, because they are the first ones to be delayed when 
facing problems. However, the suppliers are quite flexible and the collection of 

the overdue is slow. Therefore, the entrepreneur could even try a month’s delay 

before the danger of being reported to the collection institutes is acute.

The company’s insolvency in the economic and juridical science means the 

inability to take care of the company’s liabilities when they are matured. If the 
assets do not cover the liabilities the company will face in the first face delays of 

payment, thus it will start paying its account payables and other short-term 

debts after the maturity date. This then leads to increased accounts payable 

and interest on late payments.

According to Laitinen (1996,1169) the insolvency is preceded by liquidity crisis 

i.e. the capital available is deteriorated remarkably versus the forthcoming 

liabilities. Usually the liquidity crisis is neutralised by extra finance or then by 

payment settlements. Especially fast growing small companies suffer from time 

to time these liquidity crises, as they need lots of equity in the growth process.

7 139 = 50 000/360
8 8 = 6 % * 139
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3.5. Summary of financial instruments

There are two basic types of financial instruments: short- and long-term 
financial instruments. In this study we consider both types and do not only 

concentrate on one of them. Traditionally, factoring is short-term and venture 

capital long-term financing. These forms do not exclude each other’s and can 

be used together as a fruitful combination.

As an answer to the first of the questions that was presented in the beginning 
(when and why a company uses factoring?), factoring is aimed to help the 

company in seasonal fluctuations of cash flows and therefore to bring in needed 

working capital. It is a short-term solution to the needs of financing of and SME. 
Young emerging companies that grow too fast use usually factoring. Strong 

matured companies do not need factoring anymore as they have stabilised their 

cash flows.

The answer to the question two (When and why a company uses venture 

capital?); the venture capital financing is more like an entity of financing 
methods. It is a package and has more to give on also other areas than just 

pure terms of finance. When a company decides to seek venture capital 

financing it is ready to accept “outsiders” to the company and thus exploit their 

experience to the maximum. Venture capital funding can be sought in different 

stages in the company’s lifecycle. The forms are different and so are then the 
methods of financing. The venture capitalist as well as the entrepreneur seeks 

to increase the value of the portfolio company and then harvest the results 

when the company is mature. The conditions and methods might be different, 
but the aim is the same: the entrepreneur seeks external capital and the venture 

capitalist seeks profit. The situation should be a win-win situation, otherwise the 

parties are not willing to accept the deal and make the effort to carry out the 

project.

In spite of the differences of these forms of finance, we will calculate the cost of 
both of these types and will compare their risks and returns to the entrepreneur.
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In the following some ideas of Timmons (1994):

Term of Financing

Source Short Medium Long

Trade credit Yes Yes Possible

Commercial banks Most frequently Yes (asset-based) Rare (depends on asset)

Factors Most frequently Rare No

Leasing companies No Most frequently Some

Mutual savings banks, No No Real estate and other asset

savings & loans based companies

Insurance companies Rare Most frequently Yes

Table 5. Debt financing sources by term of financing 
(Source: Timmons, 1994, p.545)

The table above gathers the three terms of financing for businesses. As we can 
see, the venture capital is not mentioned here as a long-term capital although 

this study places it there. Also mutual savings banks, savings & loans, leasing 
companies nor insurance companies are not treated here, because of their 

small impact on financing of the small and medium sized enterprises.

Furthermore Timmons has also collected the debt financing sources for different 
types of businesses, here only two of them: start-up and existing. He has not 

specified, how long the existing company has been operating, but we assume 

that it has already stabilised its position on the market.

Source Start-Up Company Existing Company

Trade credit Yes Yes

Commercial Banks Occasionally, with strong equity Yes

Finance companies Rare (if assets are available) Yes

Factors Rare Yes

Leasing companies Difficult, except for start-ups with

Venture Capital

Yes

Mutual savings banks Rare Real estate and other asset

and savings & loans based companies

Insurance companies Rare, except alongside venture

Capital

Yes

Table 6. Debt financing sources for types of businesses 
(Source: Timmons, 1994, p.545)
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With these two tables of Timmons we have almost the answer to the third 
question (What are the other possible financing methods of an SME?). Naturally 

there are other methods than these forms of debt financing and in the chapter 

four the pecking order theory shows us that debt is preferred before equity. 

Thus normal cash flow financing is the most important form of finance, but it is 

seldom enough. Therefore companies use sources that are outside the 

company’s own cash flows.

Actually the ideal debt structure to a company is a combination of all the 

methods presented in this chapter. Factoring and bank limits to short-term 

financing and venture capital and bank loans to long-term financing. And the 

proper use of TOP’S and possible cash discounts to decrease the outgoing cash 

flows and manage the treasury of the company.
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4. Theoretical framework

4.1. Capital Asset Pricing Model (CAPM)

Three economists - William Sharpe, John Lintner, and Jack Treyner, produced 

the Capital Asset Pricing Model (CAPM) in the mid- 1960s. In the model, the 

expected risk premium varies in direct proportion to beta. That means that in 

figure 7 all investments must plot along the sloping line, known as security 
market line. The expected risk premium on an investment with a beta of 0,5 is, 

therefore, half the expected risk premium on the market; and the expected risk 
premium of an investment with a beta of 2,0 is twice the expected risk premium 

on the market. Brealey & Myers (1991 p.162) express the formula as follows:

Expected risk premium on stock = beta * expected risk premium on market

Г-Г/ = p rm-r

In fact, the CAPM shows that the equilibrium rates of return on all risky assets 

are function of their covariance with the market portfolio. The CAPM assumes a 

perfect and complete capital markets, normally distributed asset returns and risk 

averse investors. The CAPM equation sets the expected rate of return of the 
risky assets equal to the risk-free rate added by the quantity of risk (beta) 

multiplied by the price of risk. This is often the formula used in the cost of equity 

calculations and the CAPM can be used to find the discount rate for a new 

capital investment.
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Basic model The most common 
application CAPM

Expected
return

Security Market 
Line

Capital Market 
Line

Market
portfolio

Treasury
Bills

Treasury
Bills

Figure 6. Capital Market Line & Capital Asset pricing Model 
(Source: Brealey & Myers, 1991,162)

Sharpe’s (1964) original model:

E„ = r/+ß, ( Erm- r f)

Where:
E(n) = the expected rate of return of the stock 

r(f) = risk free interest rate 

ß(i) = the beta of the stock

E(rm) = the expected rate of return of the market portfolio

Thus by the model, the beta can be measured in form the stock expectations:

cov (it , г )
ß = / *”

var (r m )

Where:

r(¡) = the return on stock i
r(m) the return of the market portfolio
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Therefore the risk neutralised expected rate of return of each stock = expected 

market rate of return.

Е„-г/

The САР-model has been criticised, because many empirical researches, see 
for example Banz (1981) Gibbons (1982), Schänken (1985) and Virtanen 

(1996), show that it not adequate to explain the variation of single profits. The 

biggest problems are in the definition of the beta (ß) and the market portfolio.

4.2. Rational behaviour under uncertainty

Sloman (1991, p.92), separates risk and uncertainty: “Risk is when the 
probability of an outcome is known. Uncertainty is when the probability of an 

outcome is not known”. In his theory probability is the crucial definition, whether 

it is know or not. The odds (=probability) can be divided to three categories: 

favourable, fair and unfavourable.

Furthermore, Sloman (1991. P.114) splits people to three categories of attitude 

towards risk :

❖ Risk neutral. A risk neutral person will take the risk if the odds are 

favourable; he will not take a risk if the odds are unfavourable. Furthermore, 

he is indifferent if the odds are fair.

❖ Risk loving. A risk loving person is prepared to take the risk even if the 

odds are unfavourable. The more risk loving a person is, the worse the odds 

he is prepared to accept.
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❖ Risk averse. A risk averse person might not be prepared to take the risk 

even if the odds are favourable. The more risk averse a person is, the better 

need the odds to be before he is ready to take the risk.

Also Blake (1990, p. 273) uses the same split of categories but the definitions 

are not quite the same:

❖ A risk neutral investor is someone who is indifferent to the risk; i.e. he does 

not take risk into account when he is making his investment decisions. 

Therefore given the choice between two investments with the same 
expected return but different risks, he is indifferent to which one he selects.

❖ A risk loving investor is someone who enjoys taking on risks and, given the 

choice between two investments offering the same expected return but 

different risks, he will always select the investment offering greater risk.

❖ A risk averse investor is someone who, given the choice between two 

investment offering the same expected return but different risks, will always 

choose the less risky investment..

Definitions made by Sloman could be described as sociological and the Blake’s 

definitions mathematical.

According to Kahara et al (1998), the nature of the most of the people is risk 

averse. Thus, people's asymmetrical attitude towards risk may lead to people 

being illogical. A (hypothetical) risk-neutral person has a linear utility of wealth 

curve. Expected utility is constant, regardless of the rate of uncertainty. Another 
reason why people dislike risk is that they have a diminishing marginal utility of 

wealth: As the individual’s wealth level increases, so does the level of 
satisfaction or utility level that he gets from owning wealth. However, the level of 

utility increases at a diminishing rate as wealth increases. Therefore, the 
additional or marginal increments to wealth increase utility by successively 

smaller amounts, so that the investors with concave utility functions possess 

diminishing marginal utility of wealth (Blake, 1990, p.273).
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Utility

- AU2=u(w2)-u(wO)
U(WO)

- ДШ =u(wO)-u(wl)
U(W1)

Wealth W

Figure 7. A concave utility function exhibiting diminishing marginal utility of 
wealth
(Source: Blake, 1990, p.274)

For example, the entrepreneur has an initial level of wealth wO, implying a utility 

level of u(w0). If the wealth falls by the amount of A(w1) = w0-w1, the 

entrepreneurs utility falls by the amount of Au1 = u(w0)-u(w1). If on the other 

hand the wealth increases by the same amount Дw2 = w2-w0, the utility 

increases by the amount of Дu2 = u(w2)-u(w0).

When there is a diminishing marginal utility,

AU1 is always greater than AU2.

Still using the concave utility function we can examine the possibility to invest all 
the wealth in a risk-free investment with a rate of r(ff per cent per year, with the 

wealth wO and certainty of utility u(w0). Or, alternatively to put everything in a 

portfolio of risky securities, which also generates an expected level of wealth 

wO. Suppose, however, that the actual level wealth in the end of the year will be

9 Usually there is a “risk-free” investment opportunity in the market, for example bank savings or 
government bonds, for which the guaranteed return is r(f). In practise this is really hard to find 
because there is always the risk of inflation.
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w1 or w2. Assuming that the distribution of wealth in risky portfolio is symmetric 

i.e. the risk is symmetric, so that there is an equal probability of 50% of year- 

end wealth of being w1 or w2. Thus the expected wealth will be wO but the 

expected utility of wealth will be less than u(w0) since:

Expected utility form risky investment = V2u(w1) + Vzu(w2)

= yi[u(w0)-Au1] + Vï[u(w0) + Д u2\

= u(w0) + 1/г(Ди2 - Au 1)

< u(w0)

= expected utility from risk-free investment 

because Au1 > Au2

Therefore, the investor’s expected utility from risky investment will always be 

less than his/hers utility from a certain investment with he same expected 
return, as long as the investor is risk-averse and has a concave utility function 

(Blake, 1990, p.274).

As already mentioned the risk-neutral investors have linear (straight-line) utility 

functions and a constant marginal utility of wealth and are therefore indifferent 

between risky and risk-free investments that offer the same expected return. 

Why? Because for them Au1 = Au2. Whereas the risk-loving investors have 

convex utility functions with an increasing marginal utility of wealth and 

therefore they prefer the risky investment to the risk-free because for them Au2 

> Au1.

Chan et al. (1990) takes venture capitalists as risk neutral investors. The 

assumption is made because VC’s a have large portfolios of (diversifiable) 

projects and are owned by well-diversified investors. Furthermore they assume 
that that entrepreneur is risk-averse. In theses circumstances optimal risk 

sharing requires that the VC bear all cash flow risk. And since the VC is
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controlling production, his payment to the entrepreneur of a fixed amount 
achieves both optimal risk sharing and efficient resolution of moral hazard10

However, in this study we relay rather on for example Blake’s (1990) theory and 
assume that venture capitalists are risk-averse and therefore the risk can be 

priced using the market equilibrium model.

4.3. Psychological risk theory

Peoples risk assessment has troubled researchers for many years. Kahneman 

and Tversky (1979) have presented a fairly standard method for illustrating 

expected utility theory: A prospect is a contract that yields an outcome of x with 
a probability of p, and an outcome of 0 with a probability of 1-p. Ruhnka & 

Young (1991 p.116) made an example of the theory with the following 

attributes:

Prospect A Prospect В

50% chance to win €100.000 60% chance to win €90.000
50% chance to win nothing 40% chance to win nothing.

A rational investor is to choose the prospect В because its expected utility is 

€54.000 whereas the expected utility of prospect A is €50.000 (all other things 

such as cost of the prospect being equal).

However Kahneman and Tversky (1979) found two anomalies in this theory. 

The first one is “certainty effect”. Given the choice between (A) an 80% chance 
to win €4.000 and (B) a 100% chance to win €3.000, as much as 80% of the 

experimental subjects chose В even though its expected utility is less than A’s 
(€3.000 versus €3.200). Therefore most people tended to be more risk averse 

and valued certainty over the risk and thus chose lesser income with more 

certainty.

10 The risk that the existence of a contract will change the behaviour of one or both parties to 
the contract; e.g. an insured firm may take fewer fire precautions
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Another anomaly is “reflection effect” and it involves negative outcomes. Given 

the choice of two possibilities that both involve high probabilities of loss (A) a 
loss of €4.000 with an 80% probability and (B) a loss of €3.000 with a 100% 

probability. A surprisingly high percentage - 92% - selected A even though its 

probable outcome is higher loss than in В (A - loss of €3.200, В - loss of 

€3.000). The explanation to this behaviour is that when probable losses are 

involved, most people become risk loving and will choose the probability of 

higher potential loss so long as same chance remains to avoid any loss, over 

the prospect of a smaller but certain loss.

The psychological risk theory can also explain the venture capitalists actions. 
Ruhnka & Young (1991 p.117) explain that a venture capitalist investment is an 

opportunity characterised by a prospect of potential gain as well as potential 
loss. There are two utility functions where risk is 1) a function of loss and 2) a 
function of gain. More risk tolerant the VC investors are willing to incur a greater 

probability of loss in return for a greater magnitude of gain if the investment 
succeeds. On the other hand more risk-averse investors prefer a lesser 

probability of potential loss, but will maximise expected utility at that level of risk. 

According to these hypothesis there are three factors that determine the level of 

risk in VC investment:

> The minimum portfolio target rate of return that the VC needs to achieve.
> The level of risk (potential gain and loss relationships) of the existing 

investment in the portfolio to which the prospect would be added.

> The VC’s general tolerance for - or aversion to - risk.

As a conclusion we could say that a venture capitalist behaviour under risk, 

whether the expected utility theory or psychological risk theory are associated 

with the portfolio approach, is rational and therefore he would require a higher 

rate of return (IRR) the level of risk of the investment increases.
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4.4. Market equilibrium and the price of the risk

The capital market line is also known as efficient set. Its shape is linear and the 
slope shows the rate at which risk and return can be traded off against each 

other from the production side.

In figure 9 there are efficient sets of risky portfolios BMA and the capital market 

line CML. Also, there are indifference curves of two risk-averse investors. 
Investor 1 (indifference curves U10, U11) is more risk-averse than investor 2 

(indifference curves U20, U21), so he has steeper indifference curves. This 

means that he requires a larger increase in expected return to compensate the 

given risk.

Expected return,

Market portfolio

_ Standard deviation
0m Op

Figure 8. Market equilibrium, market portfolio and the market price of risk 
(Source: Blake, 1990, p.288-289)

If the investor 1 did not have the possibility to borrow and lend without risk, he 

would maximise his utility by selecting portfolio P10, determined by the point of 

tangency between investor Ts indifference curve U10 and the efficient set of 
risky portfolios. Similarly, the investor 2 would optimise the utility by choosing 

portfolio P20.
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Without risk-free borrowing and lending different investors would hold different 
risky portfolios depending on their degree of risk aversion.

However, when risk-free borrowing and lending are introduced, all investors can 

improve their utilities. The efficient set now becomes the capital market line 

CML which dominates all portfolios except the portfolio M. Investor 1 would 

optimise his utility by selecting now the portfolio P11 and investor 2 the portfolio 

P21. Therefore their utilities increase to U11 and respectively to U21.

As a conclusion can be said that whatever the risk preference of the investors 

is, all investors will, in equilibrium, hold portfolio M together with either 

borrowing or lending at the risk-free rate, assuming that there are homogeneous 

expectations of risk and return.

Once the market portfolio and the risk-free interest rate are know, the market 
price of risk can be calculated. It is simply equal to the slope of the capital 

market line (see fig.7):

Market price of risk =
Гщ-r f 

G m

Where
r(m) = expected return on market portfolio

r(f) = risk-free rate of interest

o(m) = standard deviation of the market portfolio

We can observe that the market price of risk is equal to the excess return or risk 

premium on the market (over the risk-free rate) per unit of risk. It measures the 

increase in expected return required to compensate an investor for bearing an 

additional risk (Blake, 1991, p.289).
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4.5. Pecking Order Theory

According to Brealey & Myers (1991, p.446), the pecking order theory explains 

why the most profitable firms generally borrow less - not because they have low 

target debt ratios, but because they do not need outside finance. Less profitable 
firms issue debt because they do not have sufficient internal funds for their 

capital investment program, and because debt financing is first on the pecking 

order of external financing

As understandable, firms prefer internal finance before all other sources of 

finance. They also must adapt their target dividend pay out ratios to their 
investment opportunities. At the same time, they try to avoid sudden changes in 

dividends. Due to dividend policies and unpredictable fluctuations in profitability 

and investment opportunities, the internally generated cash flow is sometimes 
less than capital expenditures and sometimes more. If it is more, the firm 

invests in marketable securities or pays off its debts. If it is less, the firm sells its 
marketable securities or draws down its cash balance. Nevertheless, if external 

finance is needed, firms first issue the safest security. In other words, they start 

with debt, then for example convertible loans and as a last resort, equity 

(Brealey & Myers, 1991, p.446).

Myers and Majluf (1984) suggested an assumption, according to which the 
company managers have the best information about the real financial state and 

their mission is to maximise the return on investment of the old shareowners. 

This leads us to following circle: If the managers feel that the company’s shares 

are overvalued, they prefer to issue stock. If the shares are undervalued, they 

issue debt. All this, because when the company announces of the forthcoming 

issue of stock, the market analysts interpret this as a sign that the shares are 
overvalued and thus the price of the share decreases. Therefore, the managers 

prefer issuing debt instead of equity. The negative point of issuing debt is that 

the company’s' interest expenses increases, as well as the financial risk and the 

demand for return on investments. Therefore, the managers prefer internal 

funds to issuing debt.
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As a conclusion, the pecking order theory rests on 1) sticky dividend policy, 2) a 

preference for internal funds, and 3) an aversion of issuing equity (Brealey & 

Myers, 1991, p.446).

4.6. Financial instruments and risk

Different financial instruments carry different risk and expected IRR. In the 

following table the different forms of financing are classified in a priority order.

Form of 
Finance

Instrument Priority in case of 
bankruptcy

Interest free debt I

Debt STL with interest I

Financing LTL with interest
Bonds (inc. convertibles

I
I

Mezzanine Debentures (directs) II
Debentures (convertibles & 
options

II

Direct subordinate loans III
Quasi-equity Equity loans (convertible & 

options) III
Preferred stock (without vote! IV

Shares v
Preferred stock (with vote) v

Equity Other equity
Retained profits (incl.

V

Provisions and depreciation 
difference)

v

Risk and the
expectation
SMALL

Risk and the
expectation
BIG

Table 7. Financial instruments and their risk 
(Source: Finnish Venture Capital Association)

In the first priority class we can find the debt financing. Securities and 

guarantees are quite usual in this category but do not appear in other 

categories. The normal short- and long-term debts that are usually with a 
certain interest rate are situated here. Also an interest free debt is possible to 

obtain. In addition bonds, including convertibles are located in this category

55



where the risk is small and according to the level of the risk, also the 

expectations are low.

The next part is actually divided to two parts: Mezzanine and Quasi-equity. In 

mezzanine we have the debentures (both directs and convertibles and options) 

and in quasi-equity we have subordinates, equity loans and preferred stock 

(without vote). The mezzanine is classified in the priority category II and 

respectively subordinate and equity to class III. However, the preferred stock is 
classified in the category IV, thus after subordinate and equity even though they 

are all three in quasi-equity category. Therefore the risk increases towards the 

preferred stock and also the expectations are higher than in ordinary debt 

financing.

In last category we have the full equity based instruments: shares, preferred 
stock (with vote), other equity and equity distributable to shareholders (including 

provisions and depreciation difference). These are all in priority class V i.e. they 
are the last ones to be paid in case of bankruptcy. In other words the risk is the 

biggest of all financing forms and therefore it is understandable that also the 

expectations are quite high.

4.7. Summary of theoretical framework

In venture capital funding the risk and return have important roles. The venture 

capitalists attitude towards the risk - whether it is risk neutral (for example Chan 
et al. 1990) or risk averse (for example Blake, 1990), has a great importance 

how the venture capitalist evaluates the prospect companies and what are his 

expectations of future profits. According to the psychological theory of risk 

presented by Ruhnka & Young (originally by Kahneman and Tversky 1979) it is 

not only maximising the return but also minimising the risk that the VC 

evaluates different prospects. But it is not only the venture capitalists attitude 

towards risk; it is also the entrepreneurs’ attitude towards the risk that has an 

impact on the negotiations and valuations. Applying the pecking order theory, 

the entrepreneur prefers the debt before equity. But as the venture capital is
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sort of an equity based finance, in spite that it still is debt, the gains from VC 

input must overcome the dilution effect caused by the venture capitalists 

introduction to the ownership structure of the company. Therefore also the 
entrepreneur and VC both weight the risk and return of different financial 

instruments.

In the following the theories that are presented earlier and their links to the 

study.

Who Theory Link

Myers & Majluf, 1984 Pecking order The finance preference

Sharpe (1964),

Lintner (1965)

Capital Asset Pricing

Model

Cost of equity, rates of

return

Blake (1991),
Brealey & Myers (1991)

Capital Market
Equilibrium theory and

expected rate of return

Price of the risk

Timmons (1994)
Leppiniemi (1989)

Brealey & Myers (1991)

Venture Capital Method

Balance Sheet approach

P/E approach

Valuing the venture

Ruhnka & Young (1991)

Kahneman and Tversky

(1979)

Psychological

Risk Theory

IRR

Table 8. Theoretical framework: Theories linked to the study.

The theories gathered and presented above are significant theories for the 

study. They help us to understand why the entrepreneur acts as he does and 

how he evaluates his costs and chances to survive and increase the value of 
his enterprise. What is more, they also clear the viewpoints of rational venture 

capitalists. If course these all are theories and cannot be thought by all 
entrepreneur’s every day in the daily functions. But most of the entrepreneurs 

have learned from the experiences even though they are not familiar with the
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financial and risk theories. Therefore the theories can be used to explain the 

behaviour of the rational individuals, but we do not expect the entrepreneur to 
perform his daily routines according to the theories. Furthermore, some of the 

theories are hard to apply in real life for example CAR-model. Financial 
instruments and risk, however, are a part of the normal function of an SME as it 

searches financing. Pecking order is especially valid for the companies quoted 

in the stock markets, as the investors react to all actions the company does.
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5. Empirical research

In the empirical part the theories presented in previous chapter will be 

compared to the calculations made from the case company. The case 

company’s managing director has been interviewed and his feelings are then 
compared to the assumptions made in the theories.

5.1 Case company presentation

Due to the request of the company owners and sensibility of the information, the 
case company’s name is not published.

The case company is a product and manufacturing company that was founded 
in 1992 by its current managing director. The company specialises in the 

development of smart terminals for machine and equipment manufacturers and 
for specific industries. Case company offers to its customer’s turnkey solutions 

from product design to production. It has developed software and hardware 

design platforms of the key technologies so that customer’s development 

projects are effective and fast. This offers to customers a quick access to 

profitable e-business. Case company’s main customer groups are the paper, 

automotive, defence, and information technology and pharmaceutical industries.

Today the case company employs 16 people including the founder, currently 

the managing director. The number of employees has grown steadily during the 

years and there has not been any peak in the hiring process. There is no 

personnel organisation chart, only a chart by functions.
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Production

R&D Applications

Board of Directors

Managing Director

Figure 9. The organisation chart of the case company in 2001

The case company is run by its managing director and with him there is a board 

of directors in which the venture capitalists are represented. Under the 
Managing director there are the R&D and applications divisions. Under the 

application is naturally the production. It is noticeable that the case company 

does not have an economic function thus the managing director still takes care 

of the financial matters.

The reason why the company was chosen as a case company is that it has 
used all three methods of finance that are studied in this study: factoring, bank 

and venture capital.

5.1.1. Case company and financial institutions

The case company uses one of the main banks in Finland, Nordea Bank. It has 

an open check limit up to 400.000 mk and the yearly interest rate is around 4% 

p.a. The total limit has been used when the company was not financially 

stabilised. According to the entrepreneur the cost of the check is not 

devastating, but the procedures that enables it are. Every year the check limit 

has to be re-opened and new collateral payments are maid. The limit stays the 
same, but the time and effort needed to solve the bureaucracy are exhausting. 

A small company that does not have a financial manager takes the time out 

from the operating management and the time is expensive.

60



The case company has given a total of 1.350.000 mk of securities and 

guarantees during its life cycle. From the table 10 below, we can see that most 
of the company mortgages are given to the bank (650.000 mk). Also two other 

institutions are present: Kera Oy (300.000 mk), which is an institution that 

finances emerging companies and Finnvera Oyj (400.000 mk), who is a certain 

type of venture capital, but not exactly. This mortgage to Finnvera Oyj is to 

guarantee the open check limit in the Merita bank. For Finnvera Oyj it is a 

profitable business because according to the payment order in case of 
bankruptcy, the check limit is the first ones to be paid and if the bankrupt’s 

estate has not any financial means to solve the debt, the mortgage is then 

collected. Therefore it is risk-free loan.

Numbers Quantity à price (mk) Owner Date

001 1 100.000 Kera Oy 1/1995

001 1 75.000 Merita Oy 9/1995

001 1 200.000 Kera Oy 6/1996

001 1 200.000 Merita Oy 6/1996

002 1 25.000 Merita Oy 6/1996

001 1 150.000 Merita Oy 10/1996

002-003 2 100.000 Merita Oy 10/1996

001-002 2 200.000 Finnvera Oyj 4/2000

Total 10 1.350.000

Table 9. The company mortgages of the case company 
(Source: Suomen Asiakastieto Oy)

5.1.2. Case company and factoring

The case company has used factoring as a last solution when there were no 

money left. They resent the negative impact of factoring and resume the 

adverse affects the factoring means in their invoices. Although the factoring is 
normal in some businesses they feel it is embarrassing. However, some of the 

clients do understand the nature of the factoring as it is about a business where 
the projects are long and money tends to dry before it starts to flow in. The
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entrepreneur feels that the difficult part is to get the customer to understand and 

to accept to make the payment to a financial institution instead of the case 

company. The cost of the factoring has been around 2% p.a. As with banks, the 
cost is not excessive, but the workload it represents to an SME is heavy. As 

there were no regular factoring only occasional, no electronic transfers were not 

used. Neither there were normal fees that factoring companies charges as the 
periods for need were irregular. Therefore we were unable to compare the 

factoring costs on the theory how factoring finance is usually arranged.

5.1.3. Case company and venture capitalists

In 1996 the managing director of the case company started to make some 

exploratory contact to local venture capitals and in general started to acquire 
information about the venture capital function. Soon after a local VC who 

proposed to invest 100.000 mk to his business contacted him. The managing 

director of the case company rejected the offer and continued his search of 

more serious investor. In late September 1997 the managing director of the 
case company contacted the venture capitalist 1 (name not mentioned here) 

and the negotiations were started. The final contract was signed in late 
December 1997 leading to a three months negotiation time. Due to the slow 
decision making of the VC1 the case company did not receive the first round 

finance before the April 1998 that is four months after signing up the contract 

(and seven months after starting the negotiations).

The entrepreneur’s expectations towards the venture capitalist activity were not 

completely fulfilled. On the other hand, his expectations might have been over 

optimistic. According to him time was often wasted in the heavy structure of the 

venture capitalist. Therefore they could not react fast enough when the 
circumstances changed in the case company and overall decision-making 

process was slow.

However the venture capitalist 1 did bring in know-how in form of board of 

director member and a professional aid to daily business as they appointed a
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financial advisor from the venture capitalists behalf. Therefore the case 
company did receive more than financial assistance and was able to perform 

better with more competitive financial solutions.

5.2. Financial arrangements

The case company did not receive all the money at the same time, instead the 

financing was structured differently and divided to several rounds. The first 

action was to issue shares to the venture capitalists for a 300.000 mk. Another 

partner was taken in to the case company from the initiative of the venture 

capitalist and he was issued for 81.810,10 mk acquiring a 7,7% ownership from 

the company.

Partners Share-
investment
mk

Owner
ship

Nominal-
value mk

Share
premium
account

Number of 
shares

Partner 1 50 100 64,7 % 50 100 0 334
Partner 2 81 818 7.6 % 5 850 75 968 39
Venture Capitalist 300 000 27,7 % 21 450 278 550 143
Total 431 918 100% 77 400 354 518 516

Table 10. Ownership structure after the first issue.

Thus the original partner (managing director) had 64,7% share and the venture 
capitalists a 27,7% share. The new partner 2 had only 7,6% ownership in the 

case company. The nominal value of the share stayed in 150 mk and therefore 

the difference from the purchase price (for partner 2 and for the venture 
capitalist) was accounted in the share premium account that increased to 

354.518 mk. The number of shares totalled in 516.

After the first round the partner 2 purchased 62 shares from the partner 1 and 

VC for 12.000 mk. After the dilution in the partner 1 and VC ownership the 

situation was the following:
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Partners Share-
investment
mk

Owner
ship

Nominal- 
value mk

Share
premium
account

Number of 
shares

Partner 1 44 100 58.7 % 45 450 0 303
Partner 2 93 818 19,6 % 15 150 78 668 101
Venture Capitalist 294 000 21,7% 16 800 277 200 112
Total 431 918 100% 77 400 355 868 516

Table 11. Ownership structure after 2nd purchase.

The second round financing was launched in April 1998 when the convertible 

bond of 400.000 mk was changed to a convertible equity loan. The interest rate 

was set to 9% p.a. and an overdue interest rate was fixed to 11% p.a.

Partners Share-
investment
mk

Owner
ship

Nominal- 
value mk

Share
premium
account

Number of 
shares

Partner 1 44 100 43,5 % 45 450 0 303
Partner 2 93 818 14,5% 15 150 78 668 101
Venture Capitalist 694 000 42,0 % 43 800 650 200 292
Total 831 918 100% 104 400 728 868 696

Table 12. The situation if the convertible loan was exercised.

If the venture capitalist would exercise his conversion right the situation would 

have been as illustrated in the table 13. The number of shares would increase 

to 696 and the invested capital to 831.918 mk. Again the nominal value would 
stay in 150 mk (totalling in 104.400 mk) and the difference put in share premium 

account.

In October 1998 another 400.000 mk subordinate11 loan was issued on the third 

round and its interest rate was 11% p.a. This was not a convertible loan and it 

was meant to strengthen the capital structure, mainly liquidity of the case 

company.

The last and fourth financial round from the venture capitalist 1 was launched in 

August 1999 when an option loan was issued for the venture capitalist 1 and 

partner 2. Each of them for 200.000 mk totalling in 400.000 mk. The interest 
rate was set by Euribor 6 months + 2% (determined on 1st day of the period).

11 With a subordinate loan we mean that it is considered to be a part of the equity and has no 
guarantees in the bank.
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Partners Share-
investment
mk

Owner
ship

Nominal- 
value mk

Share
premium
account

Number of 
shares

Partner 1 44 250 40,0 % 45 600 0 304
Partner 2 112 868 30,0 % 34 200 78 668 228
Venture Capitalist 311 400 30.0 % 34 200 277 200 228
Total 468 518 100% 114 000 355 868 760

Table 13. Situation if the option loan was exercised.

This is the situation if both partner 2 and the venture capitalist 1 would exercise 
their options. The number of shares would increase even more than in the case 

of convertible loan exercise, but the share investment and share premium 

account would be inferior to the convertible conversion. The total nominal value 
of the company would though increase to 114.000 mk. In all these cases the 

owner would still posses the largest share of the company.

But if the venture capitalist would exercise all bonds and option in his 

possession and the partner 2 would exercise his options, the venture capitalist 

would become the largest shareholder in the company.

Partners Share-
investment
mk

Owner
ship

Nominal- 
value mk

Share
premium
account

Number of 
shares

Partner 1 45 600 32,3 % 45 600 0 304
Partner 2 112 868 24,3 % 34 200 78 668 228
Venture Capitalist 338 400 43,4 % 61 200 277 200 408
Total 496 868 100% 141 000 355 868 940

Table 14. Situation if all bonds and options were exercised.

All the rounds included the venture capitalist 1 invested during 1998 and 1999 
1.300.000 mk and the partner 294 tmk in the case company. The average 

investment period for the venture capitalist was 26 months i.e. 2,17 years. The 

case company did not pay any interests in 1998 nor 1999 because it had no 
free equity. The venture capitalist exited the case company in February 2001 by 

selling its shares to another venture capitalist and received 2 mmk for its 

investments. Therefore the internal rate of return (IRR) of the venture capitalist 
was 19,39%, which is fairly good. The partner 2 is still in the company and 

continues investing with the venture capitalist 2.
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5.2.1. Financial structure and evolution of the case company

The case company has financed its operations by a diverse selection of 

external and internal capital. As we can see in the following figure 11, the bank 
loan combinations have been the largest forms of external finance12 during the 

examination years.

In fact the factoring has never presented more than 3,8% of the total debt. In 
2000 the company has no longer used factoring, as its cash flows are regular. 

However, the managing director emphasises the importance of factoring - 

without it the company would not have survived over the hard periods when the 

bank limits were overdrawn and the venture capitalist was not yet financing 

them.

Debt distribution

70,0 %

60,0 %

50,0 %

40,0 %

30,0 %

20,0 %

10,0%

0,0 %
1998 1999 2000

В Venture capital В Long-term debt
□ Short-term debt □ Factoring

Figure 10. The distribution of debt in 1998-2000

12 The venture capital investment is regarded as internal funding.
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From the figure 11we can see how the share of the long-term loan has 

increased from 1998 23,6% to 62,4% in 2000. The total amount of money 

invested in the case company did not change 1999/1998 but in 2000/1999 the 
increase was as high as 44,1%. The absolute amount of venture capital did not 

alter, but the long-term soared as the short-term decreased from 39,4% in 1998 

(largest of all forms) to 11,5% in 2000. Factoring was not used in 2000 and in 

1999 it covered only 2,5%.

The year 1998 was extremely difficult to the case company13. Its turnover 

decreased by 1.000.000 mk from 2.840.000 mk to 1.821.000 mk. Therefore as 

its fixed costs increased from 950.000 mk to 1.271.000 mk and depreciation 

doubled, the case company was suffering of a liquidity crisis. In 1998 the case 

company’s financial expenses for loans represented 10,7% of the turnover. As 

the turnover the increased 116,3% in 1999 and the company succeeded to 
decrease the total financial expenses, they represented only 4,1% of the 

turnover.

From the figure 12 we can see that the case company did not pay much interest 

for venture capital in 1998. This is due to the timing as the venture capitalist 
invested 400.000 mk convertible equity loan in April and another equity loan in 
October. However, the case company did not start paying interest before 

September for unknown reasons. Still, the interests did not have time run and 

the expenses for the loan were small. However, then the company had unstable 
relationships to its bank and it paid a very high interest for its long-term debt 

(8%) as well as to its short-term debt (4%-11 %).

13 The case company’s balance sheet and profit and loss account from the years 1998-2000 are 
exhibited in annexe 3.
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Distribution of financial expenses

70,0

60,0

50,0

40,0

30,0

20,0

10,0

0,0
Venture Long-term Other long Check limit Other short Factoring
Capital bank loan term loan term loan

■ 1998 ■ 1999 0 2000

Figure 11. Distribution of financial expenses in 1998-2000

The case company has consistently decreased the use of check limit and has 

succeeded in it. Moreover the weight has been put on the long-term loan whose 
interest rates are more convenient for the company. As the venture capitalist 

came in to the case company its financial adviser made arrangements in the 

case company’s loan structure. He advised the company of the expensive use 
of the check limit and suggested more profitable loan arrangements.

In the figure 13, the financial expenses of the year 2000 are analysed 

separately. Actually, the expenses were adjusted to a balance between venture 

capital 48% and long-term debt 42% (30% + 12%). What is more, the share of 
short-term loan interest expenses has dropped to 10% (4% + 6%). As no 

factoring was used the cost is zero. The percentages tell us that the long-term 

debt interest has considerably decreased as its proportion has increased but 

the interest expenses declined.
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Distribution of financial expenses in 2000

6 %o %6 %o %

■ Venture Capital
term bank loan 

48 % long term loan
□ Check limit
■ Other short term loan 
□ Factoring

Figure 12. Distribution of financial expenses in 2000

5.2.2. Possible financial combinations

If the company had chosen differently or had been in the position to negotiate 

its loans differently the structure of the financial expenses could have been 

different. Assuming that the proportional share of the venture capital would be 
the same but the rest of the capital shortage would have been financed with a 
long-term loan (with the same interest rate conditions) the situation had been 

different.

In the following table 16 we can see that /7 the interest rate conditions would 

have been the same with all loan sizes, the combination of long-term debt and 
short-term debt would have been the most profitable combination. However, it is 

hardly likely that a company is granted 3.866.257 mk long-term loan and at the 

same time a short-term loan of 714.666 mk (hypothetical situation of 2000). This 

combination would have saved the case company 45.761 mk in terms of 
financial expenses. In this solution every year the expenses would have been 

less than the real expenses. The second best combination was the venture 
capital combined with long-term debt (3.230.165 mk of long-term debt and
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1.350.759 mk of venture capital). This combination would have brought savings 

for as much as 35.184 mk. It is worthwhile noticing that the savings would have 

come already in 1998 (-61.389 mk) whereas the mentioned amounts in 2000 
would have become more expensive (3.615 mk) than the real costs.

1) VC + LTD 2) VC + STD

Total
amount of 
debt

Real
financial
expences

Venture
capital

Long-term
debt

Interest
expenses

Interest
difference

Venture
capital

Short-term
debt

Interest
expenses

Interest
difference

2000 4 580 923 213161 1 350 759 3 230 165 216776 3 615 3176701 1404 222 328443 115 282

1999 3179191 161458 1 704 607 1474 584 184 049 22 591 1 839 376 1 339814 197 758 36 300

1998 3 170 185 193 781 1 850 033 1320152 132 392 -61389 1447168 1 723017 181 596 -12185
Total 568400 533216 -35184 707 798 139 397

3) VC + Factoring 4) LTD + STD

Total
amount of 
debt

Real
financial
expences

Venture
capital Factoring

Interest
expenses

Interest
difference

Long-term
debt

Short-term
debt

Interest
expenses

Interest
difference

2000 4 580 923 213161 4 580 923 0 392 629 179468 3866 257 714666 149480 -63 682

1999 3 179191 161458 2979 712 199479 248 384 86 926 1725 915 1453276 102 642 -58816
1998 3 170 185 193781 2843142 327 043 62 534 -131 247 1 188003 1 982182 270 518 76 737

Total 568400 703 548 135148 522 640 ■45761

Table 15. Different financial combinations

Expressed in another form the figure 14 expresses the total amounts of interest 

expenses of different possible combinations.
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1

Financial expenses of different combinations

522-540

33216

568400

703548

707798

100000 200000 300000 400000 500000 600000 700000 800000

■ Real financial expences ■ VC+ LTD interest 

□ VC + FAC interest ■ LTD + STD interest

□ VC + STD interest

Figure 13. Financial expenses of different combinations.

5.3. Summary from the empirical research

The financial situation of the case company has improved during the past years. 

The quick ratio has now risen to 0,6 and current ratio to 0,8 from 1998 situation 

of 0,2 and 0,3. These ratios could be better as the business’ general level in 
1999 was respectively 1,2 and 1,7. However, the company has now a solid 

base with it and the first venture capitalist has done its exit with success and 
another venture capitalist has entered the company with new ideas and support. 

This increases the company’s credibility in the investors’ perspectives. The 

company no longer uses its check limit but instead has taken long-term debt 

and therefore improved the structure of its financial expenses. Also the short

term debt has successfully decreased and with it also factoring has stopped.

In spite of hard competition in the business, the case company has succeeded 

in increasing its turnover almost constantly. The only drop came in 1998 when 

the turnover declined 36% but before and ever since the turnover has increased 
steadily (last increase 44%). However the gearing of the company is quite
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heavy (264%). In 1999 and 1998 it stayed the same percentage (-160%). The 

figures from 1997 are incomparable as the company did not have more equity 

than 15.000 mk and 1.889.000 mk debt.

The company’s equity ratio has always been under 20%. The company’s line of 
businesses’ general level for last three years has been over 40%. Therefore the 

company should increase its equity in order to gain solidity.

When the 1st venture capitalists came in, the owner 1 had a 64,7% share of 

ownership. Along with the different financial arrangements his share has 

decreased in theory to 32.3% whereas the venture capitalists Ts share has 
increased from 21,7% to 43,4%. In reality today the owner is 47% and the 

venture capitalists 2’s 22%. The partner 2, brought in by the venture capitalists 

1 has in creased his share of ownership in theory from 7,6% to 24,3% and 
today in reality he has 31%. Therefore when the venture capitalists 1 sold his 

shares and investments to the partners and venture capitalists 2, the partner 2 

has been able to purchase a larger share of ownership than he had before with 

the current financial arrangements.

For two last years the ROI has been approximately 12,5%. However in the exit 

the venture capitalist 1 received a 19,38% return for its investment. The result 

can be interpreted that taking into consideration of the financial structure of the 

company, the venture capitalist 1 made a good investment and made also good 

profit.

The company’s financial structure has had too much weight on short-term debt 

especially in 1998, which has deteriorated the result of the company and made 

it less tempting to investors. Now as the situation has been corrected the 
company is heading towards more profitable period making a profit of 230 tmk 

in 2000 (appendix 3).
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6. Conclusions

In order to conclude the chapters of the study and the answers the study aims 
to discover, we shall review the questions presented in the introduction:

1. The costs and utilities of factoring and venture capital to an SME?

1.1. Why and when a company uses factoring?

1.2. Why and when a company uses venture capital?

1.3. What are the other possible financing methods of an SME?

In the case company the utilities of factoring were its flexibility and quick 

responding time i.e. the financing was received in a short notice and thus the 

company could cover shortage created. The flexibility translates to the amount 
of factoring. The case company had a limit of possible amount of credit it could 

obtain with factoring. Therefore it was free to play within this credit. If the total 

limit was not needed, it did not have to be used. However, the costs of factoring 

tend normally be fairly high in annual level, but with the new technology they 

can be reduced i.e. the electronic transfers etc. The case company did not have 

the electronic transfers and therefore it created a considerable workload for the 

managing director. But on the other hand, the case company did not pay the 

fixed fees of factoring, only the interest rate was charged. If the company had 

used only factoring and venture capital instead of involving also the bank, it 
would have cost 135.148 mk more in terms of interest payments. This 

combination would have brought savings only in 1998 (131.247 mk) when the 
case company had extremely high proportion of its external capital in the form 

of short-term debt. In all other years the expenses would have been higher 

causing the total amount to exceed the real interest expenses. Therefore the 

method of a combination of only these two forms of finance is not the most 

profitable combination.

Even though factoring is a fairly good form of finance, it has a slightly negative 

sound. The case company’s managing director felt that his company had failed
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and gave a negative signal to the markets as it had to use factoring. In the case 

company the negative reputation caused the ending of the use of factoring.

The utilities of venture capital in the case company were the investment 

amounts and know-how brought in by the venture capitalist. It is not likely that a 
financial institution can finance a company in as many financing rounds and 

amounts as the venture capitalists who specialises in taking risks. What is 

more, the venture capitalist does not interfere in daily routines of the company 
unless the portfolio company it demands. In this case the bank refused to grant 

more loans and the entrepreneur was obliged to look for new partners who 

would invest in his company and was ready to take a reasonable risk. However, 
the costs of venture capital were high. The entrepreneur paid rather high 

interest rate to the invested amounts (9%, 11% and Euribor 6 months + 2%) 

and was obliged to “sell” shares thus ownership (minority) to the venture 
capitalist. When combining the venture capital funding with other forms of 

finance, only the long-term debt combined to venture capital was more 

profitable in terms of financial expenses than other venture capital related 

combinations. With that combination the case company could have saved 

35.184 mk. Venture capital combined with short-term loan generated 139.397 

mk more interest expenses than the combination of all forms used.

Normally in the exit phase the entrepreneur purchases the shares of the venture 
capitalist and gains back the ownership of his / hers company. In this case the 

venture capitalist sold a part of the shares to another venture capitalist that 

continues investing in the company. The rest of the shares were sold to the 
partners (VC2 22%, 1st owner 47%, and 2nd owner 31%).

Still one negative issue is to be mentioned: the slow development of the 
agreement and the reception of the finance. It might take a surprisingly long 

time after the contract has signed before the entrepreneur receives the finance 

agreed. For the case company it took three months to negotiate the contract 

and then another three months to receive the finance. During this period, 

factoring is a functional tool to fill in the gap of short-term finance. And so did
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the case company use factoring in the beginning of 1999 while waiting for the 
1st venture capitalist to launch the financing.

Actually the best combination for the case company would have been a 

reasonable division between short- and long-term debt without venture capital 

and factoring. The case company could have saved 45.761 mk in interest 
expenses, but the banks’ eagerness to invest 3.8 mmk in long-term and 0.7 

mmk in short-term debt is to be doubted.

The questions 1.1, 1.2, and 1.3 were answered in the summary of chapter 3, 

financial instruments on page 41. To recapitulate:

1.1. Young emerging and fast growing companies who face a seasonal or 

constant shortage of working capital usually use factoring as a short-term 

financing.

1.2. Venture capital is used in all company life-cycle phases. For each phase 

there is a different financing form of venture capital. Companies use 

venture capital because they need serious financing and often the 

amounts needed are far too large so that the banks are not willing to 
participate. Also the risk that the company’s business presents, limits the 

number of interested investors. The entrepreneurs aim is to achieve 

financing and increase the business and profitability. The venture 
capitalists aim is to receive return on its investment and increase their 

own profitability.

1.3. The other possible financing methods are the financial institutions: 

banks, savings funds, government owned institutions etc that are 

mentioned in the chapter 2 in page 11. In this study these other forms 
were acknowledged but only the bank was regarded as a serious option 

and / or combination to the factoring and venture capital.
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6.1. Comparison of the results to the theoretical framework

As the case company used the factoring only occasionally, the structure of the 

charges did not correspond to the theory. Normally a factor charges a fixed fee 
and a percentage, but in this case there was only the interest rate of the credit 

limit. Therefore it was not possible to make a relevant comparison to the other 

costs. As the capital market line theory suggests, the factoring should be less 

expensive than the venture capital. Therefore even as the case company’s 

factoring model was not a normal factoring agreement, its cost was lower than 

the venture capitals which is in accordance with the capital market line theory. 
In order to get more reliable results the company should have used factoring on 

a more regular basis and with normal charges. In this case the cost of factoring 
was very low and in theory the company should have used more of it as the 

profitability of it was high.

The case company did follow the pecking order theory presented by Myers & 

Majluf (1984), so that when they realised that the internal funds were not 

sufficient to cover the financing needs of case company in the daily operations 

and investments, they started to seek external financing. The equity was issued 

but to the venture capitalists and therefore it is not comparable to issues done in 

public.

As Ruhnka & Young (1991) said the venture capitalist do not seek to maximise 

the utility but to minimise the risk. In the case company the venture capitalists 
has brought in a person as a partner, their own manager to the board of 

directors and the same manager helped the managing director with the daily 

financial questions. These actions assured the venture capitalist that their 

investment was properly managed and therefore guided towards more 

profitable results so that the venture capitalist can one day exit with respectable 

rate of return as they did in January 2001.

It can be assumed that the venture capitalist has used the venture capital 

method (or another equivalent price to earnings -based method) to evaluate the 
company’s present value when they have made the investment decision. The



1

entrepreneur should also be aware of the possible methods and calculate 

himself the value of the company so that in negotiation stage both parties are 
on same level of discussion and the contract can be agreed on. The case 
company used only balance sheet method to evaluate their own worth to the 1st 

venture capitalists.

6.2. Comparison to previous studies

The most comparable study that was available was the Masters thesis of 

Keränen (1997), where he studied the factoring as a financing alternative for 
small and medium sized companies. He came to the conclusion that if the 

factoring is needed only on seasonal basis, it is more profitable than the check 

limit from the bank. However, if the need for factoring is constant, it will become 
more profitable than the bank limit, only when savings from the collection 

function and accounts receivable transferred to the factor, start bring in savings 

to the company.

6.3. Suggestions for further studies

As a further study we suggest that a large group of companies - using 

factoring, venture capital and bank financing - from different lines of businesses 

should be analysed. The large number of case companies is essential before 

any generalisations can be made. The study could be realised together with the 

Finnish Venture Capital Association and therefore their portfolio companies 
could be profited from. With large volumes, electric transfers and complete use 

(collection and accounts receivable function) of the factoring, a company can 

lower the costs. Therefore factoring could be a more profitable source of finance 
than another short-term finance i.e. check limits and trade credits (interest rate 

of overdue invoices at least 11% p.a. in Finland).

In the case company the simulated combination of factoring and venture capital 

was not the most profitable possibility because the case company had not used 

factoring in a large scale during the last few years. However, if the division to
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venture capital and factoring had been different, the results would have been 

dissimilar. What is more, the early stages of venture capital funding might 

create shortage in the working capital so the factoring could be a good seasonal 

option to fill in the gap, as it was for the case company. Therefore it would be 
preferable if the slightly negative reputation of the factoring could be neutralised 

and the venture capitalists (and other investors) would approve the factoring as 
honourable form of financing.
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Appendix 1

FACTORS CHAIN INTERNATIONAL 

STATISTICS OF WORLD

FACTORING IN 1999



Æ VVCI/ FGI EXPRESSED IH FIGURES

Twenty-five years of total factored volume for all FCI members (in millions of US dollars)

1974 6,780

1979 16,185

1984 19,393

1989 80,496 

1994 130,166

1999 245,354

... and the FCI market share (in comparison to worldwide factored volume)

1974 21% 1979 23% 1984 29% 1989 41% 1994 44% 1999 42%

Twenty-five years of cumulative export/import factored volume for all FCI members (in millions of US Dollars)

1974

1979

1984

1989

1994

1999

508

996

1.384

5.384 

9,875

19,405

... and the FCI market share (in comparison to worldwide figures)

1974 14% 1979 26% 1984 32% 1989 47% 1994 49% 1999 58%
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FACTORING TURNOVER
TN i Ч '-! 'H

[Н MILLIONS OF USD
COUNTRY

Country Domestic International Total

Austria 1,571 442 2,013
Belgium 5,015 2,638 7,653
Bulgaria 0 2 2
Cyprus 1,003 120 1,123
Czech Republic 532 251 782
Denmark 2,578 792 3,370
Estonia + Baltic States 401 70 471
Finland 5,496 150 5,647
France 50,250 3,009 53,259
Germany 16,302 3,742 20,044
Greece 702 150 853
Hungary 102 42 144
Iceland 0 100 100
Ireland 5,647 532 6,178
Italy 84,252 4,012 88,264
Netherlands 17,553 3,009 20,562
Norway 4,072 201 4,273
Poland 587 20 607
Portugal 7,051 421 7,472
Romania 2 35 37
Slovakia 50 110 160
Slovenia 22 13 35
Spain 11,936 632 12,568
Sweden 7,372 201 7,573
Switzerland 1,003 301 1,304
Turkey 4,514 752 5,266
United Kingdom 98,294 5,216 103,510

Total Eurooe 326.306 26.965 353.271

Argentina 1,474 11 1,485
Brazil 17,051 10 17,061
Canada 1,696 262 1,958
Chile 2,508 100 2,608
Colombia 50 0 50
Costa Rica 224 3 227
Cuba 181 5 186
Mexico 3,360 201 3,561
Panama 10 1 11
U.S.A. 101,805 2,708 104,513

Total Americas 128,358 3,301 131,659

Total factoring volume

Asia-Pacific
15%

/
Morocco ie 41 57
South Africa 5,316 40 5,356
Tunesia 44 29 73

Total Africa 5.376 110 5.486

China 14 17 31
Hong Kong 1,304 502 1,805
Indonesia 30 3 33
India 251 7 258
Israel 11 209 220
Japan 54,791 722 55,513
Malaysia 802 5 807
Oman 21 0 21
Philippines 10 0 10
Singapore 1,505 471 1,976
South Korea 15,045 120 15,165
Sri Lanka 60 2 62
Taiwan 1,153 943 2,096
Thailand 1,003 10 1,013

Total Asia 76,000 3,011 79,011

Australia 5,015 100 5,115
New Zealand 180 5 185

Total Australasia 5,195 105 5,300

Total World 541,235 33,492 574,727



TOTAL FACTORING VOLUME 
BV COUNTRV IN THE LAST
IN MILLIи Nb Ur U-'D

6 VEARS

Europe

Americas

Africa

Asia

Australasia

Country 1994 1995 1996 1997 1998 1999

Austria 1,890 1,842 1,792 2,087 2,153 2,013
Belgium 4,656 5,079 4,622 5,137 5,130 7,653
Bulgaria 0 0 0 0 0 2
Cyprus 307 511 685 898 1,127 1,123
Czech Republic 279 479 635 324 550 782
Denmark 2,328 2,788 2,631 3,028 3,400 3,370
Estonia + Baltic States 0 0 0 0 250 471
Finland 2,170 3,145 4,173 5,461 6,145 5,647
France 22,349 29,474 33,882 42,738 52,000 53,259
Germany 11,174 12,457 16,329 21,004 23,880 20,044
Greece 14 96 372 530 700 853
Hungary 112 122 163 329 135 144
Iceland 23 26 41 38 25 100
Ireland 1,983 2,034 3,139 4,271 4,650 6,178
Italy 42,621 47,563 54,548 79,871 88,500 88,264
Netherlands 9,731 12,631 15,694 20,546 20,800 20,562
Norway 4,344 3,667 4,808 4,488 4,450 4,273
Poland 0 13 100 385 715 607
Portugal 2,593 3,584 4,177 4,975 6,515 7,472
Romania 4 26 23 26 24 37
Slovakia 47 83 150 243 210 160
Slovenia 5 7 16 23 17 35
Spain 4,777 5,575 6,940 8,813 11,675 12,568
Sweden 3,864 3,615 9,543 9,516 9,020 7,573
Switzerland 503 523 907 1,081 1,720 1,304
Turkey 810 958 1,769 3,582 4,750 5,266
United Kingdom 40,321 45,559 55,672 91,917 99,000 103,510

Argentina 0 113 236 1,027 1,206 1,485
Brazil 3,259 2,178 2,268 2,184 16,004 17,061
Canada 1,667 2,178 2,340 3,039 2,189 1,958
Chile 289 958 1,642 2,595 2,340 2,608
Colombia 37 70 91 108 100 50
Costa Rica 0 0 0 0 190 227
Cuba 0 0 0 0 0 186
Mexico 12,757 4,843 2,009 2,260 2,960 3,561
Panama 0 0 0 0 0 11
U.S.A. 55,499 53,051 57,860 76,832 75,500 104,513

Morocco 56 70 104 198 220 57
South Africa 1,630 1,786 3,656 5,850 4,650 5,356
Tunesia n/a n/a n/a n/a 63 73

China 37 35 14 17 13 31
Hong Kong 521 575 853 1,308 1,520 1,805
Indonesia 489 2,426 2,776 1,866 33 33
India 149 218 240 390 205 258
Israel 0 14 445 85 127 220
Japan 22,165 24,661 31,023 41,087 45,802 55,513
Malaysia 1,509 1,777 2,721 2,217 807 807
Oman 0 0 0 0 17 21
Philippines 37 22 21 22 12 10
Singapore 1,769 1,960 2,041 2,649 1,774 1,976
South Korea 13,269 13,633 21,454 27,575 20,150 15,165
Sri Lanka 14 35 32 37 45 62
Taiwan 181 348 540 941 1,180 2,096
Thailand 847 1,085 1,365 1,135 840 1,013

Australia 1,481 2,091 2,767 3,677 3,900 5,115
New Zealand 19 157 172 205 190 185

Total World 274,586 296,139 359,081 488,619 529,575 574,727



QUESTIONS TO THE CASE COMPANY Appendix 2

COMPANY
1 ) When the company was founded?
2) The balance sheet and profit and loss account information from the first round venture capitalist to the 

latest?

3) What is the company’s line of business?

4) What is the company’s special product?

5) Is it patented / possible to be patented?
6) How has the company’s personnel developed (how many people in the start-up and how many now)?

7) What is the ownership structure of the company?
8) The organisation chart of the company?
9) Has the company issued shares? If yes, then when and with what conditions (price of the issued shares, 

number of shares)?
10) Has the company issued any convertible bonds? If yes, then to whom (a public offering or a private 

offering i.e. a venture capitalist)?
11) Has the company’s lifecycle phases been defined?

12) In which phase the company is now?
13) To what parties has the company given company mortgages or guarantees / securities?
14) What is the total value of these commitments?

FACTORING
1 ) The factoring contract and its basic information?

2) Is there a basic fee (per month, week, year)? If yes, what is it?

3) Is there a fixed fee per invoice / payment? If yes, what is it?

4) What is the interest rate charged by the factoring company?
5) Has the factoring company been given any securities or do the account receivables cover the risk?

6) Is the collection function a part of the factoring agreement or does the company itself the collection?

7) Is the ledger service a part of the factoring contract or does the company itself the ledger?

8) Who bears the risk of bad debt? The factoring company or case company?
9) Is there a limit to factoring receivables?

BANK
1 ) What are the case company’s loan conditions?

2) What is the agreed interest rate?

3) What is the repayment timetable?

4) What is the repayment form (annuity etc.)?

5) What is the check account limit?
6) What is the interest rate of the check account?
7) What are the other costs of the loan (fees etc.)?
8) What are the securities (company mortgage, personal guarantee etc.) given to the loan / loans?



VENTURE CAPITAL Appendix 2

I ) What was the amount of money invested in the first round investor?
2) The number of rounds and variation of amount financed with the 1st round investor?

3) What were the forms of the investments (convertible bond etc.)?

4) What was the rate of return demanded by the investor (IRR)?
5) What was the 1st round investor’s demanded (achieved) share of ownership?

6) What was the time scope (the possible plans for the exit?)?
7) What was the 1st round investors’ other contribution?

Member of the board of directors?

Participation to daily routines?

Connections to third parties?
8) In what growth stage did the 1st round investor join the company?

9) Who made the first contact with the 1st round investor?
10) For how long did the process take from the exploratory inquiries to the signing of the agreement (1st 

round investor)?
II ) How many shares there were before the 1st round investor?

12) How many shares are there now?
13) Into what share price did the 1st round investor exit?

14) What was the 1st round investor's venture evaluation about the company?



Appendix 3

Profit and loss account of the Case Company ’000 mk
2000 1999 1998 1997

Turnover 5672 3938 1821 2840
Other revenues 485 358 282
Variable costs 1594 860 1214 1507
Sales margin 4563 3437 889 1334
Fixed costs 3742 2869 1271 952
Operating profit 821 568 -382 382
Depreciations 378 382 483 253
Financial income 0 3 1
Financial expenses 213 161 194 190
Extraordinary items -67 -8
Taxes
Profit for the period 230 24 -1123 -68

Balance sheet of the Case Company ’000 mk

Fixed assets 1933 1607 1745 969
Current assets 732 404 222 299
Financial assets 2587 755 446 553
Total Assets 5252 2766 2413 1821

Subscribed Capital 77 77 72 15
Share premium account 1771 1524 1385 0
Retained profits -899 -1140 -1164 -41
Long term debt 2885 1034 750 654
Short term debt 1418 1272 1370 1194
Total equity and liabilities 5252 2766 2413 1821

Quick ratio 0,6 0,3 0,2 0,3
Current ratio 0,8 0,5 0,3 0,5
Equity ratio 18,34 % 19,98% 13,82 % -1,43 %
Return on equity (ROE) 24,20 % 5,27 % -361,43 % 232,11 %
Retun on capital invested (ROI) 12,49 % 12,55% -27,81 % 17,52%
Gearing 254 % 159 % 161 % -12318%
Change in turnover 44 % 116% -36 % 277 %
Total amount of debt 4303 2306 2120 1848
Financial expenses 213 161 194 190
Financial expenses / Debt 5,0 % 7,0 % 9,2 % 10,3%
Financial expenses / Turnover 3,8 % 4,1 % 10,7% 6,7 %
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Appendix 4

1998 1999 2000
Turnover 1 821 000 3 938 254 5 672 279
Financial expences 193 781 161 458 213 161
% 10,6% 4,1 % 3,8 %

Venture Capital 1 050 000 1 195 000 1 195 000
Interest paid 18 142 98 013 102 423
% 9,4 % 60,7 % 48,0 %

Difference 175 639 63 445 110 738
% 90,6% 39,3% 52,0%

Long-term bank loan 626 612 569 295 2 132 568
Interest rate 8,0% 3,0% 3,0%
Interest paid 50 129 17 079 63 977
% 25,9 % 10,6% 30,0 %

Other long term loan 122 650 464 450 725 120
Interest rate 5,6% 3,0% 3,5%
Interest paid 6 868 13 934 25 379
% 3,5% 8,6% 11,9%

Check limit 398 334 300 000 200 000
Interest rate 5,0% 3,5% 4,0%
Interest paid 19917 10 500 8 000
% 10,3% 6,5 % 3,8 %

Other short term loan 851 809 570 446 328 235
Interest rate 11,0% 3,5% 4,00%
Interest paid 93 699 19 966 13 129
% 48,4 % 12,4 % 6,2 %

Factoring 120 780 80 000 0
Interest rate 4,1 % 2,0% 2,0%
Interest paid 4 952 1 600 0
% 2,6% 1,0% 0,0%

Total 74 367 253

total amount of debt 3170185 3179 191 4 580 923
share of external capital
Venture capital 33,1 % 37,6 % 26,1 %
Long-term debt 23,6 % 32,5 % 62,4 %
Short-term debt 39,4 % 27,4 % 11,5%
Factoring 3,8 % 2,5 % 0,0 %

Combinations: 1998 1999 2000
VC+LTD 1 799 262 2 228 745 4 052 688
Interest paid 75 140 129 026 191 779
% 4,2 % 5,8 % 4,7 %

VC+STD 2 300 143 2 065 446 1 723 235
Interest paid 131 758 128 479 123 552

% 5,7 % 6,2% 7,2%

VC+FAC 1 170 780 1 275 000 1 195 000
Interest paid 23 094 99 613 102 423
% 2,0 % 7,8 % 8,6 %

LTD+STD 1 999 405 1 904 191 3 385 923
Interest paid 170 613 61 478 110 486
% 8,5 % 3,2 % 3,3 %

Venture capital 1 050 000 1 195 000 1 195 000
Long-term 749 262 1 033 745 2 857 688
Short-term 1 250 143 870 446 528 235
Factoring 120 780 80 000 0

The proportional share of Venture Capital is
VC+ltd 1998 1999 2000
Venture capital 1 850 033 1 704 607 1 350 759
Long-term 1 320 152 1 474 584 3 230 165
VC+ LTD interest 132 392 184 049 216 776

Average Interest Rates pa.
1,73% 8,20 % 8,57 %
7,6 % 3,0 % 3,1 %

9,09 % 3,50 % 4,00 %
4,1 % 2,0 % 2,0 %

the same
56,8 % 70,1 % 88,5 %
58,4 % 53,6 % 29,5 %
41,6% 46,4 % 70,5 %

533 216



Appendix 4

Real financial expences 193 781 161 458 213 161 568 400
Difference -61 389 22 591 3615 -35184 Gain

VC+std 1998 1999 2000 72,6 % 65,0 %
Venture capital 1 447 168 1 839 376 3 176 701 45,6 % 57,9 %
Short-term 1 723 017 1 339 814 1 404 222 54,4 % 42,1 %
VC + STD interest 181 596 197 758 328 443 707 798
Real financial expences 193 781 161 458 213 161 568 400
Difference -12 185 36 300 115 282 139 397 Loss

VC+fac 1998 1999 2000 36,9 % 40,1 %
Venture capital 2 843 142 2 979 712 4 580 923 89,7 % 93,7 %
Factoring 327 043 199 479 0 10,3% 6,3 %
VC + FAC interest 62 534 248 384 392 629 703 548
Real financial expences 193 781 161 458 213 161 568 400
Difference -131 247 86 926 179 468 135 148 Loss

ltd+std 1998 1999 2000 63,1 % 59,9 %
Long-term 1 188 003 1 725 915 3 866 257 37,5 % 54,3 %
Short-term 1 982 182 1 453 276 714 666 62,5 % 45,7 %
LTD + STD interest 270 518 102 642 149 480 522 640
Real financial expences 193 781 161 458 213 161 568 400
Difference 76 737 -58 816 -63 682 -45 761 Gain

The absolute amount of Venture Capital Is the same
VC+ltd 1998 1999 2000
vc 1 050 000 1 195 000 1 195 000
ltd 2120185 1 984 191 3 385 923
VC+ LTD interest 179 428 157 539 208 296 545 263
Real financial expences 193 781 161 458 213 161 568 400
diff -14 353 -3 919 -4 865 -23 137

VC+std
vc 1 050 000 1 195 000 1 195 000
std 2120 185 1 984 191 3 385 923
VC + STD interest 210 829 167 460 237 860 616 150
real fin expences 193 781 161 458 213 161 568 400
diff 17 048 6 002 24 699 47 749

VC+fac
vc 1 050 000 1 195 000 1 195 000
fee 2120185 1 984 191 3 385 923
VC + FAC interest 105 070 137 697 170 141 412 909
real fin expences 193 781 161 458 213 161 568 400
diff -88 711 -23 761 -43 020 -155 491

1998 1999 2000
Total amount of debt 3 170185 3179 191 4 580 923
Real financial expences
1) VC + LTD

193 781 161 458 213 161

Venture capital 1 850 033 1 704 607 1 350 759
Long-term debt 1 320 152 1 474 584 3 230 165
Interest expenses 132 392 184 049 216 776

2) VC + STD
Venture capital 1 447 168 1 839 376 3 176 701
Short-term debt 1 723 017 1 339 814 1 404 222
Interest expenses 181 596 197 758 328 443

3) VC + Factoring
Venture capital 2 843 142 2 979 712 4 580 923
Factoring 327 043 199 479 0
Interest expenses 62 534 248 384 392 629

4) LTD + STD
Long-term debt 1 188 003 1 725 915 3 866 257
Short-term debt 1 982 182 1 453 276 714 666
Interest expenses 270 518 102 642 149 480

37.6 % 

69,3 %
30.7 %

26,1 % 
100,0% 

0,0 %

73,9 % 
84,4 % 

15,6 %
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Interest 1998 1999 2000 2001 total
Bond 6300 36000 36000 2988 81288
Equity loan II 11092 44000 44000 3652 102743,7
Option loan 8290 12700 1129 22119
Tekes I 453 2400 2400 5253
Tekes II 298 5100 5100 10498
Tekes III 2223 2223 4446
Interest total 18142 98013 102423 7769 226348

28.9.1998 28.10.1998 25.8.1999 31.1.2001 Time

-700 000 -400 000 -200 000 2 000 000 Cashflows

1998 1999 2000 2001 Months
3 12 12 1 28
2 12 12 1 27

4 12 1 17

Time: months / years 26 2,17 =((700*28)+(400*27)+(200*17))/1300

IRR 19,39 %

Verification 1.3*1.1939л2.17 = 1,909694

Euribor 6 months
7.1.1999 1.1.1900 7.1.2000 1.1.2001

0,050 0,056 0,067 0,068



Appendix 4

Distribution of Financial expenses in 1998

В Venture Capital 

В Long-term bank loan

□ Other long term loan

□ Check limit

В Other short term loan

□ Factoring

Distribution of Financial expenses in 1999

В Venture Capital 

В Long-term bank loan

□ Other long term loan

□ Check limit

В Other short term loan

□ Factoring

Distribution of Financial expenses in 2000

6% 0%

□ Venture Capital

В Long-term bank loan

□ Other long term loan

□ Check limit

В Other short term loan

□ Factoring
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Debt distribution

Venture capital Long-term debt Short-term debt Factoring

И1998 В1999 D2000

Interest expenses of different combinations
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Interest expenses of different combinations

Real financial VC+ LTD interest VC + STD interest VC + FAC interest LTD + STD interest 
expences

Ш998 ■ 1999 D2000

1998 1999 2000

В Real financial expences B VC+ LTD interest D VC + STD interest 

□ VC + FAC interest В LTD + STD interest


