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This study used protocol analysis to identify key 

variables in the venture capital investment decision-making 

process. The study used a fictional business plan which was 

based on six actual business plans. This fictional business 

plan was presented to ten venture capitalists who were asked 

to review it to decide whether to interview the investee. 

The protocols obtained from these subjects were 

analyzed to determine patterns within the subjects' review. 

The sections of the business plan which were commonly 

reviewed first were the deal structure, the executive 

summary, and the management section. The management section 

was used by the greatest number of subjects. The market 

section was used the greatest number of times. 

The data were also organized by type of operators used 

in each subject's protocols. Information Search/Retrieval 

operators were most common, followed by Task Structuring/Set 

Goal operators. 

When classified into the four major categories of Task 

Structuring/Set Goal, Information Acquisition, Analytical/ 

Inferential, and Choice operators, Analytical/Inferential 



operators were used most frequently. Choice operators were 

least used. 

The phrases were analyzed by the relevant section in 

the business plan. The market received the greatest number 

of references, followed by references to the product and to 

management. However, when references to the income state-

ment and balance sheet were combined as phrases relevant to 

the financial statements, the financial statements were 

referred to more frequently than the product or the people. 

The subjects appeared to use an unidentified choice 

program within which certain models could be identified as 

subroutines. The subjects used an elimination-by-aspects 

model to screen the business plan. If the business plan met 

the criteria within the elimination-by-aspects model of the 

subject, the subject used an additive/nonlinear model for 

the remainder of the review. 

The results of this study indicate that financial 

statements provide information important in the venture 

capital investment decision-making process. This finding is 

contrary to the advice usually given to potential venture 

capital investees. 
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CHAPTER I 

INTRODUCTION 

This study was undertaken to identify some of the 

variables which are involved in the venture capital 

investment decision-making process. Because of the relative 

youth of the industry and the lack of previous studies, 

especially in the field of accounting, making assumptions 

regarding the key variables was determined inappropriate. 

The purpose of this study was to identify some of the 

variables so that studies in the future may be more 

def initive. 

Financial statement information and other accounting 

information play a role in the venture capital investment 

process. Financial information is a standard part of the 

business plan which is submitted to the venture capitalist 

when the potential investee is seeking venture capital 

financing. In view of this, it seems proper that accounting 

research should investigate what financial information is 

used and how the information affects the venture capital 

investment process. 

Background of Venture Capital Industry 

Venture capital investment can be defined as the 

relatively large dollar financing of relatively small and 
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fairly recently established companies prior to the time 

these small companies qualify for a public underwriting. 

The investee companies usually are attempting to introduce a 

new product into an untested market. Investors in these 

relatively small companies are referred to as venture 

capitalists. Venture capitalists represent a unique 

investment group in that the analyses which must be 

performed prior to investment require more in-depth 

knowledge and professional judgment than is required for 

typical investment decisions. 

Although the history of venture capital investment is 

brief and has not received much attention in the literature, 

certain events are recognized as important landmarks for the 

industry. One of the first such landmarks for high technol-

ogy occurred in 1911. At that time, several wealthy people 

financed three weak companies and merged the three companies 

into a single strong company, changing the name in 1924 to 

International Business Machines [Rind, 1986]. This was one 

of the first examples of the modern venture capital invest-

ment . 

The venture capital investment community as it is known 

today emerged after World War II. Laurence Rockefeller is 

credited with providing the impetus for venture capital 

investment [Rind, 1986]. Rockefeller helped finance several 

companies, including Eastern Airlines and McDonnell Douglas. 
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In the 1950's, the most common form of venture capital 

start-up was spun off from university research groups to 

pursue government contracts. Late in the 1950's and early 

in the 1960's, several successful companies were formed by 

groups from large, established data processing companies. 

Because of the large profits achieved, many other venture 

capitalists were drawn into the industry in the late 1960's 

and in the 1970's [Rind, 1986]. The venture capital 

industry has matured in the 1980's and is now composed of a 

fairly stable group of companies and private investors. 

Methodology of the Study 

Concurrent protocol analysis was used to collect data 

for this study. Protocol analysis as used in this study is 

a method of study in which the decision maker goes through 

the normal decision-making process and verbalizes the 

thought process. The researcher tape-records the process, 

transcribes the protocols, and classifies the phrases into 

predetermined categories. Based on these classifications, 

the information is analyzed to determine what information is 

used and how it is used. The use of a quantitative method 

of analysis was deemed inappropriate because this is an 

exploratory study. 

In this study, ten venture capitalists were presented 

with a fictional business plan and were asked to decide 

whether to interview the potential investee, a phase in the 



overall process of determining the potential success of the 

investment. In addition, the subjects were asked to 

complete a short questionnaire regarding their background 

and the companies which they represented. 

Summary 

This paper provides an expanded background and 

definition of venture capital investment in Chapter II. 

Chapter III reviews the literature on venture capital 

investment, and Chapter IV describes the methodology of 

protocol analysis and presents a justification for its use 

in this study. Chapter V discusses the study being 

reported. Included in this section are the research 

questions addressed and the research design employed. 

Chapter VI presents an analysis of the findings of this 

study. Chapter VII presents a summary of the findings, the 

conclusions, and recommendations for further research. 
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CHAPTER II 

THE NATURE OF VENTURE CAPITAL INVESTMENT 

The Investee 

A start-up company may be defined as a company which is 

being organized or which has been in operation for less than 

one year [Rubel, 1974]. According to most business news-

papers and magazines, start-up companies have become an 

important source of new employment in the United States. 

Venture capital investment is known to be one of the most 

important sources of new capital for start-up companies 

because they are usually unable to use the stock market as a 

source of capital. In view of the alleged importance of 

venture capital, it is surprising that relatively little 

research of it has been conducted. 

The venture capital investment in a start-up company is 

not like a stock market investment. First, a venture 

capital investment is by definition much greater than an 

investment in the stock market. Instead of an investment of 

a few hundred or a few thousand dollars, venture capital 

investments are more often hundreds of thousands of dollars. 

Second, the level of risk of the venture capital 

investment is usually greater than that of a stock market 

investment because start-up companies have no history or 

track record of performance of management. Hence, the 
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track record of performance of management. Hence, the 

venture capitalist cannot consider the past performance of 

the company in an effort to make a prudent business 

decision. This lack of a record of past performance has 

several implications. 

In contrast with established companies, start-up 

companies frequently operate in unproven or unidentified 

markets. Although management may assume a market exists, 

this assumption cannot be verified until production has 

commenced and shipments are made. Moreover, at the time the 

venture capital investment is made, the investee's 

customers and the risk of extending credit to those 

customers may be unknown. 

According to most literature on venture capital invest-

ment, production usually has not begun when the venture 

capital investment is made, and sometimes the investment is 

made even before a prototype has been produced. There is 

often little proof that the product actually can be manufac-

tured. Management usually believes the product can be 

manufactured, but the production lines are not established, 

and the production techniques are often unproven. 

Start-up companies may not have their channels of 

distribution established. Hence, even if management can put 

the product into production, management still has to get the 

product to market. Depending on the nature of the product, 

special arrangements may be required for its distribution, 
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storage and/or shipment, short shelf—lives, and required 

complementary products. In some industries, the channels 

of distribution are critical to the success of the company. 

The type of customer to whom the product will be sold 

can have an impact on the success of any business, but the 

type of customers and the credit arrangements with these 

customers can be critical factors in the success of a start-

up company. A start-up usually has very tight cash require-

ments, and the delay of cash receipts can destroy the 

financial stability of a start-up company. Although the 

collectibility of receivables is important for any business, 

for start-up companies, the timing of the collections of 

cash is a prominent concern. The start-up company's 

customer base can be critical in the investment decision. 

Usually, little history of the start-up company's 

management in the context of entrepreneurship is available. 

Sometimes, lack of experience in a given area of business 

management may be a factor. For example, a high technology 

company may be started by engineers with little financial or 

marketing experience, or a manufacturing company may be 

started by a general business manager with little manufac-

turing experience. The venture capitalist may have to make 

an investment decision without the benefit of seeing the 

total management organization in place or without the 

benefit of a management track record. 



If the start-up company plans to manufacture a new 

product, no history of the cost of production will exist. 

Engineering estimates can be made, but the accuracy of these 

estimates depends on unknown or unavailable inputs. A 

venture capitalist cannot verify or refute management's 

estimates of the costs of production, but must make a 

judgment of management's capabilities and projections. 

At the time the venture capital investment is made, 

usually the operational expenses, that is, the general and 

administrative expenses required to support the business in 

operation, are unknown. Again, the venture capitalist must 

rely on judgment to evaluate the estimates and projections 

of management. Often, additional expenses are unidentified 

at the time the projections are made, or management is 

unaware of certain requirements which add expense. Examples 

include licensing costs, government approval of certain 

products, EPA requirements, various state and local taxes, 

employee salaries, and office supplies. Overlooked expenses 

can arise from many sources, both internal and external. 

Because start-up companies have no history, the venture 

capitalists have no earnings or growth trends to analyze. 

Any projections of earnings are based on management's 

judgment of future circumstances, that is, unknown expense 

requirements and unknown production and distribution 

requirements. If the start-up company is in an industry 

which is also new, even less information is available on 
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which to base the estimates that go into the business plan. 

The venture capitalist cannot examine the performance of 

other companies in the industry. 

Start-up companies may not have established suppliers, 

may have to compete with established companies for access to 

highly demanded inputs, and may get less favorable terms and 

conditions from suppliers. Suppliers may not make commit-

ments until the start-up company has its financial 

resources; the financial resources may very well be the 

venture capital investment. Suppliers' commitments to ship 

are often contingent upon the company receiving its funding. 

At the time the venture capital is committed, the 

organization may have only a skeleton crew. The future 

employees may or may not be identified. These employees can 

make a large difference in the final outcome of the business 

venture. The right people are as important as the right 

product in making the new venture a success. The final 

organizational structure depends on the management's ability 

to attract and retain capable employees. Even employees who 

have been identified or hired often do not have start-up 

company experience. So the venture capitalist cannot look 

to the employees' track records for assurance that the 

employees have the needed background. Again, the venture 

capitalist must make a judgment about the management's 

capability to carry out its plans. 
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The lack of history for a start-up company poses 

problems not ordinarily encountered in investment decisions; 

however, the common root of these problems is poor financial 

management. Without capable financial management, no start-

up company can survive. Yet, accounting research has, in 

general, not been undertaken to try to ascertain what role 

accounting plays in the analyses made for venture capital 

investment decisions. The research reported here is the 

result of an attempt to understand the significance of 

financial information contained in the business plan of 

start-ups seeking venture capital investment. 

In addition to the large dollar amounts involved and 

the lack of history, a third factor which is unique to the 

venture capital investment is the "window" for investment. 

Unlike the stock market, the investment opportunity is only 

available within a given time frame. If the investment is 

not made on a timely basis, the opportunity will be gone. 

The start-up company will go to other sources (other venture 

capital investors or to debt financing, if available), 

dissolve (for lack of funds), or contract its operations or 

its intended growth. In any case, the investment must be 

made within a relatively short period of time; the window 

may be from three to six months, but sometimes the window 

may be even smaller. In an investment decision involving 

the stock market, the investment opportunity remains, even 

though the economic circumstances may have changed. 
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A fourth factor which is somewhat unique to start-up 

companies is the nature of the management structure. 

Managers of start-ups may have a substantial portion of 

their own money invested in the business, and their 

decisions are likely to be influenced by personal financial 

considerations. Heavy personal financial commitments may 

influence a manager to make decisions which are beneficial 

to the manager's financial interest but detrimental to the 

interest of an outside investor, including the venture 

capital investor. Outside or absentee investors may not be 

given complete information or may not be informed of 

available alternatives. Although established companies are 

operated by managers with their own interest in mind, these 

interests are less frequently tied so closely to their 

personal financial survival. The problem of management 

versus investor is the same, but the severity of the problem 

is usually much greater in the venture capital investment 

situation. In addition, the managers of a start-up company 

are more likely to have personal pride at stake; that is, 

the venture is their idea, and the managers' egos are more 

likely to come into play. In an established company, the 

management is less likely to have developed the product or 

brought the product into production. Management's heavy 

emotional commitment poses additional risk for the potential 

venture capital investor. 
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The four factors which are unique to start-up companies 

can be summed up in two words: high risk. In view of these 

high risks, there must be some incentive for venture capital 

investment; otherwise, it would not exist. The incentive is 

the chance for much higher returns on investments in start-

up companies than are ordinarily available through stock 

market investments. Venture capitalists apparently have 

faith in their own ability to make sound investment 

decisions which will result in higher than average returns. 

Otherwise, these investors would not risk their funds in 

start-up companies. 

The Investor 

The venture capital community is relatively small, but 

it represents an important source of financing for new 

business. In 1974, the asset base of the venture capital 

industry was estimated to be three billion dollars with 

investments of five hundred to six hundred million dollars 

per year. The venture capital community consisted of four 

hundred to five hundred professional venture capital 

organizations, but the exact number of venture capitalists 

cannot be ascertained because venture capitalists are not 

required to register [Rubel, 1974]. Consequently, many 

private individuals and families remain anonymous. By 1984, 

the asset base had risen to four billion dollars, and the 

venture capital community was composed of over five hundred 
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venture capital firms ["American Venture Capital Grows Up," 

1985] • 

In 1985, venture capitalist investments totaled 2.29 

billion dollars, approximately the same as the 2.28 billion 

dollars invested in 1984. However, the number of deals rose 

disproportionately in 1985- In 1984, venture capital 

investment deals totaled 2,051, but the number of deals rose 

to 3,696 in 1985 [Jubak, 1986]. Although banks and leasing 

companies were once avid venture capital fans, these 

investors stopped soliciting venture backed accounts in 1984 

after suffering substantial losses in their loan portfolios 

[Rind and Delong, 1986]. 

The high technology industry commands the majority of 

venture capital investment. In 1985, 65 percent of venture 

capital disbursements went to the information industry, 15 

percent went to medical companies, and 6 percent went to 

other technologies, for a total of 86 percent invested in 

technology. The venture capital backed companies are 

concentrated in the Northeast and on the West Coast [Rind 

and Delong, 1986]. 

Most venture capital investments are made after the 

company is in operation for more than one year [Rubel, 

1974]. In fact, the venture capital industry has definitely 

shifted toward later-stage deals. The later-stage companies 

often have a more proven marketplace, a better established 

business plan, and more experienced management, which make 
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the later-stage deals particularly attractive to the venture 

capitalists [Rind and Delong, 1986]. 

Despite the trend toward later-stage deals, the venture 

capital investment may be made at any of several stages of s 

start-up company's life. For example, the first venture 

capital investment is usually made after the* company has 

produced a prototype. The company may have a line of credit 

with a bank and an operational, but small, organization 

[Rubel, 1974]. Second stage financing occurs after the 

start-up company is producing and shipping. At this point, 

the start-up's accounts receivable and accounts payable are 

increasing, and working capital is needed [Rubel, 1974]. 

Third stage financing usually occurs when the start-up has 

reached the break-even point. Often, funds are needed for 

expansion or to increase working capital [Rubel, 1974]. 

Other types of financing made by venture capitalists 

may occur later in the development of the company. Bridge 

financing is used when a start-up company is expecting to go 

public within six to twelve months. Normally bridge 

financing is rapid when a public offering is complete 

[Rubel, 1974]. Buy-out (acquisition) financing refers to 

the acquisition of companies that venture capital investors 

believe are undermanaged [Rubel, 1974]. A popular method of 

acquiring undermanaged companies is known as the leveraged 

buy-out. Usually, the investor borrows the funds to make 

the acquisition. The biggest concern, from the venture 
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capitalist's viewpoint, is the capability to pay off the 

buy-out debt from the cash generated by the acquired 

company; that is, cash flow is more important than asset 

strength [Jansson, 19851. The most common form of venture 

capital investment is a senior security of some type, 

usually debt with warrants, convertible debt, or convertible 

preferred stock [Rind, 1986]. 

Although each venture capital investor may have a 

different goal for his or her investment, the cardinal 

objectives of venture capitalists, in general, are 

respectability, profitability, and liquidity [Stillman, 

1974]. Professional venture capital analysts have a 

reputation to maintain. Thus, respectability of the venture 

is important to them. Profitability is important for 

obvious reasons. As in other investments, the venture 

capital investor risks funds because an opportunity for 

financial gain exists. Liquidity is likewise important to 

the venture capitalist. Although venture capitalists 

realize that their investment is necessarily long term, the 

potential for liquidation must be present. The purpose of 

most venture capital funds is to make new investments, not 

to have resources committed to a single venture. The 

venture capital investor looks for liquidity at a future 

date, often when the company goes public. 

In addition to considering personal objectives, the 

venture capital investor must also consider the major 
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attributes of a venture capital investment: 1) long 

horizons, usually five years; 2) high level of risk; 3) lack 

of access to a secondary financial market; and 4) the 

necessity for other rounds of financing before the venture 

capital investment can be liquidated [Cooper and Carleton, 

1979]. These attributes must be evaluated with regard to 

the investor's needs. 

The venture capitalist must be willing to have the 

funds tied up in the start-up company for a relatively long 

period of time. The venture capitalist must evaluate the 

investment opportunity in terms of anticipated liquidity 

needs and current cash-flow position. Presumably, most 

venture capitalists have the necessary funds readily 

available; if not, either assets would have to be liquidated 

or short term debt would have to be incurred for the initial 

investment. Long term debt is an unlikely alternative 

because of the risky nature of the investment. Financial 

institutions are unlikely to lend money for such an 

investment on a long term basis, and venture capitalists are 

wary of incurring long term debt for risky propositions such 

as start-up companies. Short term debt is the only option 

that can be used until assets can be liquidated. 

The risk level of a start-up company must be analyzed 

in terms of the factors mentioned earlier: 1) the large 

dollar amounts involved; 2) the lack of company history; 3) 

the short window for investment; and 4) management's high 
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level of personal involvement in the start-up. The venture 

capital investor must analyze these factors, discard 

projections which seem overly optimistic, and gauge the 

probable degree of success which management will be able to 

achieve. In addition, the venture capital investor must 

judge management's integrity; that is, how much of 

management's projections can be accepted depends on the 

venture capitalist's assessment of management's abilities 

and intent. Plans and projections are often aggressive 

(even under normal operating conditions), and management is 

less likely to predict snags because of inexperience in the 

operation of a start-up company. 

The lack of a secondary financial market means that the 

venture capitalist cannot discount the investment nor can 

the investment be "turned," that is, resold to another 

investor. With an investment in the stock market, an 

investor can resell any acquired stock as circumstances 

change. This is not always possible with venture capital 

investments. Hence, the venture capital investor must be 

willing to accept the conditions imposed by the level of 

r isk. 

The initial venture capital investment may not be the 

only injection of funds required to make a start-up company 

stable and operational. The venture capital investor must 

take into consideration the possibility that additional 

investment will be required, either from the original 
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venture capitalist or from other venture capitalists. In 

either case, the venture capitalist cannot assume that the 

initial investment will represent the total exposure. If 

the venture requires additional investment, the financial 

risk will be increased. If another venture capitalist 

invests in the company, the original venture capitalist's 

position will be diluted. Moreover, if the original venture 

capital investor does not wish to risk more funds, there is 

no guarantee that other investors will provide the necessary 

funds. Hence, uncertainty plays a major role in the 

investment decision. 

The Investment 

One of the key variables in a start-up company is the 

management. Since 1985, the importance of management has 

escalated greatly because venture capitalists have become 

more sophisticated than they once were; therefore, the 

venture capitalists are not as easily swayed by overrated 

market conditions and product originality as they may have 

been in the past [Rind and Delong, 1986]. Management must 

have resourcefulness, self-discipline, and expertise [Allen, 

1974] . 

The management of a start-up company must be 

resourceful. This means management must be able to overcome 

obstacles and achieve objectives. Resourcefulness is 

necessary for obtaining good terms and conditions with 
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suppliers, attracting qualified personnel, obtaining 

alternate sources of scarce inputs, and negotiating 

favorable contracts with suppliers, customers, and 

distributors. Management must be flexible- and creative. 

Start-up companies exist in a volatile environment; 

consequently, management must be able to turn negative 

situations into positive ones, even if that means a change 

in strategy. Although this characteristic is important to 

any business, it is absolutely critical to a start-up. 

Self-discipline is required because of the tight cash 

flow and the many hours required for creating a successful 

business. Often, these start-up companies cannot afford the 

luxuries available in more established companies, for 

example, expense accounts, lavish offices, and additional 

personnel. The start-up's management must be willing to 

sacrifice personal time and short term, or perhaps long 

term, personal financial gain for the overall success of the 

company. Managers must be willing to roll up their sleeves 

and perform tasks that would be delegated downward in a 

large, more established organization. 

Expertise is required in operations, negotiation, 

engineering, financial management, sales and marketing, 

personnel management, and overall business management. The 

management of a start-up company must be able to cover all 

the areas necessary to create a successful organization. If 
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any of the needed expertise is missing, the start-up is more 

likely to fail. 

The above discussion of the general nature of venture 

capital investments is not meant to be all-inclusive. 

However, the discussion should reveal why venture capital 

investments are unlike most other investments. 

Summary 

To summarize, venture capital investments are usually 

much greater than investments in the stock market, the level 

of risk is greater, the window for investment is shorter, 

and the management is more likely to have personal financial 

involvement. However, the venture capital investment in a 

start-up company also has the potential for greater returns 

than are available in stock market investments. 

The venture capital investment community is small. The 

dollar amount of the investments has leveled off in the past 

few years, but the number of deals has increased consid-

erably. Venture capital investment may be made at any of 

several stages of the company's life. 

Venture capitalists seek respectability, profitability, 

and liquidity [Stillman, 1974]. In addition, the investors 

strive to make investments which are compatible with their 

available funds and with the requirements of the investee. 

Management has become an extremely important factor in 

venture capital investment. Management should have 
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resourcefulness, self-discipline, and expertise [Allen, 

1974] . 
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CHAPTER III 

A REVIEW OF VENTURE CAPITAL INVESTMENT STUDIES 

As noted earlier, venture capital investment is a 

relatively new subject of research. At the time this study 

was conceived, the research which was available was in 

finance [Cooper and Carleton, 1979, and Tyebjee and Bruno, 

1984]. This research was directed at modeling the invest-

ment activity and partitioning the final cash payout. 

Little mention is made of venture capital investment in the 

accounting literature. This may be because venture capital 

investment is a relatively new method of financing a start-

up business. 

Financial statement information and other accounting 

information are important in the venture capital investment 

process. Almost all venture capital investments are made 

with the use of the start-up company's business plan, which 

is basically composed of the company's pro forma financial 

statements, projected marketing information, industry 

information, and a background of the company. In view of 

this, it appears appropriate that accounting research should 

investigate what financial information is used and how the 

information affects the venture capital investment decision 

process. 

24 
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Tyebjee and Bruno [1984] found that financial 

management is critical when developing a model for venture 

capital investments. They concluded that financial 

management skills and general management skills were the 

most important factors in weighing risk and return. 

Tyebjee and Bruno's research indicated that venture 

capitalists evaluated five critical factors when making 

investment decisions: 1) the attractiveness of the market, 

2) potential product differentiation, 3) the capabilities of 

the management team, 4) the resistance to environmental 

threat, and 5) the potential for cash-out [Tyebjee and 

Bruno, 1984]. The capabilities of the management team were 

the most important of these five critical factors. Of these 

capabilities, financial and general management skills were 

valued highly. 

Cooper and Carleton [1979] identified the major 

attributes of a venture capital investment from a venture 

capitalist's viewpoint. These major attributes were 

determined to be 1) long horizons, usually five years, 2) 

higher level of risk, 3) lack of a secondary market, and 4) 

necessity for other rounds of financing before the venture 

capital investment can be liquidated. 

Relevant Investment Research 

Although little research on venture capital investment 

has been conducted, some research in other investment 
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decision areas is relevant to the venture capital investment 

decision process. Hofstedt [1971] noted four character-

istics of the average investor: 1) psychological 

involvement; 2) recency bias; 3) sensitivity to variance; 

and 4) skepticism with regard to the financial reporting 

process. These four characteristics have particular 

relevance to the venture capital investment process. 

The psychological involvement of the venture capitalist 

is probably more pronounced than the psychological 

involvement of the average investor. Although the average 

stock market investors are more concerned with their own 

income than they are with other information, venture 

capitalists face a greater risk and are therefore likely to 

be even more concerned with their income over the life of 

the investment. With a stock market investment, the 

investor is not likely to lose the total investment; with an 

investment in a start-up company, a loss of the total 

investment is a real possibility. 

The recency bias is probably at least as strong for the 

venture capitalist as for the stock market investor. In an 

established company, recent events may change the future 

direction, even though the events are not likely to threaten 

the existence of the company. With a start-up company, an 

event such as the entrance of a large established company 

into the market may cast doubt on the future of the new 

company. 
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Past investment decisions and results also may affect a 

venture capital investor's decision. For example, if a 

venture capitalist has lost an investment made in computer 

technology, that venture capitalist may be unwilling to 

invest in computer technology again, regardless of the 

potential returns. 

Stock market investors are sensitive to variance, that 

is, radical fluctuation in income over time. Venture 

capital investors are likely to be even more sensitive to 

variance. A new company may cease to exist if variance in 

income becomes too wild. An established company would 

probably have the resources or access to resources needed to 

overcome problems with cash flow. Because the typical 

venture capital investee has little history, the investee 

has few options for providing itself a cushion against which 

to buffer the variance. 

Although a stock market investor may be skeptical about 

the financial reporting process, the companies listed on a 

stock exchange must be registered with the SEC and must 

maintain certain standards in their financial reporting. In 

addition, most companies which are publicly traded have a 

few years' history. A venture capital investment business 

plan is not registered and does not have to meet any 

standards, except those required by the venture capitalists. 

Moreover, most of the information presented in the venture 

capital business plan is on a pro.forma basis and is based 
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on management's best judgment. If a stock market investor 

is skeptical about the financial reporting process, the 

venture capital investor must surely be even more skeptical 

about the reporting process used in the business plan 

prepared for the purpose of seeking venture capital funds. 

So, a venture capital investor has the same concerns as 

a stock market investor but is much more sensitive to those 

concerns. The increased risk causes the venture capital 

investor to be even more sensitive to psychological 

involvement, the recency bias, variance, and skepticism of 

the financial reporting process. 

Tversky and Kahneman [19713 have also done some 

research that may be relevant to the venture capital 

investment decision-making process. A venture capitalist 

may be subject to the Gambler's Fallacy; that is, a gambler 

may believe "that the fairness of the coin entitles him to 

expect that any deviation in one direction will soon be 

cancelled by a corresponding deviation in the other" 

[Tversky and Kahneman, 1971, p. 106]. This same phenomenon 

has been referred to as a misconception of chance by Tversky 

and Kahneman [1974]. The venture capitalist may continue to 

invest in a company which introduces products that never 

quite meet the expectations of the investor; nonetheless, 

the venture capitalist may think that "the odds are" that 

one of these products will succeed. In fact, this may never 

occur. 
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Likewise, a venture capitalist may be subject to what 

Kahneman and Tversky have identified as insensitivity to 

sample size [Kahneman and Tversky, 1974]. A venture 

capitalist may be aware of a few companies within a given 

industry which have not been successful. By assuming that 

the sample is randomly drawn from the population, the 

venture capitalist may conclude that the sample is repre-

sentative [Tversky and Kahneman, 1971]. This assumption 

might cause a venture capitalist to stop the search for 

information which would demonstrate that those unsuccessful 

companies were actually the exceptions within the industry. 

The assumption that a sample is sufficient may result in an 

erroneous judgment. 

The outcome of a prior venture capital investment may 

affect the dollar amount a venture capitalist is willing to 

invest. Instead of rejecting all venture capital invest-

ments in a given industry or product, a venture capitalist 

may reduce the dollar amount for subsequent investments. 

The venture capitalist's risk preferences (risk aversion/ 

neutrality) and financial situation usually influence the 

response to subsequent investments when the investor has 

suffered a loss. 

Relevant Practical Business Literature 

To supplement the findings which have been cited as 

relevant to venture capital investment, practical business 
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literature was consulted. The presence of a strong business 

plan is purported to be one of the most important factors in 

a venture capital investment decision [Rice, 197^3 • Without 

a good business plan, the venture capitalist cannot assess 

the potential of the new business. The essential elements 

of a business plan are 1) a program which indicates how 

management plans to function; 2) a time schedule which 

indicates when the product will be developed, sold, and 

shipped; 3) monthly projections of revenues, costs, and 

expenses; and 4) a plan for controlling the budget [Rice, 

1974], The plan for the first year of operation is most 

important, but having a less detailed five year plan is also 

very important. 

A program indicating how management plans to operate is 

important for understanding the business. The action 

program enables management to pursue goals in an organized 

fashion and often represents the strategic plan for the near 

term. The action program outlines the business, that is, 

who the customers will be, how the product will be manufac-

tured, how the business will be managed, and who the key 

employees will be. 

The time schedule for product development and sale is 

critical. Often a start-up company has only a limited time 

within which to get the product to market. This is 

particularly true of high technology companies. A great 

product is worthless if it becomes obsolete before it gets 
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to the market. In addition, the time schedule allows 

planning by management. Management must acquire the needed 

inputs in time to produce and ship according to commitments 

to customers. The venture capitalist investor is interested 

in the logistics, too. The feasibility of meeting commit-

ments often indicates management's capability of assessing 

business requirements. 

The monthly projections of revenues, costs, and 

expenses are important for two reasons. First, the monthly 

projections provide a picture of cash flow sources and 

requirements. Because cash flow is often critical to start-

up companies, the revenue, cost, and expense projections are 

an important planning tool. Second, the projections become 

a yardstick by which progress can be measured. As in any 

other business, the plan (or budget) provides a method of 

controlling the business. 

The plan for controlling the budget provides the means 

for monitoring the budget and the measures necessary to 

highlight deviations from the budget so that corrective 

action can be taken. Control of the budget is closely 

related to cash management, and cash management often makes 

or breaks a small company. As with other companies, a 

budget for a start-up company is of no use unless it 

includes methods for monitoring the business activities and 

for correcting deviations. 
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The business plan provides evidence of a key ingredient 

for a successful company: competent management with a good 

understanding of the business. Rind [1974] has purported 

that competent management consists of people who have 

management experience, preferably experience that includes 

financial responsibility for a division. A well-developed 

business plan is a good indication of management's 

capabilities to manage a start-up business. 

Many reasons have been given for rejecting an 

investment in a small start-up company. Reasons sometimes 

appear to be excuses in disguise, especially when hindsight 

proves the decision to be wrong. Mahar [1986] cited various 

reasons given by venture capitalists when asked why they 

rejected investments which turned out to be quite lucrative. 

Most venture capitalists had apparently logical reasons for 

passing on each investment although most were regretful of 

the decision. Some of the reasons given were 1) the 

founders of the investee company would not relinquish as 

much control as the venture capitalist required for an 

investment; 2) the deal was too dependent upon a public 

offering, and the venture capitalist thought the market was 

too weak to support a public offering; 3) the founders' 

record was not good (bad deals in the past or lack of 

experience); 4) the market appeared to be overcrowded; 5) 

the product was too unusual; 6) the lack of a competent 

management team; 7) the venture capitalist was reluctant to 
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be the first into a new market; and 8) the venture-

capitalist lacked confidence in the investee's management 

team. 

A quick review of these reasons reveals that all of 

them are qualitative. Not one is based on financial 

analyses. For example, the financial ratios, the net 

income, the production capacity, or the absence of marketing 

channels were not given as reasons for rejecting an 

investment. Because these judgments are qualitative, the 

reason given by a venture capitalist for rejecting an 

investment may be used by another venture capitalist to 

justify an investment. 

Summary 

To summarize, the major research in venture capital 

investment was found in finance [Cooper and Carleton, 1979, 

and Tyebjee and Bruno, 1984]. Because accounting 

information is important in the venture capital investment 

decision-making process, research into the types of 

accounting information which is used is appropriate. 

Tyebjee and Bruno [1984] found that management skills 

are important factors, with general and financial management 

skills being the most important of these factors. Cooper 

and Carleton [1979] identified five major attributes of a 

venture capital investment: 1) long horizons, 2) higher 

level of risk, 3) lack of a secondary market, 4) necessity 
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for other rounds of financing before the venture capital 

investment can be liquidated. 

Research in other investment areas appears to be 

relevant to the venture capital investment process. 

Hofstedt [1971] identified four characteristics of the 

average investor: 1) psychological involvement; 2) recency 

bias; 3) sensitivity to variance; and 4) skepticism with 

regard to the financial reporting process. These attributes 

have relevance to the venture capital investment process. 

Venture capital investors may also be subject to the 

Gambler's Fallacy [Tversky and Kahneman, 1971]. Likewise, a 

venture capitalist may be subject to insensitivity to sample 

size [Kahneman and Tversky, 1974]. 

Practical business literature provided additional 

insight into the venture capital investment process. The 

presence of a strong business plan is an important factor in 

a venture capital investment decision [Rice, 1974]. In 

addition, competent management is important [Rind, 1974]. 

Reasons given for rejecting a potential investee usually are 

qualitative, so the reason one venture capitalist rejects a 

potential investee could be the reason another venture 

capitalist accepts an investment opportunity [Mahar, 1986]. 
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CHAPTER IV 

A REVIEW OF PROTOCOL ANALYSIS 

Today, theories are available on which to ground some 

accounting research. Several of these theories have been 

used to ground empirical research of the typical investment 

processes. However, because of the unique nature of the 

venture capital investment process and the scarcity of 

research on it, it is yet not possible to use any of these 

theories to examine the venture capital investment process. 

Behavioral Research 

Because this is an exploratory study, a behavioral 

approach offers an appropriate means for gaining insight 

into the venture capital investment decision process. 

Behavioral research relates to individual behavior and 

usually focuses on decision makers. Because the venture 

capitalist is normally an individual (or an individual 

representing investors) , behavioral research can be applied 

to the venture capital investment process. Gibbins and 

Hughes [1984] conclude that the results of behavioral 

studies related to financial accounting information for 

decision-making purposes generally have been inconclusive. 

However, the use of human information processing methods may 

overcome these objections. Although the results of one 

36 
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study may be inconclusive because of the necessity of a 

limited sample, repeated studies may provide insight into 

the issue of venture capital investing. 

Tyebjee and Bruno [1984] found that venture capitalists 

weigh the risks and returns of investing in a start-up 

company when making the investment decision. Venture 

capital investors may not always formalize their assessments 

using rate of return analysis; however, this may be because 

of the qualitative nature of the elements, for example, the 

financial management expertise, which are considered in the 

venture capital investment process. Tyebjee and Bruno 

[1984] also found that financial skills and general 

management skills of the management of the start-up company 

were generally rated the highest of the factors used for 

evaluation. Because financial and general management skills 

are difficult to quantify, the venture capital investors may 

not perform the rate of return analysis because it is 

inappropriate. 

The difficulty encountered in using the methods of 

quantitative analysis discussed in a relatively new research 

field such as venture capital investment is related to the 

lack of research in the field. In performing quantitative 

analysis, the researcher is forced to limit or control the 

number of variables. However, with a new field such as 

venture capital investment, the variables are undefined and 

unknown. Limiting the variables in an exploratory study 
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could impair progress in the field of venture capital 

investment research. As Hoverland [1971] noted, the danger 

is that by limiting the variables, the researcher also 

limits the responses. In such a case, the results are so 

limited that they are applicable only to a replicated study. 

Protocol analysis offers a possible solution to this 

problem. 

Protocol analysis, a relatively new research method, 

has been gaining acceptance in the study of various 

decision-making processes because it offers a solution to 

the problem of limiting variables. As used in this study, 

concurrent protocol analysis is a method of study in which 

the decision maker goes through the normal decision-making 

process and verbalizes the thought process. The researcher 

records the process and prompts the subject to think aloud. 

After the recording of the verbalization, the researcher 

transcribes the protocols and classifies the phrases into 

predetermined categories. Based on these classifications, 

the information is analyzed to determine what information is 

used and how the subjects use the information. Protocol 

analysis allows the researcher to expand the study's scope 

to include "recognition of the problem, analysis of the 

problem, formulation of alternative courses of action, 

choice of the best alternative, and implementation of the 

desired action" [Hoverland, 1971, p. 317]. 
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Decision Models 

In studying a decision-making process, the researcher 

is interested in formulating or identifying patterns or 

models of decision making. Payne [1976] identified four 

decision models which he says could be conceptualized as 

subroutines (as opposed to separate decision models) within 

some unspecified general choice program. The venture 

capital investment decision-making process may be classified 

as a choice program. The pattern of the information search 

used by the venture capitalist may provide enough 

information to identify which of the four models the venture 

capital investor is using. Appendix A describes the four 

decision models identified by Payne. These four models are 

1) "additive or linear models of choice," 2) "conjunctive 

model," 3) "additive difference model," and 4) "elimination-

by-aspects model" [Payne, 1976, pp. 367-368]. The additive/ 

linear model is noncompensatory, as is the additive 

differences model. The additive differences model, 

however, assumes that the decision maker's strategy is 

intradimensionally evaluative. The conjunctive model is 

nonlinear and noncompensatory. The conjunctive model and 

the elimination-by-aspects models are both eliminating 

strategies, designed to reduce the amount of information 

processing. However, the elimination-by-aspects model also 

implies a strategy that is intradimensionally evaluative, 

like the additive differences model. 
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Payne [1976] posits that the number of alternatives 

available determines the strategy chosen. That is, Payne 

hypothesizes that the model which eliminates some of the 

alternatives on bases of a few dimensions will be used when 

the alternatives are numerous; if the alternatives are few, 

presumably the decision maker would use one of the additive 

models. 

This hypothesis has interesting implications for the 

study of the venture capital investment decision-making 

process. Payne did not explicitly define at what point the 

number of alternatives become a determinant of the strategy. 

In the venture capital investment decision-making process, 

alternatives are available at many points. At some of these 

points, the alternatives are many, while at others the 

alternatives are few. In this study, the assumption was 

made that any one or all of these decision models might be 

present within an individual venture capital investor's 

decision-making process. However, at least two of these 

models, one eliminative model and one additive model, should 

appear in each venture capitalist's decision process. The 

stage at which each model appears should depend on the 

number of alternatives available at any given step. A. 

particular cut-off point would be expected; perhaps if the 

alternatives are three or less, a venture capitalist uses 

the additive model; if over three alternatives are present, 

the elimination model may be used. There may be a tendency 
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for venture capitalists to pair a particular additive model 

with a particular elimination model. 

Libby [19791 identified the steps used by a loan 

officer in assessing the credit worthiness of a loan 

applicant, a process which may be somewhat like that used by 

the venture capital investor. Libby's steps are adapted to 

the venture capital investment decision process as follows: 

1) "Problem recognition based on preliminary cues"—receipt 

of a business plan, 2) "Form small set of discrete 

hypotheses"—review the points used for initial screening of 

the business plan, 3) "Standard Workup" — if the business 

plan passes the initial screening in the second step, then 

the venture capitalist proceeds with specified analyses of 

the business plan, which may include financial ratio 

analysis, market analysis, and verification of assertions in 

the business plan, 4) "Cue Evaluation—choice of most likely 

hypothesis"—based on the standard workup, the venture 

capitalist may decide to contact the potential investee's 

attorneys, accountants, financial backers, suppliers, 

creditors, or customers; or the venture capitalist may 

decide whether or not to ask the potential investee to come 

to the venture capitalist's office for an interview, 5) 

"Conclusion treated as if certain"—the interview with the 

potential investee may occur at this point, depending on the 

decision reached in step 4; however, the venture capitalist 

may not reveal the decision until completion of the next and 
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final step, and 6) "Further processing of the applicant"— 

this processing may include seeking answers to questions 

which arose during the reading of the business plan or any 

standard processing required by the venture capitalist's 

internal policy [Libby, 1979, p. 531.1 Libby [19791 

maintains that the two keys to this process are 1) that the 

likely hypotheses direct the information search, and 2) that 

the standard workups are used to derive most information 

used in the decision-making process. 

In addition to the models identified by Payne, the 

venture capital investment process was deemed to be a likely 

candidate for study within the Brunswick Lens model. All of 

the factors were present: the environment, the cues, and 

the decision maker. Libby [1975, p. 475] states that the 

Brunswick Lens Model has the distinction of considering the 

effect that information has on the decision maker. That is, 

does the presence of certain information change the decision 

maker's process; does the presence of certain information 

change the outcome of the decision-making process; and does 

^Libby [19791 actually identified seven steps in the 
decision-making process for loans. These seven steps are: 
1) Problem Recognition Based on Preliminary Cues, 2) Form 
Small Set of Discrete Hypotheses, 3) Standard Workup, 4) Cue 
Evaluation—Choice of Most Likely Hypothesis, 5) Additional 
Search for Confirming Evidence if Necessary, 6) Conclusion 
Treated as if Certain and 7) Further Processing of 
Applicant. In this study, Cue Evaluation and Additional 
Search for Confirming Evidence were combined. 
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the environment within which the decision is made affect the 

decision maker's behavior. 

The Brunswick Lens model also allows the researcher to 

assess the accuracy of the decision maker's predictions 

[Libby, 1975]. Libby asserts that the evaluation of 

alternatives is closely related to the relative accuracy 

with which the decision maker predicts alternative outcomes. 

In the case of the venture capital investment, a decision 

cannot be made without the venture capitalist making a 

prediction. The overall return to the venture capitalist 

depends upon accurate prediction of the success of the 

investee. 

As Hofstedt [1971] noted in his study of the use of 

accounting information by stock market investors, recent 

events may influence an investor's decision more than 

earlier events. This finding seems relevant to venture 

capital investors because most venture capitalists are 

dealing with relatively new companies on the leading edge of 

technology. Recent events would probably have more impact 

on the venture capitalist's decision. For example, the 

entrance of a large, established company into the market in 

which a potential investee intends to market its product 

would have more impact on the venture capitalist's decision 

than the presence of the large, established company in the 

market. The venture capitalist would probably want to delay 
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the investment until the full impact of the entry into the 

market by the established company could be assessed. 

Some researchers have concluded that investors may use 

professional judgment, heuristics, rules of thumb, or 

intuition to make investment decisions and no model of 

decision making can be identified. Professional judgment, 

heuristics, rules of thumb, and intuition may be construed 

as rules of action. With regard to the venture capital 

decision-making process, the evidence is insufficient to 

conclude that these rules of action cannot be categorized 

into general decision-making models 

Limitations of Protocol Analysis 

Notwithstanding its advantages, problems have been 

associated with using protocol analysis within the framework 

of human information processing theory. One of the main 

objections to this method stems from the lack of an 

individual's introspective access to his or her cognitive 

processes. Nisbett and Wilson [1977] assert that subjects 

may be 1) unaware of a particular stimulus which; has an 

important influence on a decision, 2) unaware of their 

reaction to a stimulus, and 3) unaware that their decisions 

were affected by a particular stimulus [Nisbett and Wilson, 

1977, p. 231]. A defense to this objection is that people 

may report accurately, despite a general lack of awareness, 

when the stimulus is salient and may be seen as a plausible 
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cause [Nisbett and Wilson, 1977, p. 231]. In other words, 

the limited awareness of the subject should not represent a 

major problem if the stimulus is an important factor in the 

decision; presumably, the decision maker would be aware of 

important factors. The less important factors are unlikely 

to be as influential in the decision-making process. 

Another rebuttal to the unawareness objection is that 

erroneous reports on an individual's cognitive process are 

not random, but tend to be systematic [Nisbett and Wilson, 

1977, p. 2471. If the erroneous reports are systematic, 

they can be isolated and identified. 

The argument has also been made that people reporting 

on a decision process do not rely on their memory about the 

process itself, but tend to apply their own or learned 

theories about the particular stimuli which evoke a causal 

effect on the response [Nisbett and Wilson, 1977]. A 

stimulus will be deemed causal if the decision maker can 

logically link it to the decision on the basis of an 

overlapping network of connotations, presumed covariation, 

an implied theory, or a known decision rule. As long as 

these frameworks provide a feasible or rational basis for a 

response, they most likely represent most of the actual 

process employed. Other stimuli may affect the decision, 

but probably not to the same extent. 

As long as there are few, if any, noninfluential 

plausible factors in the decision-making process, the 
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reports made by the decision maker would normally be 

accurate. Because the inaccurate reports would be 

systematic not random, the inaccuracies should be fairly 

easy to isolate [Nisbett and Wilson, 19773 • 

When asked to report on the decision-making process, 

decision makers may use the heuristic of representativeness2 

when reporting on their own decision-making process [Nisbett 

and Wilson, 1977]. Nisbett and Wilson found that the chief 

cause of inaccuracies in reporting on one's own cognitive 

process is the time elapsed between the process and the 

report [Nisbett and Wilson, 1977> p« 251]. This could be 

another argument for the use of concurrent protocol analysis 

instead of retrospective protocol analysis, but it does not 

negate the value of concurrent protocol analysis. 

Gettys [1971] maintains that the problems or inaccu-

racies which accompany the decision-making process with 

regard to accounting information are mainly due to the 

^Tversky and Kahneman [1974] identified three 
heuristics which are commonly used by decision makers when 
uncertainty is present. These three heuristics are 1) 
representativeness, 2) availability, and 3) anchoring and 
adjustment. The heuristic of representativeness is the 
assumption that the present situation is similar to past 
situations which have been encountered by the decision 
maker. Availability is the comparison of a given situation 
with other cases about which the decision maker is 
knowledgeable. Anchoring and adjustment occurs when the 
decision maker begins with some base assessment (known or 
assumed) and makes adjustments for information which affects 
the base, the adjustment often being insufficient or 
inaccurate. These three heuristics are used as a means of 
simplifying complex tasks and have been used as explanations 
for incorrect assessments on the part of a decision maker. 
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proliferation of information and the decision maker's 

inability to process such large quantities of information. 

His overall conclusions are that 1) decision makers are 

unable to efficiently process large quantities of 

information; 2) because of this inability to process large 

quantities of information, refinements in accounting are of 

dubious value; and 3) "decomposition-reconstruction" is most 

often used to break the mass of information into manageable 

chunks to simplify the decision maker's task [Gettys, 1971, 

pp. 189-202]. 

The information generally presented to a venture 

capitalist is in the form of a business plan. The business 

plan, including the disclosures, is quite similar to 

financial statements, with the exception that most of the 

financial information provided in the business plan is 

presented pro forma. Because the financial information is 

voluminous, the venture capitalist is likely to focus on key 

ratios or key elements within the business plan. Hence, a 

venture capitalist probably uses "decomposition-

reconstruction" [Gettys, 1971] in the decision-making 

process. 

The financial information used for the decomposition-

reconstruction and the means used to achieve such 

simplification are likely to affect the venture capitalist's 

final decision. Informational content of the data is likely 
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to be lost or at least altered by the use of disaggregation-

reaggregation. 

Protocol analysis provides a means of recording the 

disaggregation-reaggregation process. By studying the 

details of the investment decision process, the information 

chosen for disaggregation-reaggregation can be identified. 

In addition, the form of the process, that is, how the 

information is separated and put back together, can be 

studied. This approach provides more insight than 

quantification of masses of information, which produces 

averages. Averages concentrate on similarities; protocol 

analysis focuses on the individual differences. 

Abdel-Khalik and El-Sheshai [1980] maintain that the 

choice of cues is more important than the processing of 

those cues. This conclusion is intuitively appealing, 

especially in the analysis of the venture capital investment 

decision-making process. The venture capitalist must review 

many elements and make a judgment based on these elements. 

Because of the nature of the business plan and the frequency 

with which most venture capitalists reject those business 

plans which are deemed undesirable, the wrong cue could 

easily lead to a wrong decision, regardless of the process 

used to make the decision. So, if a venture capital 

investor looks for one cue which is missing, the investee 

may be rejected regardless of other positive factors which 

are present in the business plan. 
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Abdel-Khalik and El-Sheshai's study restricted the 

number of cues which the subjects could use. Although the 

restriction of the number of cues may be irrelevant to the 

decision, it could have affected the decision. Abdel-Khalik 

and El-Sheshai [1980] apparently made no attempt to 

ascertain the impact of such a restriction; further, they 

made no attempt to justify the limit they imposed on the 

subjects. Consequently, their conclusions should not be 

accepted without a study of the impact of such restrictions. 

Abdel-Khalik and El-Sheshai's conclusions, however, are 

compatible with Libby's [19791 conclusion that the critical 

hypotheses direct the information search. 

Strengths of Protocol Analysis 

Protocol analysis is deemed particularly appropriate to 

the study of the venture capital investment decision process 

for two reasons: 1) the study being reported herein is 

exploratory, and protocol analysis allows the researcher to 

search for unidentified variables; and 2) protocol analysis 

focuses on the individual decision maker's behavior. 

Bouwman [1984] noted that the focus on the individual's 

behavior is particularly critical. By focusing on the 

individual, the researcher can obtain a detailed picture, 

which may be obscured by the study of aggregate behavior. 

By looking at the aggregate, the results become averages; 

hence, the specific information used and the specific 
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process used in making decisions cannot be extracted. 

Protocol analysis allows the researcher to look at these 

specifics and study the individual processes. 

In a study of the use of accounting data by financial 

analysts to screen prospective investments, Frishkoff, 

Frishkoff, and Bouwman [1984] used protocol analysis to 

compare the perceived importance of disclosure to the use 

actually made of the disclosure. Their study indicated that 

perceived and actual importance may not coincide. The 

present study also attempts to ascertain whether perceived 

and actual importance of data coincide in the case of 

venture capital investment decisions. 

In the venture capital investment decision-making 

process, perceived and actual importance may or may not 

coincide. Because many venture capitalist investors have 

had training similar to that of financial analysts, a 

similar pattern may exist. If a discrepancy between 

perceived and actual importance exists, protocol analysis 

could bring it to light. A venture capital investor may go 

through a standard workup for each prospective investee and 

may believe the final decision is based on that workup. By 

analyzing the protocols, it may be possible to isolate and 

identify any side comments near to decision points as the 

turning points in the decision-making process. By the same 

token, if the standard workups are the basis for the 
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decision, this too may be made evident from the analysis of 

the protocols. 

Summary 

Protocol analysis was chosen for this study because it 

allows the researcher to record the individual differences 

instead of averages. This is appropriate because this study 

is exploratory, and the variables are not yet defined. This 

study also attempts to identify which of several identified 

models may be used in the venture capital investment 

decision-making process. 

Objections to protocol analysis are rebutted. Although 

subjects may give erroneous reports on their cognitive 

processes, these erroneous reports are probably systematic, 

so they can be isolated and identified. 
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CHAPTER V 

THE STUDY 

This study used concurrent protocol analysis to 

identify the variables and the models used in the venture 

capital investment process. The study group was chosen at 

random, and an appointment was made with each venture 

capitalist to record the review of a fictional business 

plan. The decision process was transcribed, and the 

protocols were analyzed for the operators used and the 

categories of those operators. The coding used was 

developed by Klersey and Mock [1986] for protocol analysis 

in accounting and auditing studies. The protocols were 

analyzed to determine the process used, the models of that 

process, and the determinants of the final decision. 

To examine the behavioral issues noted in the previous 

chapters, this investigation used a quasi-field study. The 

term "quasi-field study" is appropriate because the case is 

fictional. The case is, however, based on six actual 

business plans. Actual business plans were used to develop 

the case to enhance the mundane realism, that is, the study 

was conducted under circumstances as near to the normal 

decision-making environment as possible. A fictional 

product and company were used to avoid recognition by the 
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venture capitalists, hence the possibility of biased 

results. Mundane realism was strengthened by using a 

realistic, but fictional, product, and by using the natural 

setting. 

Because there were no obvious hypotheses as to the 

factors which are used in venture capital investment 

decisions, no advantage was perceived by controlling 

unidentified factors as in a laboratory study. Once these 

factors have been empirically identified, it may be 

appropriate to manipulate them in a laboratory setting. 

This exploratory study was designed to identify the factors 

crucial to the venture capital investment decision. 

The Study Instrument 

The business plan was reviewed by various experts prior 

to its use as a research instrument. Those reviewing the 

business plan included a venture capitalist, a venture 

capital consultant, an investment banker, and a stock broker 

who specializes in small business investments. The business 

plan which was used in this study is included as Appendix B. 

For the case company, Composite Corporation, the 

subjects were given the following information: product 

information, sales forecasts, historical financial 

statements, business operations, a marketing plan, limited 

financial forecasts, key employees and their respective 

backgrounds, and a history of the company. In addition, the 
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investment requirements and the anticipated application of 

the investment funds were given as well as market estimates 

and the company's anticipated market share. This informa-

tion was included in the fictional business plan in the same 

manner as is usually seen in a real business plan. 

In addition to reviewing the business plan, the 

subjects were asked to complete a two-page questionnaire 

containing questions regarding the investments of the 

company and the individual as an agent of the company, the 

background of the company, and the individual's background. 

These data were analyzed to determine the type of 

individuals participating in the study and the companies 

which each subject represented. The questionnaire is 

included as Appendix C. 

The Study Group 

The ten subjects who participated in the study 

regularly determine whether to invest in venture capital 

deals. The researcher solicited participants from the 

Southwest Venture Forum, an organization which promotes 

venture capital investment, and from various contacts in the 

venture capital community. Some of the participants 

actively sought to be included in the group; others were 

referred to the researcher by another participant. After 

the initial data from the questionnaires were compiled, the 

researcher examined the information to ensure that the study 
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group was balanced, that is, the participants were from 

different firms with various investment experience. This 

was done to avoid any systematic bias. 

The study group included venture capitalists who make 

small investments as well as large, venture capital firms as 

well as individual venture capitalists, experienced venture 

capitalists as well as decision makers with limited 

experience, and venture capital firms which specialize in 

particular industries as well as venture capitalists who 

have a balanced portfolio. Although the participants were 

within the same geographic area, this was not a major factor 

because the participants do not restrict their investments 

to that same geographic area. Most venture capitalists 

invest throughout the country, so these participants are 

representative of most venture capitalists. 

Ten participants were chosen to give the researcher 

enough data in case the data from one subject was not 

usable. However, all ten protocols were usable. Most 

protocol analysis studies use eight to ten participants, so 

ten is an adequate number of subjects. 

Design of the Study 

Venture capital investment is normally a multi-step 

process. The venture capitalist usually receives a business 

plan, reviews it, and decides whether to pursue the 

investment. Rind [1986] asserts that "the typical venture 
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firm sees 50 to 100 business plans a month, generally makes 
r 

quick checks on 40 percent of them, meets to discuss 20 

percent of them for more than an hour, makes counter-

proposals to 4 percent, and invests in 1 to 2 percent" 

[Rind, 1986, p. 14]. Because of the exploratory nature of 

this study, it was not possible to cover all phases of the 

decision-making process. To make the most of time 

available, the study was restricted to the "quick check" 

phase, that is, the venture capitalists were asked to review 

the business plan and decide whether to interview the 

potential investee. 

This study was so restricted for two reasons. Limiting 

the study to the first phase would have rendered the results 

inconclusive because fewer than half the business plans 

reach this stage. Moreover, asking the venture capitalist 

to decide whether to invest would have destroyed the realism 

of the study. After a venture capitalist has reviewed a 

business plan, it was assumed that any collaboration (for 

example, contacting other venture capitalists, bankers, 

customers, or board members) would be completed before the 

actual decision to invest was made. Hence, it was not 

practical to ask the venture capitalists to decide on the 

investment based on the information provided in the business 

plan . 

As noted earlier, the case used for this study is 

fictional. However, the format and relative financial 
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position were based on six actual venture capital business 

plans. The researcher identified a potential software 

package which was not available on the market. Based on the 

researcher's experience in consulting venture capital 

investees, it was determined that there was no comprehensive 

software reporting package on the market which could take a 

company from a small, private company to a large, 

established public company. The financial reporting 

packages which were available were tailored to either the 

small company or the large one, but no package had been 

developed to span this gap and provide the various reporting 

which is needed at given stages of a company's business 

life. 

The development of such a package was not attempted, so 

the researcher was not able to determine the feasibility of 

the reporting package prior to the development of the 

business plan. However, prior to its use as the product in 

the case, the software idea was presented to a few venture 

capital consultants who thought that the software reporting 

package was indeed a viable product and would arouse the 

venture capital investors' interest. This was borne out by 

the responses of the venture capitalists who participated in 

the study. 

Because this case had not been presented to investors 

prior to its use in this study, some evidence was needed to 

ascertain whether the measures taken to ensure mundane 



60 

realism were effective. Although all venture capital 

investors did not give the same responses, there appeared to 

be enough reasons given for each response as to why each 

venture capitalist reached the final decision. In addition, 

some of the subjects in this study made comments after the 

conclusion of their response which indicated that the study 

was indeed realistic. One venture capitalist even noted 

that he thought the case was a real business plan and the 

researcher had come up with an ingenious way to get him to 

review it. 

Concurrent and retrospective protocol analyses are 

subject to an important limitation, incompleteness of verbal 

reports, but retrospective protocol analysis is also subject 

to the limitation of short term money. With concurrent 

protocol analysis, a subject is likely to present steps in 

the process in the proper order, whereas with retrospective 

analysis, a subject may recall all the steps used in the 

process but may not recall the order of those steps. For 

these reasons, concurrent protocol analysis was used. 

Concurrent protocol analysis also allows a subject to 

ask clarifying questions during the process. Sometimes the 

answers to those clarifying questions can change the outcome 

of the decision process. This, too, was an advantage and 

helped to ensure realistic responses. If questions arise 

during the investment decision process, the venture 

capitalists would seek the answers to those questions from 
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the potential investee before deciding to interview the 

potential investee. Mundane realism was increased because 

the researcher was available to answer questions as the 

subjects reviewed the business plan. 

Because it was assumed that most venture capitalists 

are familiar with the software industry, only information 

about potential competition was given. It was assumed that 

the venture capitalists who participated in this study were 

aware of the economics of the software industry. The 

business plan was dated June 30, 1986, so knowledge of the 

overall state of the economy was assumed. 

General economic conditions may have a substantial 

impact on the final decision of a venture capitalist. The 

researcher looked for acknowledgement of this impact on the 

verbal protocol, and it appeared with every subject. The 

acknowledgement ensures that all subjects' protocols were 

from the same perspective. Given a different economic 

environment, each subject may have had a different set of 

protocols. 

Procedures for Collection of Data 

The subjects were asked to decide whether to interview 

the potential investee based on the information described in 

the business plan. The researcher set up appointments with 

each subject during March and April, 1987, for this purpose. 

The subjects had been told the nature of the task, but they 
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had not seen the business plan until the researcher 

physically handed it to them for review. Some subjects took 

as long as 2 to 3 hours, but most finished the review within 

2 hours. One subject finished the review within 20 minutes. 

The researcher used a tape recorder to record the 

decision-making process of each subject. When lapses of 

silence occurred, the researcher prompted the subjects to 

think aloud. The researcher also answered subjects' 

questions as they arose. After the data were transcribed, 

the information was independently coded by two people. The 

discrepancies were reviewed by the two coders, and agreement 

was reached about the proper classification of each phrase. 

No disagreements existed after this collaboration. 

Analysis and Treatment of Data 

As in the Biggs and Mock [19833 study, the data were 

analyzed on a microlevel and a macrolevel basis. The 

microlevel analysis concentrated on 1) the information on 

which each subject relied most heavily, 2) the goals or 

operators used, 3) the criteria used for evaluation, and 4) 

the reasons given for each venture capitalist's final 

decision. 

The macrolevel analysis was limited to flow charts 

because the decision is binomial and mutually exclusive. 

The researcher was looking for a pattern or decision 

strategy within each subject's protocols to classify the 
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subjects' decision-making processes. Heuristics were also 

sought. 

The methods used in this protocol analysis closely 

followed those established by Bouwman [1984]. First, the 

protocols were dissected into meaningful phrases; these 

phrases were then classified according to the activity 

displayed within the decision-making process. Each 

decision-making process was assumed to be comprised of two 

parts: the goal and the activity. Finally, a visual 

representation (flow chart) of the path was developed. The 

flow chart consisted of all the steps taken, from the 

examination of information at the beginning to the 

completion of the final decision. 

Phrases from the protocols were analyzed by using the 

theory of human problem solving as defined by Newell and 

Simon [1972] to determine the subjects' operators. These 

operators include task structuring, information acquisition, 

analytical operators, and action. Klersey and Mock [1986] 

developed a common coding system based on the operators 

identified by Newell and Simon [1972]. The use of this 

common coding facilitates repetition of the study. 

Task structuring includes any references made by the 

venture capitalists to the specific plan of action or goals 

sought in the review of the business plan. For example, 

phrases indicating what a venture capitalist was looking for 

at a given step were coded as task structuring. The 
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subject's organization of the information and the 

identification of important ratios, other financial 

information, and points of the business plan, were also 

coded as task structuring. 

Three categories are included within information 

acquisition operators: information search/retrieval, 

reading, and calculation. Information search/retrieval 

includes looking for specific information which the venture 

capitalist required for the analysis and returning to a 

section to retrieve previously acquired information. 

Information acquisition also includes any search for 

information in the material provided in the case and 

questions asked of the researcher. 

Reading is self-explanatory. This category was only 

used when a venture capitalist was reading from the business 

plan. When unsure whether the subject was reading or 

thinking, the researcher asked the subject to think aloud 

and identify the activity. 

Calculation includes any mathematic functions performed 

or confirmed by the venture capitalists. This category also 

includes any trend analysis performed by a venture 

capitalist. 

The analytical/inferential operators includes seven 

categories: comparison, evaluation, generate query, 

assumption, conjecture, conditional judgment, and decision 

support. Comparison, evaluation, and generate query are 
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considered analytical operators. Comparison operators are 

those in which the venture capitalists compared the idea in 

the business plan with that of another known company to 

assess the potential investee company. Comparison usually 

is made with a similar company in the same industry or with 

a company in the venture capitalist's portfolio. 

Evaluation operators are those in which the venture 

capitalists made a direct judgment upon the company used in 

this study (Composite Corporation). Evaluation phrases 

include only overall judgments of the company. 

Generate query is relatively straightforward. 

Subjects' questions which were not answered by the business 

plan were coded in the generate query category. 

The inferential operator category includes assumption, 

conjecture, conditional judgment, and decision support. A 

phrase was coded as assumption of a venture capitalist made 

an assertion which was not directly verifiable from the 

business plan of the case study. 

Conjecture includes "if, then" statements; that is, 

when a venture capitalist stated that a certain judgment 

would ensue if a claim were verified, this statement was 

classified as conjecture. A distinction is made between a 

phrase which implied an assumed fact and a phrase which 

appeared to raise a question, the answer to which would 

influence the subject's response. 



66 

Conditional judgment phrases includes those which 

indicated that a venture capitalist was weighing a 

particular piece of information. In contrast with the 

phrases coded as evaluation judgments, phrases which 

indicated the rating of a portion of the business plan are 

coded as conditional judgments. Although these categories 

are related from a conceptual viewpoint, they must be 

differentiated in the coding process. 

Decision support was used when a venture capitalist 

appeared to be attempting to justify a decision, judgment, 

or evaluation. Decision support might refer to a particular 

ratio, the subject's past experience, or a given fact. This 

category is distinguished from choice because the phrases 

encoded herein were not pertinent to the final decision. 

Neither were these phrases necessarily relevant as a 

conditional judgment or a comparison. 

The choice operators include the categories of generate 

alternative and choice. The generate alternative category 

includes phrases which indicate that the subject did not 

make a hard choice, but chose instead to develop alternate 

choices, dependent upon unknown circumstances. Choice 

includes those phrases in which a venture capitalist 

actually made a statement indicating willingness to 

interview the potential investee. 

Following the classification of phrases into the 

categories described and the preparation of flow charts of 
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the process of each subject, additional analyses were 

performed. The number of steps used by each subject and the 

relative order of each step was analyzed. Then, the 

sections used by each subject and the number of times each 

step was completed and/or repeated was compiled. From this, 

the most common steps and the order in which these steps 

were completed was noted. Patterns of the decision-making 

process were evident at this stage. In addition, the 

sections which were used most often were also identified. 

The protocols were also analyzed to determine the 

relevant section within the business plan. Each phrase was 

categorized. From this analysis, the total number of 

references to each section and the total number of 

occurrences of each phrase were determined. 

The phrases were also analyzed for patterns within each 

section. The researcher was looking for any particular 

pattern or important points which were common to all or 

several subjects. 

The classification of each phrase provided the number 

of subjects who used each operator as well as the total 

number of times each operator was used. This was done for 

each individual operator category as well as on a combined 

total for the four operator categories. 
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Limitations 

As in any protocol analysis, this study was subject to 

limitations [Biggs and Mock, 19831. Although other 

processes might have been used to analyze the investment 

decision, protocol analysis provides rich detail, enabling 

the researcher to distinguish between investment styles 

instead of making broad generalizations. Hence, the 

external validity is low. Only by many repetitions can this 

problem be overcome. The use of the common codings 

developed by Klersey and Mock [1986] should alleviate this 

problem. 

In addition to low external validity, there is 

disagreement as to the effect of verbalization on the 

process. This is a form of testing interaction; that is, 

the subjects may perform differently because they are being 

studied. One of the subjects mentioned that the taping of 

the process might have affected her thinking process. 

Furthermore, the subjects may not verbalize every thought; 

therefore, the description may be incomplete. Although the 

researcher attempted to prompt the subjects when it appeared 

that they were not verbalizing every thought, to verify that 

all thoughts were actually verbalized is impossible. 

Finally, the coding of the responses is subjective. The use 

of independent coding mitigates this problem to a certain 

degree. However, the coding remains subjective. 
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In addition to the above limitations which are 

generally present, the protocol analysis of venture capital 

investment decisions is subject to other limitations. In 

real world situations, the investment decision must be made 

within the context of the venture capitalist's portfolio. 

Often, the decision is not made on a single company, but is 

made as a choice between alternative companies. The use of 

a single business plan therefore limited the available 

responses of the subjects and omitted part of the process 

which a venture capitalist usually follows. Also, the 

investee company is often chosen on the basis of similarity 

to other companies in a venture capitalist's portfolio, if 

specialization in a particular industry is present. 

Finally, the capital needs of the investee and the available 

capital of the investor may not match. 

The researcher attempted to overcome some of these 

limitations by asking direct questions about the effect of 

such circumstances upon the venture capital investment 

decision process. The subjects responded that these factors 

have an impact on the final decision, sometimes a greater 

impact than the information included within the business 

plan. As a final comment on the limitations, this study was 

purely descriptive of the behavior of the subjects. No 

model was tested; no hypotheses were tested. 
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Summary 

The purpose of this study was to elicit information 

that could be helpful in understanding the venture capital 

investment decision-making process. The study was 

exploratory and was only intended to provide a descriptive 

overview of the venture capital investors who participated 

in this study. Several key variables in the venture capital 

investment decision-making process were identified and will 

be useful in future studies. These key variables and their 

implications for future studies are discussed in Chapter VI. 

The study used a fictional business plan which was 

presented to the subjects for review in their offices. The 

ten subjects were chosen on a random basis from solicitation 

and from contacts in the venture capital community. The 

review process of the subjects was tape-recorded, and the 

protocols were transcribed and classified according to the 

common coding developed by Klersey and Mock [1986]. The 

information was then analyzed by individual phrases and by 

the decision models used by the subjects. Limitations were 

also noted. 
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CHAPTER VI 

RESULTS 

This chapter reports the results of using protocol 

analysis to study the venture capital investment decision 

process. Ten venture capitalists reviewed a business plan 

and provided protocols on a concurrent basis. The data 

compiled from the questionnaire is also presented in this 

chapter. 

Data from the Questionnaires 

In addition to reviewing the business plan, the 

subjects were asked to complete a short questionnaire. The 

questionnaire contained questions regarding the investments 

of the company and the individual as an agent of the 

company, company background, and individual background. 

From this questionnaire, an analysis was made of the type of 

individuals participating in the study and the companies 

which each subject represented. 

The subjects were told that the answers to this 

questionnaire were not absolutely critical to the results of 

the study, so confidential information which the venture 

capitalists did not wish to disclose could be excluded. 

Overall, the subjects answered the majority of these 

questions. The questionnaire is included as Appendix C. 
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Table 1 summarizes the data collected from the 

questionnaire regarding the investments made by the venture 

capitalists. 

TABLE 1 

INVESTMENTS OF THE SUBJECT VENTURE CAPITALISTS 

Information Requested High Low Average 

Yearly Company Investments 1 00M* 1M 28M 
Yearly Investments Made by 

Subject HOM . 3M 8M 
Number of Deals Per Year: 

Company 12 2.5 7 
Subject 4 2 2.5 

Increase/Decrease Over Last 
5 Years +200% -50% +28% 

Forecast Increase/Decrease 
Over Next 5 Years + 17555 -100% + 16% 

Average Dollar Amount of 
.Investments: 
Company 5M .4M 1 ,8M 

*Million 

As Table 1 indicates, the yearly investments of the 

companies represented by the subjects were $28 million; the 

average number of deals per year was 7; and the average 

dollar amount of the investments by the company was $1.8 

million. This indicates a representative study group. 

Two venture capitalists indicated that investments were 

made at all stages of the investees' business lives. One 

responded that the investments were normally made as 

leveraged buy-outs; three normally invested during the early 
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stages; and one indicated that investments were made at the 

early stages and as leveraged buy-outs. Two venture capital 

subjects preferred later stage deals. This range of stages 

of investment represents a good cross-section of venture 

capitalists. 

The major industries represented by the subjects were 

retaild), banking(3), technology(3), diversified(1), and 

venture capital(2). Hence, the study group was well 

balanced in terms of the type of venture capitalists 

involved. Three venture capitalists indicated that no 

specialties were present in their portfolio companies; one 

specialized in software company investments. The remainder 

typically invested in a variety of industries, including 

retail, electronics, and non-high technology companies. 

Electronics companies were the most common investees; six 

venture capital subjects expressed an interest in 

electronics companies. Very few subjects indicated a reason 

for specializing in given industries. Of the reasons given, 

the most common was a background in that industry. 

Most subjects declined to reveal their 1986 revenue and 

income. Table 2 summarizes the data collected from the 

questionnaire regarding the company which the subjects 

represented. 
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TABLE 2 

SIZE AND EXPERIENCE OF VENTURE CAPITAL FIRMS 

Information Requested High Low Average 

1986 Revenue 
1986 Net Income 
Number of Years Firm Has 

Been in Business 
Number of Years Firm Has 

Been in Venture Capital 

140M 
11M 

85+ 

27 

6M 
. 7M 

1 

1 

73M 
6.2M 

22.5 

16 

*M=million 

As Table 2 indicates, the companies represented by the 

subjects have been in the venture capital industry from 1 to 

27 years. 

When asked if the venture capital individual followed 

other venturists, one declined to answer. Three indicated 

that they did follow other venture capitalists; six said 

they did not. Five of the subjects indicated that the 

presence of other venture capital investors was very 

important; one deemed the presence of other venture capital 

investors somewhat important; and another indicated that the 

presence of other venture capital investors was not 

important. 

One subject reported that he rarely relied on other 

venture capitalists. Five indicated that they relied on 

other venture capitalists sometimes; two often relied on 

others; and two relied on other venture capitalists heavily. 
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Although all indicated a preference for certain stages 

at which to invest, four had invested in a first round deal, 

four in a second round deal, and one at the mezzanine 

(bridge financing) stage. One subject had participated in 

deals at all stages; another stated that the stage at which 

the investment is made depends upon the deal in question. 

From the information collected in the questionnaire on 

the individual subjects' backgrounds, the data in Table 3 

were compiled. 

TABLE 3 

BACKGROUND OF THE SUBJECTS 

Information Requested High Low Average 

Age 50': 5 20' s 30's 
Years in Venture Capital 5 2.5 3.5 
Number of Business Plans 

Reviewed Per Year 1500 30 267 
Number of Business Plans 

Pursued for Possible 
Investment 150 5 38 

Average Investments Per 
Year 13 0 4 

Of the ten subjects, nine held the MBA degree and one 

held the BS degree. Eight of the subjects had majored in 

business, and two had majored in engineering • 

The major work experience of each subject varied . 

Prior to working in the venture capital business, one had 

been a CFO in electronics, two had been international 
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financial analysts, on© had been a technical and marketing 

manager, one an engineer, one had been in oil field service, 

two had been bank employees, one had been a CPA in a big 

eight accounting firm, and one had been a manager in a 

semiconductor manufacturing company. 

Three got into the venture capital industry through 

school projects; two had worked for venture capital 

investees; one worked with other venture capitalists as a 

consultant; and four pursued the industry directly. 

The subjects were asked the source of most business 

plans which they review. Five had received business plans 

from the potential investee companies; four had received 

plans from the accountants who performed services for the 

investee companies; three had received business plans from 

other venture capitalists; and one reported receiving 

business plans from bankers. 

Based on the data collected from the questionnaire, the 

subjects represent a good cross-section of the venture 

capital community. The study group included new and old 

venture capital firms, experienced and less experienced 

venture capitalists, large and small investments, 

specialized and general venture capitalists, and subjects 

with varied backgrounds. 

Several points stand out from a review of this 

information. First, although six of the subjects stated 

that the presence of other venture capitalists in the deal 
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was not an important factor, only one subject reported that 

he rarely relied on other venture capitalists. Second, all 

but one of the subjects had the MBA degree. Although this 

may be a function of this study group, the fact is worth 

noting. Finally, the results of this study indicate that 

the commonly stated percentage of companies which receive 

funding (of those who seek venture capital funds) is indeed 

2 to 3 percent. In this study, an average of 4 out of 267 

business plans reviewed were funded. 

Results of Analyses of the Protocols 

From the tapes of the protocols, 4,830 operator phrases 

(protocol data points) were identified. The maximum number 

of data points for an individual subject was 1,135, and the 

minimum number of data points recorded for an individual 

subject was 38. The average number of data points for a 

subject was 483. There was a wide range of data points 

across the subjects, and the protocols provided a 

substantial amount of information to be analyzed. The 

subject with only 38 data points was averse to investments 

in the software industry and made a rather quick rejection. 

Table 4 summarizes the number of data points by subject. 

The phrases were also analyzed for patterns within each 

section. The researcher was looking for any pattern or 

important points which were common to all or several 

subjects. 
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TABLE 4 

DATA POINTS PER SUBJECT 

Subject Number of Phrases in Protocols 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 

1135 
728 
246 
392 
91 

557 
38 

532 
437 
674 

The flow charts which were developed from these 

protocols indicated certain patterns in the review of the 

business plan. The average number of steps was thirteen; 

the least was two, and the most was twenty-six. 

The protocols were analyzed to determine patterns with 

regard to the review of the business plan. The usual order 

in which the sections were reviewed was the deal structure, 

the executive summary, and the management section, respec-

tively. Table 5 shows the results of this analysis. 

Table 5 shows that the Management section was used by 

nine of the ten subjects. However, the Market section was 

used the greatest number of times. One subject with an 

extensive background in marketing relied heavily on this 

section, which skewed the results. He reviewed the 

Marketing section twice. 
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TABLE 5 

BUSINESS PLAN SECTIONS REVIEWED BY SUBJECTS 

Business Plan Section 

Number of Subjects Number of Times 
Who Used Section Section Was Used 

Management 
Deal Structure 
Executive Summary 
Board of Directors 
Market 
Investment Equity 
Compensation 
History 
Pre/Post Balance Sheet ̂  
Financial Analysis/Projections 
Use of Proceeds 
Balance Sheet 
Ownership 
Manufacturing 
Sales/Customer Support 
Product Capabilities 
Income Statement 
Competition 
Industry 
Growth Strategy 
Expense Schedule 
Potential 
Market Growth Chart 
Sales/Marketing Strategy 
Business 
Footnotes 
Company 

9 10 

8 9 
8 9 

8 8 

7 11 

7 7 

7 7 

7 7 
6 6 

5 8 

5 6 

5 6 

5 5 

5 5 

3 3 

3 3 

3 3 

3 3 

3 3 

2 2 

2 2 

2 2 

2 2 

1 1 

1 1 

1 1 

1 1 

The Deal Structure, Executive Summary, and Board of 

Directors sections were used by eight subjects. The 

Investment Equity, Compensation, Market, and History 

sections were used by seven subjects, and six subjects used 

the Pre/Post Balance Sheet. The Use of Proceeds, Financial 
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Analysis/Projections, Ownership, Balance Sheet, and 

Manufacturing sections were used by five subjects. 

An interesting pattern appeared. The Board of 

Directors, Compensation, and Pre/Post Balance Sheet sections 

were always reviewed after the Management, Investment 

Equity, Use of Proceeds, and Financial Analysis/Projections 

sections had been reviewed. The reasons for this approach 

were unclear, but this pattern should be noted. 

The information was then organized by the type of 

operators used in each subject's protocols. The operators 

designed by Klersey and Mock [1986] were used to analyze the 

protocols of the individual subjects. The use of these 

common coding operators facilitates comparison with results 

from other studies using the same operators. 

As indicated in Table 6, the Information Search/ 

Retrieval operators were used most often. These were used 

an average of 88 times by each subject. The second most 

frequently used operators were the Task Structuring/Set Goal 

Operators, which were used an average of 64 times by each 

subject. 

Although it was not surprising that Task Structuring/ 

Set Goal and Information Search/Retrieval operators were 

used most frequently, it was interesting that Conditional 

Judgment was the third most frequently used operator. 

Conditional Judgment operators were used an average of 55 

times by each subject. 
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TABLE 6 

PROTOCOLS ANALYZED BY TYPE OF OPERATORS USED 

Number of Times Used 

Operators Most Least Average 

Task Structuring/Set Goal 197 0 64 

Information Acquisition 
Information Search/Retrieval 
Reading 
Calculation 

322 
55 
95 

5 
3 
0 

88 
20 
15 

Analytical/Inferential 
Comparison 
Evaluation 
Generate Query 
Inference: 

Assumption 
Conjecture 
Conditional Judgment 
Decision Support 

61 
162 
99 

57 
84 
125 
54 

4 
4 
2 

4 
3 
5 
6 

22 
48 
35 

21 
36 
55 
25 

Choice 
Generate Alternative 
Choice 

7 
3 

0 
1 

1 
2 

Evaluation operators were used an average of 48 times 

by each subject; Conjecture operators were used an average 

of 36 times; and Generate Query operators were used an 

average of 35 times by each subject. Calculation operators 

were used relatively infrequently, an average of 15 times 

per subject. 

By reclassifying the same information into the four 

main categories, a different interpretation is gained. 

Table 7 shows the results of this reclassification. 
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Overall, the Analytical/Inferential operators were used 

most frequently, even though the Information Search/ 

Retrieval operators within the Information Acquisition 

category were used most often. The Choice operators were 

least often used. 

TABLE 7 

CLASSIFICATION OF OPERATORS USED BY MAJOR CATEGORY 

Number of Times Used 
Major Categories 
of Operators Used Most Least Average 

Task Structuring/Set Goal 197 0 64 
Information Acquisition 371 8 123 
Analytical/Inferential 628 28 293 
Cho ice 10 1 3 

Various sections of the protocols were analyzed. Each 

phrase was recorded along with its relevant section within 

the business plan. The greatest number of verbal references 

were to the market, followed by references to the product 

and to the management, respectively. Table 8 shows the 

results of this analysis. 

Many of the subjects made references to what they 

believed to be the most important factors in the review of 

the business plan. The factors most often referred to were 

product and people. This is in agreement with most of the 

literature on venture capital investment. However, by 
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looking at the phrases used most frequently and from the 

references made while the subjects were reviewing various 

sections, it is possible to determine exactly which sections 

received the most attention by the subjects during the 

review of the case. 

From Table 8, it can be seen that product and people 

(management) were important. However, the most frequent 

references were to the market. Hence, if one used the basis 

of most frequent references, the market was more important 

than product and people. 

TABLE 8 

FREQUENCY OF REFERENCES TO VARIOUS FACTORS 
DURING THE REVIEW OF THE BUSINESS PLAN 

Business Plan Sections 

Market 
Product 
Management 
Company 
Income Statement 
Balance Sheet 
Board of Directors 
Package Presentation 
Deal Structure 
Compensation 
Operations 
Other 

Frequency of References 
to Section 

57 
37 
34 
31 
24 
18 
18 
16 
12 
8 
4 
3 

The company itself also was an important factor. The 

phrases in this category include references to company 

structure, growth, profitability, history, and current 

ownership. 
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What was interesting from this analysis was the ranking 

of the income statement. Most of the subjects stated that 

the financial statements were not important at this stage in 

the decision process. However, the income statement was 

referenced 24 times, and the balance sheet was referenced 13 

times. When these two categories are combined, financial 

statements were referenced 42 times. This makes the 

c financial statements the second most important factor in 

the review of the business plan. This is contrary to most 

of the literature regarding venture capital investment and 

to the approach which the subjects claimed to use. Based on 

this analysis, the financial statements are more important 

than the product and the people. 

Although the raw data is not presented within this 

paper, an analysis also revealed certain phrases which 

seemed to be dominant within the review of the business 

plans. With reference to the market, the most common factor 

noted was market size. Fifteen references were made to 

market size. Ten references were made to the statement in 

the business plan that the company had no competition. Most 

references indicated that the claim of no competition was 

common, but questioned the accuracy of the claim. Ten 

references were made to the pricing of the product. This 

indicated that pricing was an important factor. 

With regard to the company category, ten references 

were made to the past profitability of the company. These 
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were usually positive in that the case company had shown at 

least a little profit. This would also indicate that the 

financial position of the potential investee company was an 

important factor. 

Of the comments relating to the management, the most 

common were regarding the consulting background. This 

appeared to be a negative factor, and many of the subjects 

stated that they did not like the consulting side of the 

business. This was justified by saying that consulting 

businesses are difficult to make into a large company 

because consulting requires a heavy investment in people. 

Consulting service cannot be mass produced. This response 

indicated that the nature of the product in question was 

very important. 

The individual decisions of whether or not to interview 

the management indicated that the subjects thought the 

business plan reflected a good potential investment. Two of 

the subjects indicated that the management of the potential 

investee company would be interviewed. Two others stated 

that the management would probably be interviewed pending 

the answers to some questions they had regarding the 

business plan. The other six declined to interview the 

managers of the company in question. 

The most common reason given for rejection was that the 

software industry was not viewed as profitable, and many of 

the venture capitalists had reservations about the potential 
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for growth within the industry. Some had basic policies 

against investing in software; others had lost money in the 

software industry. Although six investors declined to 

interview representatives, the case company nonetheless 

received good feedback regarding its financial accomplish-

ments, its marketing plan, and its management. 

In relating the results of this study to Hofstedt's 

[1971] four characteristics of the average investor, several 

parallels are significant. As was expected, psychological 

involvement, recency bias, sensitivity to variance, and 

skepticism of the financial reporting process were present. 

Many of the subjects made direct references to some of these 

characteristics, although no subject called the 

characteristics by name. For example, several subjects 

discussed the time involved during and after a deal was made 

and related how much time was spent educating the investee. 

This reflects the psychological involvement of the venture 

capitalist. 

Some subjects spoke of various experiences with 

portfolio companies which color their approach to reviewing 

business plans. One subject delved into the marketing 

background of the vice president of marketing because of a 

recent experience; another summarily rejected the business 

plan because a portfolio company in the software industry 

had failed. The recency bias was apparent in these 

references. Most subjects spoke of the fluctuations in the 
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software industry. These references reflected a great 

sensitivity to variance. 

Most subjects also expressed skepticism about the 

financial statements included in most business plans. 

Reasons for this skepticism included the relative youth of 

most potential investees. However, the pro forma nature of 

the business plans was also noted. One subject noted that 

the presence of an audit would have relieved her 

apprehension about the contents of the financial statements. 

The influence of the Gambler's Fallacy [Tversky and 

Kahneman, 1971] was not apparent in this study. In fact, 

the venture capitalists were more conservative than one 

might think in such a high risk business. Although no 

empirical data is presented to support this assertion, the 

general comments of the subjects reflect a reluctance to 

invest in an industry in which the subject had lost money. 

Future research may be able to prove or disprove this 

assertion. 

Kahneman and Tversky's [1974] insensitivity to sample 

size may have been present in this study. The venture 

capitalists seemed to rely heavily on personal experience, 

regardless of whether that experience was representative of 

the overall population. As noted earlier, the subjects 

seemed to avoid industries or situations in which their 

experience had been negative. Hence, the subjects appeared 

to assume that their samples were sufficient and did not 
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continue the search for information. In the case of this 

business plan, this assumption may or may not have been 

valid. The researcher did not verify or dispute this 

assumption but merely noted it. 

This study attempted to verify the assertions of Rice 

[1974] that the presence of a strong business plan is one of 

the most important factors in a venture capital investment 

decision. The business plan included some of the identified 

factors and purposely excluded others. The factors 

identified by Rice [1974] were 1) a program which indicates 

how management plans to function and operate; 2) a time 

schedule which indicates when the product will be developed 

and when it will be sold and shipped; 3) monthly projections 

of revenues, costs, and expenses; and 4) a plan for 

controlling the budget. Rice [1974] asserted that the plan 

for the first year of operation was most important, but a 

less detailed five-year plan was also very important. 

Rice [1974] listed these factors, but he did not 

specify wha t would constitute a good business pi an according 

to his guidelines. Stating that a program should indicate 

how management will function and operate does not tell a 

potential investee how detailed that program, must be. In 

the business plan used in this study, the program for 

operation was not specifically identified. Instead, the 

program was interspersed throughout the business plan. For 

example, the plans for the marketing operations were 
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included in the marketing strategy section; the plans for 

the manufacturing operations were in a separate section, and 

only indirect reference was made to the plans for adminis-

trative operations such as personnel. The comments of the 

subjects reflected a general satisfaction that the 

management of the potential investee had planned how the 

operations would be performed even though some of the 

operations were not mentioned. 

The time schedule indicating when the product would be 

developed, sold, and shipped was included in the executive 

summary with slightly expanded coverage in the marketing and 

manufacturing sections. Again, the subjects responded 

positively to these schedules. 

Monthly projections of the revenues, costs, and 

expenses were not included although projections were given 

on a yearly basis for five years. The subjects took little 

notice of this fact, but several expressed a preference for 

more historical data on a monthly basis for revenues, costs, 

and expenses. The subjects also seemed to be satisfied with 

the five-year projections which were included. This might 

dispute the assertion that monthly projections of this 

information are important. The researcher noted that the 

subjects expressed a preference for monthly historical 

financial statements but seemed to be satisfied with 

projections on a yearly basis. The subjects may have been 

looking for historical trends and may have assumed that 
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projections on a yearly basis are difficult, while projec-

tions on a monthly basis are not feasible. 

No formal plan for controlling the budget was 

presented. The bonus for the officers was based on meeting 

unidentified performance criteria, but this was the only 

form of control which was explicitly noted in the business 

plan. No mention was made of the lack of formal control 

procedure. Several subjects noted that the bonus plan 

outlined was vague and open to manipulation, but this was 

the only reference to formal control procedures. This casts 

doubt on the necessity of a formal plan for controlling the 

budget, and implies that an informal plan may be 

satisfactory. 

The business plan was viewed as a good indicator of 

management's competence. This was borne out by several 

comments regarding typographical errors which were 

intentionally left in the business plan. Several subjects 

noted that such errors would lead them to question 

management's capabilities and intentions. Others noted that 

the management of the potential investee in this case 

appeared to have a good grasp of the business and knew how . 

to accomplish goals. These comments were not based on the 

plan itself or its organization, but on the financial 

history of the company and its marketing and manufacturing 

strategies. So, the contents of the business plan were more 
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important to these venture capitalists than the organization 

or presentation of the information. 

Rind [1974] noted that competent management would have 

management experience, preferably including financial 

responsibility for a division. This study did not confirm 

this assertion. Most comments regarding the experience of 

management reflected a preference for managers who had 

experience in a start-up company, and one subject 

specifically discounted marketing experience in a large 

company because it was not relevant to the marketing 

operations of a small company. Most subjects were positive 

towards the experience of the management of the potential 

investee because of its experience in consulting for those 

small companies. 

In comparing the reasons given for rejection of this 

case to those listed by Mahar [1986] as the most common, 

only two of the most common reasons wee used: the market 

appeared to be overcrowded, and the management lacked 

credibility. The market was deemed overcrowded because of 

the industry. Management's credibility was questioned most 

often because of the financial information presented, both 

historical and pro forma. The subjects viewed the lack of 

historical financial information negatively, and they 

questioned the achievability of the pro forma financial 

statements in the business plan. This indicates that the 
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presentation of financial information is important to these 

subjects. 

The subjects appeared to use Payne's [1976] models in 

making the investment decision. Although it was not 

possible to specifically identify the models used by the 

subjects, certain patterns emerged. At the beginning of the 

review, each subject used certain factors to screen the 

potential investee. If the potential investee passed the 

initial screening, each subject seemed to use a fairly 

standardized workup to review the business plan. Some of 

the subjects discussed what they were looking for in the 

business plan; others explained their approaches as they 

completed the review task. Each claimed to use a general 

approach for reviewing all business plans. 

The subjects appeared to begin with an elimination-by-

aspects model. As such, the approach appeared to be a 

covert elimination process. Each venture capitalist 

apparently started with a dimension presumed to be the most 

important; if the potential investee did not meet the 

criteria required by the venture capitalist, the business 

plan was rejected. Examples of this include rejection 

because of the industry and because of the lack of 

credibility of the projections included in the business 

plan. 

At the beginning of a review of the business plan of 

the potential investee, each subject was faced with great 
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quantities of information. The use of an elimination-by-

aspects model at the early stages of a review reduced the 

time required to review the business plan. Individual 

subjects seemed to search for important factors, such as 

industry, size, relative profitability, or management 

background. If these factors were not present, the subject 

rejected the potential investee without expending an 

inordinate amount of time. Two of the subjects rejected the 

business plan because these factors were not present. The 

other venture capitalists apparently found their factors of 

interest and continued with the review of the business plan. 

This approach provides a method of screening the potential 

investee before reading the complete business plan. 

If the potential investee met the basic qualitative 

criteria, the subjects continued with their review of the 

business plan. From this point, the model appeared to be 

additive and nonlinear. Although a subject may have 

assigned a low value or given a negative reaction to a 

particular point in the business plan, the decision-making 

process did not necessarily stop. Instead, each subject 

seemed to carry a running total of the values assigned to 

each point. At a certain stage, the final decision was 

made. During the process, several assumptions were made and 

conjecture was common. This indicated that the subjects 

were taking each factor into account, but the final decision 
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was not contingent upon a single factor after the initial 

screening was complete. 

Overall, Payne's [1976] conception of a general 

decision-making process with the four identified models 

acting as subroutines within that process appeared to be 

present in the venture capital decision-making process. 

These subjects appeared to use an elimination-by-aspects 

model for the initial screening and an additive/linear model 

for the standard workup if the business plan met criteria 

used in the elimination-by-aspects model. 

The process used by the subjects appeared to be 

consistent with the steps outlined by Libby [1979] in his 

research dealing with decision making by loan officers. The 

venture capitalists followed a similar process: 1) Problem 

recognition—receipt of the business plan; 2) Form set of 

discrete hypotheses—initial screening of the business plan; 

3) Standard workup—specified analysis of the plan based on 

the individual subject's background and references; 4) Cue 

evaluation—initial decision pending answers to questions; 

5) Conclusion treated as if certain—continuation of 

standard process even though judgment had already been made; 

and 6) Further processing—final workup resulting in final 

decision. Although the venture capitalists appeared to 

follow a pattern similar to Libby's [1079], Payne's [1976] 

unspecified choice program which uses various models as 
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subroutines is more relevant. Hence, no further comparison 

with Libby's [19793 analysis of the process was made. 

Libby [1975] also proposed the use of the Brunswick 

Lens Model to study decision-making processes. The venture 

capital investment decision-making process appeared to be 

compatible with the Brunswick Lens Model. Certain 

information did seem to change the decision maker's process; 

for example, the presence of profitability appeared to be a 

positive factor, and the absence of detailed financial 

information appeared to be a negative factor. 

The presence or absence of information which the 

subject required also altered the outcome of the final 

decision. Some of the subjects stated that their decisions 

would have been different if certain factors had been 

present or if a certain section had provided other 

information. For example, as noted above, some subjects 

stated that if the pro forma information had been more 

realistic, their decisions might have been positive. 

The economic environment within which the decision was 

made was a strong determinant. Many of the subjects noted 

the date of the business plan and commented upon the state 

of the software industry. General economics in the venture 

capital industry were also significant in the decision-

making process. Some funds were limited because of heavy 

losses in high technology in recent years. These losses 

seemed to have caused some venture capitalists to be more 
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conservative. Some subjects noted the effect of the new tax 

laws on investments. 

Although the overall state of the economy was 

definitely a factor in the decision-making process, the 

protocols did not necessarily reveal this influence. The 

subjects were more likely to note the impact of the economy 

during discourse before or after the review of the business 

plan. The protocols did not provide any evidence of 

influence of the overall state of the economy, but many of 

the subjects noted the date of the business plan and the 

state of the software industry. 

Just as certain factors were critical to the decision, 

the choice of cues was also critical to the decision, as 

noted by Abdel-Khalik and El-Sheshai [1980]. The business 

plan used in this study purposely included some strong areas 

and some weak areas to assess the impact of the choice of 

cues. The choice of cues made a difference in the manner in 

which the overall judgment of the potential investee was 

made. For instance, if a subject focused on the management, 

the overall rating was likely to be high. If, however, a 

subject focused on the financial projections and presen-

tation, the overall rating was usually low. Hence, the 

choice of cue appeared to be an important factor, perhaps 

the most important factor. 

Because the subjects used an elimination-by-aspects 

model for the initial screening of the business plan, the 
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choice of cue for the initial screening may be the critical 

factor in the acceptance or rejection of any given business 

plan. The implications are twofold: 1) Venture capitalists 

may be subject to tunnel vision, and 2) Potential investees 

who are seeking venture capital funding should be especially 

sensitive to this fact and therefore tailor the business 

plan to the venture capital investor. 

The macrolevel analysis provided a great deal of 

information about the general process used by venture 

capitalists in making the decision of whether to invest in a 

company which seeks venture capital funds. No general 

heuristics were noted, although each subject had individual 

rules of thumb. These individual heuristics seemed to stem 

from past experience and not from a model used by the 

subjects. 

Summary 

The results of the compilation of the data from the 

questionnaire show that the study group was representative 

of the venture capital community. The study group was 

balanced in terms of investments, size, and individual 

backgrounds. 

The management section of the business plan was used by 

the greatest number of subjects, but the market section was 

used the greatest number of times. Information 

Search/Retrieval operators were used most often. 
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Product and people were important. However, the most 

frequent references were to the market. By combining the 

references to the income statement and the balance sheet, 

though, the financial statements are the second most 

important factor. 

The subjects displayed psychological involvement, 

recency bias, sensitivity to variance, and skepticism of the 

financial reporting process [Hofstedt, 1971]. Gambler's 

Fallacy [Tversky and Kahneman, 1971] was not apparent from 

this study. 

Some of the factors which are assumed to be important 

to the reception of a business plan by venture capitalists 

did not appear to be important to the subjects in this 

study. For example, the plan for controlling operations was 

not formalized in the case, but the subjects seemed to be 

satisfied that management had the business under control. 

The subjects appeared to use an elimination-by-aspects 

model to screen the business plan. If the business plan 

contained the factors of interest required by this model, 

the subjects used an additive/nonlinear model. Payne's 

[1976] decision models had the most relevance to this study. 

The choice of cues [Abdel-Khalik and El-Sheshai, 1980] 

was also important. The implications are twofold: 1) 

Venture capitalists may be subject to tunnel vision, and 2) 

Potential investees should be sensitive to this fact and 

tailor the business plan to the venture capital investor. 
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The state of the economy was a factor, but the 

protocols did not reveal the extent of the importance placed 

on the economy by the subjects. The subjects did not 

directly address this issue during the decision-making 

process. 



CHAPTER REFERENCES 

Abdel-Khalik, A. Rashad, and Kamal El-Sheshai, "Information 
Choice and Utilization in an Experiment on Default 
Prediction," Journal of Accounting Research (Autumn 1980) 
PP. 325-342. 

Biggs, Stanley F., and Theodore J. Mock, "An Investigation 
of Auditor Decision Processes in the Evaluation of 
Internal Controls and Audit Scope Decisions," Journal of 
Accounting Research (Spring 1983), pp. 234-255"! 

Hofstedt, Thomas R., "The Processing of Accounting 
Information: Perceptual Biases," in Thomas J. Burns (Ed.) 
Behavioral Experiments in Accounting. Ohio State 
University Accounting Symposium (Columbus, OH: College of 
Administrative Science Monograph, No. AA-7, 1971), pp. 
285-315. 

Klersey, George F. and Theodore Mock, "Common Coding of 
Verbal Protocols in Accounting and Auditing," Working 
paper, University of Southern California, January 1986. 

Libby, Robert, "The Use of Simulated Decision Makers in 
Information Evaluation," The Accounting Review (Julv 
1975), pp. 475-489. 

"The Impact of Uncertainty Reporting on the Loan 
Decision," Journal of Accounting Research (SuDDlement 
1979), pp. 35-57. 

Payne, John W., "Task Complexity and Contingent Processing 
in Decision Making: An Information Search and Protocol 
Analysis," Organizational Behavior and Human Performance 
(August 197b), pp. 366-387. 

Rice, Anthony H. Ill, "Developing the Business Plan," in 
Stanley Rubel (Ed.), Guide to Venture Capital Sources. 
Third Edition (Chicago"! Capital Publishing Corporation 
1974), pp. 37-39. 

Rind, Kenneth W., "The Potential and Problems in Financing 
Technological Companies," in Stanley Rubel (Ed.), Guide to 
Venture Capital Sources. Third Edition (Chicago: Capital 
Publishing Corporation, 1974), pp. 33-37. 

101 



102 

Tversky, Amos, and Daniel Kahneraan, "Belief in the Law of 
Small Numbers," Psychological Bulletin (Julv 1971). DO. 
105-110. — 

> and , "Judgment Under Uncertainty: Heuristics 
and Biases," Science (September 27, 1974), pp. 1124-1131 



CHAPTER VII 

CONCLUSIONS AND RECOMMENDATIONS 

Conclusions 

Several conclusions were reached as a result of this 

study. The conclusions were not as extensive as the 

researcher had hoped, but many interesting points were 

discovered through the study. 

A review of the data obtained from the questionnaire 

revealed that although six of the subjects claimed that the 

presence of other venture capitalists was not important, 

only one subject reported that he rarely relied on other 

venture capitalists. This seemed to be a contradiction. 

The questions were somewhat open, so the subjects may have 

interpreted these two questions to be asking different 

things. Perhaps the subjects did not require other venture 

capitalists to be involved in the funding of a deal, but 

they did rely on other venture capitalists for advice and 

counsel in making the decision to invest. This conjecture 

was supported by the number of subjects who noted that they 

relied on their partners. 

All but one of the subjects held the MBA. Although 

this may be unique to this study group, the researcher does 

103 



104 

not think that to be the case. Further studies would be 

required to substantiate this point. 

The results of the compilation of the data from the 

questionnaire also indicate that the commonly stated 

percentage of companies which receive funding of those which 

seek venture capital is fairly accurate. The average in 

this study was 2 to 3 per cent. 

The flow charts of the protocols reveal certain 

patterns in the review of the business plan by the subjects. 

The average number of steps was thirteen, and the number of 

steps ranged from two to twenty-six. The subject who 

completed only two steps rejected the business plan 

summarily because of the industry, so this subject was the 

exception. 

The sections reviewed first were usually the deal 

structure, the executive summary, and the management 

section. The management section was used by the greatest 

number of subjects, but the marketing section was used the 

greatest number of times. As noted previously, this result 

appears to be skewed by one subject with an extensive 

background in marketing who focused heavily on the marketing 

section. 

Task Structuring/Set Goal and Information Search/ 

Retrieval operators were used most often, followed by 

Conditional Judgment operators. However, when the data is 

compiled on the basis of the four major categories of Task 
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Structuring/Set Goal, Information Acquisition, Analytical/ 

Inferential, and Choice, the Analytical/Inferential 

operators were used most frequently. 

Within the protocols, the phrases were analyzed as to 

the relevant topic. The greatest number of references were 

to the market, followed by references to the product and to 

management. On the basis of most frequent references, the 

market was more important than product and people. Product 

is distinguished from market in that the product may be 

perceived as profitable in one market but not in another. 

Product and people have been identified as the most 

important factors in other studies. The results of this 

study do not support those findings, however. 

Another interesting point in reference to the categor-

ization of the phrases involved the income statement and the 

balance sheet. Most of the subjects stated that the 

financial statements were not important during the initial 

review phase because of the number of projections involved. 

However, when the references to the income statement were 

combined with those to the balance sheet, the financial 

statements were the second most important factor. From this 

analysis, only the market was more important than the 

financial statements. This finding is also contrary to most 

of the literature regarding venture capital investment and 

to the approach each subject claimed to use. 
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Certain phrases recurred throughout the protocols. 

Market size, pricing, historical profitability of the 

company, and background of the management were the most 

common. In particular, these subjects did not like the 

consulting background of the management in the business 

plan. 

Two subjects reported that they would interview the 

management of the potential investee; two subjects indicated 

that the management would be required to answer certain 

questions before they would be interviewed; and six declined 

to interview the management of the potential investee 

company. The most common reasons given for rejection were 

the industry and the lack of management credibility. The 

software industry was viewed with skepticism, and the 

projections within the business plan were perceived as 

overly aggressive and unrealistic. 

The venture capitalist subjects appeared to possess the 

four characteristics of the average investor as noted by 

Hofstedt [ 1971 ]• Psychological involvement, recency bias, 

sensitivity to variance, and skepticism of the financial 

reporting process were strong with these subjects. 

Kahneman and Tversky's [1974] insensitivity to sample 

size also appeared to be a strong influence. The venture 

capitalists in this study relied heavily on personal 

experience, regardless of whether that experience was 
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representative of the population. This reliance was not 

necessarily unwarranted, but it was very prominent. 

The unspecified decision process identified by Payne 

[1976] had the most relevance to this study. The subjects 

seemed to use an elimination-by-aspects model for the 

initial screening and an additive/linear model for the 

standard workup if the business plan was accepted on the 

basis of the elimination-by-aspects model. 

The environment was a factor in the venture capital 

investment decision process. However, little mention was 

made of this influence in the protocols. Acknowledgement of 

the influence of the environment was usually made during 

discourse before or after the review of the business plan. 

In the future, studies should focus on this issue in more 

detail. 

Several key variables were identified in this study. 

Although product and people were important, this study 

indicates that the market and the financial information 

contained in the business plan may be even more important. 

Recommendations 

The information contained in this study should be 

useful for future studies in the venture capital investment 

area. In particular, the following recommendations are 

made : 
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1. Additional protocol analyses should be undertaken 

to confirm or deny the results of this study. If numerous 

protocol analyses are conducted, the objection to the small 

number of subjects used can be overcome. 

2. Contingency theory may offer additional insights 

into the venture capital investment decision-making process. 

This possibility should be pursued. 

3. Some questions were not specifically addressed in 

this study, such as the way in which venture capitalists 

decide whether to review a business plan or how a venture 

capitalist decides whether to invest in a particular company 

after completing the quick check phase. These questions 

should be studied. 

4. Certain side questions arose during the course of 

this analysis which were not specifically addressed in this 

study. For example, the subjects claimed that the presence 

of other venture capitalists in a deal was not important, 

but some of the subjects stated that they rely on other 

venture capitalists. A study should be conducted to deter-

mine the effect of the presence of other venture capitalists 

in a deal. In addition, study of the extent of reliance on 

other venture capitalists in a deal should be conducted. 

Many other topics could be named. The area appears to 

offer many opportunities for studies relative to the role 

of accounting information in the venture capital investment 

process. 
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Payne's four models were conceptualized as possible 

subroutines within a general choice program [Payne, 1976, p. 

384]. 

The additive or linear choice model assumes that each 

alternative within a given choice set is separately 

evaluated. Each dimension within that choice set is 

assigned a value, and the components' values are added 

together to arrive at a total value for the alternative. 

The choice is then made on the basis of the overall value 

for each alternative. An important feature of the additive 

model is its compensatory nature, that is, the decision 

maker trades off a low value on one dimension for a high 

value on another [Payne, 1976, p. 367]. 

The conjective model is nonlinear and noncompensatory. 

This model assumes that an alternative roust meet certain 

minimum standards on all dimensions before it is chosen. 

This model might be used to eliminate certain alternatives 

[Payne, 1976, p. 367]. 

The additive difference model assumes an 

intradimensional strategy. The decision maker compares each 

alternative on each dimension, determines the differences, 

and adds the results to reach a decision. In a 

multialternative situation, the decision maker might compare 
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each alternative only to the preferred of the preceding 

alternatives; thus, each comparison results in a new 

standard by which to judge the remaining alternatives 

[Payne, 1976, p. 3683. 

In the elimination-by-aspects model, the choice is made 

through a covert elimination process. The decision maker 

begins with a dimension that is presumed to be most 

important; then certain alternatives are eliminated based on 

that dimension. The decision maker then moves to the next 

most important dimension. At each dimension, some 

alternatives are eliminated until the final choice is made. 

Like the additive differences model, the elimination-by-

aspects model assumes an intradimensional evaluation 

strategy. 
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Prospectus Dated June 30, 1986 

400,000 Units 

Composite Corporation, Inc. 

Consisting of 

400,000 Shares of Common Stock 

and 

400,000 Stock Warrants 

Each of the units offered hereby consists of 1 share of 
Common Stock at an initial price of $4.50 per share and a 
$.50 Warrant to purchase a share of Common Stock for a 
period up to five (5) years after the Initial Public 
Offering at a price of $5.00 per share. Before this 
offering, there has been no public market for any of the 
securities of the company, and the initial offering price of 
the Unit bears no direct relationship to the company's 
assets, earnings, or book value. 

THE SECURITIES OFFERED HEREBY INVOLVE A HIGH DEGREE OF RISK 

THESE SECURITIES HAVE NOT BEEN SUBMITTED TO THE SECURITIES 
AND EXCHANGE COMMISSION NOR HAS THE COMMISSION PASSED UPON 
THE ACCURACY OF ADEQUACY OF THIS PROSPECTUS. NO INVESTOR 
WILL BE ALLOWED TO PARTICIPATE UNLESS S/HE CAN SHOW THAT 
HIS/HER FINANCIAL POSITION IS SUCH THAT THE TOTAL LASS OF 
THE INVESTMENT WILL NOT SEVERELY JEOPARDIZE HIS/HER 
FINANCIAL POSITION. 
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EXECUTIVE SUMMARY 

The Company 

Composite Corporation, Inc. is a software company 
engaged ̂  in the design, development, and marketing of 
accounting and financial software designed to accommodate 
small start-up companies from the point of inception through 
the initial public offering and extending into the mature 
business stage. The company was formed in 1983 by Jacob 
Brown who transferred the assets of a venture capital 
accounting consulting business into the corporation. 
Composite's primary product, VenCap Software, is unique in 
that the software is tailored to the needs of a small start-
up company, with the capability to expand into a large, 
well-established company which is traded on a stock 
exchange. The software is IBM compatible, and various 
versions have been developed which are compatible or can be 
made compatible with the majority of the PC, mini-, and 
micro-systems currently on the market. The software is 
typically sold to the start-up companies, but can be 
marketed through various professionals such as CPA firms, 
law firms, underwriters, bookkeeping services, and venture 
capital consultants. 

Potential 

Composite management estimates that the 1985 potenti-al 
domestic market was $66 million and growing at 15-20% 
annually for the initial package installations. In 
addition, Composite management estimates that the 1985 
potential market for the expansion capabilities was $5.5 
million and growing at 30-40% annually. These forecasts are 
substantiated by several sources, including Dataquest, 
Quantum Sciences, and Department of Commerce projections. 

For the year ended 12/31/85, Composite reported sales 
and net earnings of $250,000 and $42,000, respectively. 
However, the company has experienced a vary rapid growth in 
1986, and reported sales and a net loss for the 6 months 
ended 6/30/86 were $702,000 and $15,000, respectively. 

Assuming the consummation of a $2.0 million equity 
placement in September, 1986 to suppost aggressive marketing 
actions, management is projecting year ended 12/31/86 sales 
and earnings of $1,230,000 and 150,000 respectively. 

The market for accounting computer software which is 
expandable from a small organization to a large publicly 
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owned organization has expanded geometrically over the past 
few years. The popularity of the venture capital investment 
as a means of nurturing small companies to large companies 
has increased the demand for a low-cost accounting and 
financial software program which can be expanded from the 
initial stages of the company's life to the needs of a 
larger, more complex, publicly held corporation. The design 
of VenCap Software is targeted to fulfill the need of low 
cost software for the initial stages while being capable of 
fulfilling the reporting needs as the company grows to a 
large organization; the vast majority of currently available 
software is targeted to a particular sized business and does 
not provide the means to bridge the gap from small business 
to large business. 

There is no competition. Currently, the software 
market for small business if fragmented, each package being 
tailored to a particular industry or company size. Due to 
this fragmentation and the lack of a comprehensive, 
expandable package, the market for VenCap Software is 
virtually open. 

MARKET AND COMPANY GROWTH CHART (OOP'S) 

1982 1983 1984 1985 1986E 1987E 1988E 1989E 

Market Size 38,250 152,750 82,500 81,500 92,250 106,050 119,000 148,750 

VenCap Sales - - - 250 1,230 12,300 61,500 89,250 

VenCap Profit - 42 150 7,460 41,635 58,850 

Composite is well past the initial development stage with 
VenCap Software, thus providing the investor with the 
opportunity to contact users to verify the falidity of the 
company's market and quality of its product. Composite's 
first 16 customers included 10 venture capital backed 
companies which have now concluded their initial public 
offerings. 

Composite has assembled a highly experienced and well-
balances management team led by Jacob Brown, Glen Davis, 
Marjorie Price, and Tom Travis. The management team is 
technically competent and has exhibited expertise in areas 
normally considered beyong the realm of their respective 
backgrounds. The management expertise gained through 
successful careers in large organization is complemented by 
the awaremess of the needs of small start-up companies 
gained as consultants to those companies. Management has a 
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clear understanding of the market and a proven track record 
in answering the needs of a new start-up company with 
aspirations toward becoming a major corporation. 

Management 

Jacob Brown, 44, Founder and President, is responsible 
for the overall operations and technical aspects of 
Composite. Brown received a BSEE from Texas A&M in 1969 and 
an MBA from Southern Methodist University in 1972. Brown 
worked for IBM and Datapoint as a systems analyst, data 
processing engineer, technical manager, and general business 
manager. Brown founded New Dawning Consulting in 1981 which 
later became Composite. 

Glen Davis, 38, Vice President of Sales and Marketing, 
is responsible for the complete sales and marketing 
management of the company. Davis received a BS in marketing 
from Kansas State University in 1968 and worked in various 
sales and marketing positions of increasing responsibility 
for 15 years for Burrough's Corporation. 

Marjorie Price, 35, Vice President of Finance, is 
responsible for the financial management and control of 
Composite. Price received her BS and MS in accounting from 
the University of Texas and worked for Arthur Young and 
Xerox before beginning her own practice as a venture capital 
consultant. As a consultant, Price has assisted many small 
companies in establishing their accounting systems, 
preparing for audits, and obtaining financial capital and/or 
restructuring. 

Tom Travis, 41, Vice President of Research and 
Development, Production, and Quality Control handles the R&D 
and production activities of Composite. Travis has held 
software engineering and operations management positions for 
3-M, Mostek, and Texas Instruments. Travis holds a BSEE 
degree from Oklahoma State University, 1968. 

Additionally, the company employs three software 
development, documentation, and support personnel (two 
direct and one on contract). 

Proposed Investment 

The founders currently hold 500,000 shares of Common 
Stock of Composite Corporation. It is proposed that the new 
equity investment would represent a total of 44.4X of the 
equity in Composite. 
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Application of Proceeds 

The $2.0 million obtained from the proposed financing 
will be used to expand the marketing organization and 
production, documentation and quality operations necessary 
to achieve market penetration currently not reached by the 
present organization. In addition, support staff will be 
added to the current orgainzational structure as growth 
projections are achieved. 
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THE INDUSTRY 

Advances in computer technology have reduced the cost 
of accounting, marketing, manufacturing, and personnel 
software to a point within reach of most small companies. 
The proliferation of PC, mini-, and micro-computers and the 
attendant software available has enhanced the market for 
software tailored to small companies. However, the industry 
has generally been quite fragmented; software companies have 
targeted either the small companies or the large companies. 
To date, no one has attempted to market a software package 
which is specifically tailored to a small company which 
intends to grow, go public, and achieve a higher level of 
accounting and financial software requirement. 

Small companies have been forced to start with 
software packages directed toward small companies because of 
cost constraints. When a company becomes successful enough 
to make an initial public offering, a major overhaul of the 
financial, manufacturing, marketing, and personnel systems 
is often required. Along with the major revision or 
replacement of the reporting systems, an overall data base 
for the integration of financial, manufacturing, marketing, 
and personnel is required. Most small systems do not have 
the capability to expand beyond the PC, mini-, or micro-
level. Some small systems have the capability to integrate 
the financial reporting system with other components such as 
marketing and manufacturing, but these systems lack the 
sophistication required for large company requirements. 

Composite Corporation has targeted this growing market 
for high growth companies and is providing a means for these 
companies to have relatively inexpensive software packages 
which can be expanded to accommodate the very different 
needs of a large corporation. To the best of the company's 
knowledge, such a comprehensive package has not been offered 
to date. 

As noted earlier, the market for 1985 was estimated to 
be $66 million for the initial package and $15.5 million for 
the expansion package, for a total market of $81.5 million 
projected to grow at approximately 20-25% annually. 
Composite hopes to capture the majority of this market. The 
market projections are based on an estimated 13,200 
companies seeking venture capital financing, 246 companies 
receiving venture capital financing, and 46 venture backed 
initial public offerings in 1985. Hence, the potential 
market could be even much greater than that projected herein 
if companies not involved with venture capitalists are 
included. The projections, therefore, are purposely on the 
conservative side. 
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COMPOSITE CORPORATION OVERVIEW 

(A) History 

Composite Corporation evolved from a venture capital 
consulting business owned by Jacob Brown. The consulting 
business expanded over a four year period from a part-time 
to a full-time enterprise in June, 1981, with the creation 
of New Dawning Consulting. This company performed 
contracting and consulting work for private and venture 
capital sponsored start-up companies. 

With the expansion of business, additional personnel 
were added to do consulting work. At the same time, 
Marjorie Price was performing accounting consulting for 
venture capital start-up compapnies. Jacob Brown and 
Marjorie Price began to exchange references and work 
together on various consulting engagements in July, 1984. 
Work on the development of Ven Cap Software was begun during 
this period . 

In February, 1985, Composite Corporation was 
incorporated in the state of Texas by an exchange of New 
Dawning assets for Composite common stock. Marjories Price 
was given 30% of Composite common stock in exchange for her 
work on the development of VenCap Software. 

The company's management team was assembled in June, 
1985 with Jacob Brown and Marjorie Price working full-time 
and the other members of the management team committing to 
work on a part-time basis. Glen Davis came on board full-
time in August, 1985 to head up the marketing efforts of the 
company. Tom Travis began working full-time shortly 
thereafter to organize the research and development, 
production, and quality control activities of Composite. 

Development of Ven Cap Software's initial product was 
essentially complete (as a basic package) in September, 
1985. The first shipments were made to Beta (test) sites in 
October, 1985. Manufacturing contracts were signed and 
initial production was begun in December, 1985. Initial 
shipments were made at the same time. All customers 
performed acceptance tests during this period and all 
shipments were accepted. The company now sells with no 
acceptance test restraints. 

Since the beginning of 1986, Composite Corporation has 
achieved $702,000 in sales of VenCap Software and $214,000 
in related consulting services to forty—three customers. An 
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additional twenty customers have signed purchase orders for 
the basic package. 

Composite currently has contacted 1% of the firms 
receiving venture capital in 1985-1986. Sales are directed 
toward new start and venture backed business, and Composite 
is striving to reach 20$ of this market by mid-1987, 
assuming the required financing is completed. 

(B) Business 

Composite designs and markets a series of integrated 
software packages which meet the reporting requirements of 
start-up companies from inception through venture capital 
financing, initial public offering, and establishment of a 
mature company in the marketplace. Known as VenCap 
Software, the package is unique in that it is specifically 
designed to meet the reporting needs of a growing company. 
All other software currently on the market is designed for a 
particular sized company and does not offer the expansion 
capabilities available with VenCap Software. 

VenCap Software allows a start-up company to begin with 
a reasonable priced software reporting package and expand 
that package as the company grows. Hence, VenCap Software 
iliminates the time and expense normally associated by 
growth; for less money and time than it would take to 
install a reporting package capable of fulfilling the 
expanded needs, Ven Cap Software can be expanded to 
accommodate those reporting needs without disturbing the 
reporting process in place. By beginning with VenCap 
Software, a start-up company can avoid the headaches and 
cost normally associated with reporting requirements of a 
growth situation (see matrix below). 
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Phase 

Capabilities Start-up Venture Growth IPO Maturity 

Initial Package: 
Basic General 

Ledger 
Accounts Payable 
Accounts Receivable 
Payroll 
Budgeting, Finan-

cial Planning 
Inventory 
Production 
Purchasing 
Personnel 
Tax Reporting 
Basic Reporting 

Package 

Expansion Packages: 
SEC Reporting 
Various U.S. Govern-

ment Reporting 
Various State Govern-

ment Reporting 
Intercompany Report-
ing 

Expanded Divisional 
Reporting 

Summary Level 
Capabilities 

Expanded Personnel 
Data Base 

Expanded Financial 
Analysis 

Expanded Financial 
Planning 

X 
X 
X 
X 

X 
X 
X 
X 
X 
X 

X 
X 
X 
X 

X 
X 
X 
X 
X 
X 

X 

X 
X 
X 
X 

X 
X 
X 
X 
X 
X 

X 

X 

X 

X 

X 

X 

X 

X 

X 

X 
X 
X 
X 

X 
X 
X 
X 
X 
X 

X 

X 

X 

X 

X 

X 

X 

X 

X 

X 
X 
X 
X 

X 
X 
X 
X 
X 
X 

X 

X 

X 

X 

X 

X 

X 

X 

X 

VenCap Software is designed in accordance with 
generally accepted accounting principles (GAAP) and 
therefore is compatible with the requirements for SEC 
filings. The start-up company will not have the added 
expense of converting past records to a generally accepted 
accounting basis. So, the reporting requirements for an 
initial public offering will automatically be met. 
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Even prior to the SEC filings, a start-up company is 
usually faced with reporting requirements by creditors, 
suppliers, customers, and investors. VenCap Software is 
designed to accommodate the normal requirements of such 
users. Because VenCap was designed by consultants with 
heavy experience in the venture capital start-up company 
area, those requirements most often made by investors, 
creditors, and suppliers have been incorporated into 
VenCap. Additionally, the ability to tailor a report for a 
specific need has been designed within the basic structure 
of the reporting package. (See specific capabilities on 
page 6.) 

VenCap Software offers enough reporting flexibility to 
accommodate even the most unusual reporting requirements 
while maintaining the financial records according to 
generally accepted accounting principles. The ability to 
extract information not commonly available in software 
reporting packages also makes Ven Cap unique in the market. 

The basic structure of VenCap provides an overall data 
base. This allows flexibility not commonly found in 
currently available software. Most available reporting 
software packages accumulate data in subsystems and only 
allow the transmission of data to a larger system such as 
the general ledge through consolidation of the subsystem 
information. 

VenCap keeps the data intact in the data basej the 
subsystems pull the relevant data and arrange it into the 
format needed. This allows maximum flexibility in reporting 
and eliminates the need for "outside" spread sheet 
preparation to meet various reporting requirements. 

Each report can be structured and called from the data 
base without disturbing other reports. This feature allows 
multiple reporting formats within the same functional area. 
Additionally, the reports can be structured in various 
manners, allowing different reporting requirements to be met 
from a co-mon data base. 

The formatting of individual reports is completely 
flexible and allows the user to determine what data will be 
included, how the data will be presented, and what heading 
will be used for each individual report. Operands can be 
used within the report format, thus eliminating the need to 
have the data in a specific form prior to accessing it for 
the report. 
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In summary, VenCap Software is feature-rich, flexible, 
expandable, and reasonably priced. VenCap fills a large gap 
in currently available software reporting packages. 

In addition to the advanced VenCap Software reporting 
package, Composite Corporation offers its customers service, 
not only in connection with the software, but in the day-to-
day operations of the customers' businesses. Because the 
management team has been heavily involved with venture 
capital start-up companies in the past (which is the basis 
for developing VenCap), management has the resources and 
experience to advise its customers in other areas besides 
the software reporting function. A lot of the service 
revenue to data has been due to this capability. 

Composite's management foresees the possibility of 
establishing VenCap Consultants, a wholly—owned subsidiary 
of Composite Corporation to provide SEC acceptable filings 
for Composite's customers going public. In addition, other 
similar services could be offered through this consulting 
subsidiary. Composite believes this branch of the business 
could be developed sometime late in 1987 or early 1988. 
Again, the placement of the financing and the achievement of 
the projected targets would determine the exact timing of 
such an expansion. 

(C) Sales and Customer Support 

To date, Composite Corporation's market has been 
limited to the Dallas/Fort Worth area due to its small 
organization. With the proposed financing, Composite plans 
to step up its marketing program and expand the sales force 
to reach larger segments of the VenCap Software market. 

The initial expansion will be to the Silicon Valley on 
the West Coast and the Venture Capital area of Boston in the 
Northeast. These two areas represent the largest 
concentrations of high technology start-up comapnies. To 
begin the expansion, one sales representative will be added 
in each area. As sales and growth allow, Composite then 
plans to expand the marketing effort to the remainder of the 
United States; current projections include a target date of 
January, 1988 for the total roll—out of the marketing 
effort. Initial expansion into the West Coast and Northeast 
markets are targeted for January, 1987* Sales volumes per 
representative will exceed $100,000 before the next 
territory is added. 

By expanding into the West Coast and Northeast markets 
initially, Composite Corporation anticipates 1986 and 1987 
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returns to reflect the largest payback for the least outlav 
of marketing efforts and expenditures. If Composite can 
penetrate those markets, successful expansion to the overall 
United States market is most likely to be achieved. ° V e r a i i 

Composite plans to pursue an aggressive marketing 
strategy strigmg for extensive product recognition and 
market penetration. Specifically, Composite plans to 
initiate and execute an aggressive advertising campaign, 
expand the sales force for market presence, develop 

p y n S n H 6 ^ ! P P e a l i n S J r o r n o t i o n a l literature and materials, and 
expand its press and public relations exposure program The 

D a l L s / F ^ V ^ l n 1986-1987 w i n b.'oono.nt^SSd in £he 
Dallas/Fort Worth area, the West Coast, and the Northeast. 

Additionally, Composite plans to enhance its market 

seminar^ o u g h t r a d e shows, trade articles, and industry 
o vrIII JL II a i S • 

Another marketing strategy that Composite has chosen to 
pursue is the establishment and maintainance of strong 
venture capital community ties through participation in 
organizations such as the Southwest Venture Forum Arthur 
Young Venture Forum, AEA membership, etc. Composite 
anticipates that many of its sales leads will come from the 
venture capital community. 6 

A significant difference in Composite's strategy 
involves the customer support. Although Composite will 
otter the normal customer service and support the 
management plans to take customer relations a step further 

resoiroP^ aof n?h a V a i l a b l e t 0 t h S c u s t o m e r t he experience and resources of the management's background. 

Composite's management has experience in such areas as 
restructuring equity and debt, equity and debt placement 
contract negotiation, support in preparation for and ' 

t 0 ° ? S
1
l d e a u dits, arranging for the necessary 

* ? f o r i n i tial incorporation and/or the initial public 
ffenng, and assisting the customer in the search for 

personnel with specific backgrounds. This area of the 

Cnnln,?3 ^ S- * X p a n d e d through the formation of VenCap 
Consultants which was mentioned earlier. 

A H in all, Composite is able to offer broader support 
ihn ih c u s t 0"! e r s t h a n its competitors. This capability 

entering1 the f i e l d e d g # 0 U e r t h ° S e in o"r 
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(D) Manufacturing 

Composite has signed a long-terra contract with Software 
Production, Inc. for the production of the software. 
Software Production, located in Dallas, Texas, has long been 
recognized as a quality producer of software packages. 
Composite's management feels that the use of such a software 
production house will provide the highest quality at the 
lowest price while enabling Composite to make a rapid ramp-
up o production. This strategy should also eliminate the 
majority of problems normally associated with the start-UD 
of new manufacturing facilities. 

Additionally, all Composite software is copy protected 
has security mcreption algorithms for theft protection, has 
applicable copy right protection, and has been registered as 
proprietart property. (Legal opinion available upon 
request.) F 

Composite places major emphasis on the quality and 
reliability of its product. In addition to rigorous 
laboratory and Beta testing prior to the mass production of 
an upgrade, Composite plans to maintain a high level of 
quality control by routinely testing a set percentage of the 
packages as they are received from Software Production. The 
initial percentage to be tested is 1055, but as Composite 
gains confidence in a particular package, this percentage 
<- I !?6Kr ' however, in no case will the percentage 

n f ! i V ! W 8 d , t 0 d r ° P b e l o w 2%' T o improve the quality 
. ® lability of VenCap Software, improvements and updates 

will be made on a continual basis. 

Customers may elect to purchase "upgrade" contracts or 
may purchase improved software as it is made available. 
Composite will maintain all current and one level of older 
S 0 c u s t o m e r s * This customer support will be a 
profitable protion of Composite's future growth. 

(E) Growth Strategy 

n an a^/?
P°? i. tF e ,?u S h 0 r t' t e r m g r ° w t h h a s coventrated on the 

alias/Fort Worth area. In the intermediate range, 

^°P e £\ t 0 break into the West Coast and Northeast 
markets. Long-term growth and maturation will be the 
pursuit of national recognition as the best start-up company 
software reporting package on the market. 
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(F) Use of Proceeds 

Approximately 40% of the total proceeds of this 
offering will be used to cover the marketing costs of 
breaking into the West Coast and Northeast markets. Because 
these markets offer the most potential for immediate return 
and for establishing Composite as the foremost software 
reporting package source, management believes that the money 
invested in these marking efforts is the best application of 
these proceeds. 

Approximately 20% of the total proceeds of this 
offering will be used to develop the support side of the 
business. The support side of Composite's business includes 
the consulting services which will be offered along with the 
sales of VenCap Software. Composite's management believes 
that this unique offering to its customers will provide the 
company with the industry recognition needed and the 
reputation for being a full-service organization. 

In the long run, Composite plans to devote the 
remaining 40% of this offering's proceeds to the expansion 
of working capital which will enable the company to pursue 
the ongoing development of updates and expansion of the 
software features. Several new features have been 
identified, and other possibilities are expected to arise 
from customer feedback, the consulting services, and other 
inputs. 
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THE MARKET 

The surge in venture capital backed start-up companies 
has rapidly expanded the market for VenCap Software. 
Although independent market segment information is scarce, 
the following is based on data available about the venture 
capital investment industry. (Source: Oxford Partners, 
September, 1986) Composite believes that the market is 
larger than what is privately financed and hence, excluded 
from this data, yet are potential VenCap customers. 

Number of Companies Potential Market for 
Seeking Venture Initial Package 

Year Capital Financing * g $5K Each 

1982 7,650 $ 38,250,000 

1983 30,550 152,750,000 

1984 13,300 66,500,000 

1985 13,200 66,000,000 

19 8 6 E 14,850 74,250,000 

1987E 17,100 85,500,000 

1988E 19,200 96,000,000 

*Based on 
venture capital 

an estimated 2% which 
backing. 

actually receive 

For the 
follows 

initial expansion packages, the market is as 

Year 

Venture 
Backed 
IPO's 

Companies Receiving 
Venture Capital 

Financing Total 

.Potential Marke 
for Expansion 

Packages 
g$50K Each 

1984 54 266 320 $16,000,000 

1985 46 264 310 15,500,000 

19 8 6 E 63 297 360 18,000,000 

19 87 E 69 342 411 20,550,000 

1 9 8 8 E 76 460 460 23,000,000 
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Because Composite's management would rather err on the 
conservative side, Composite has adjusted its target growth 
down to a fairly easily attainable goal. Composite 
recognizes that some small companies will attempt to use 
manual systems or bookkeeping services. Additionally, some 
small companies will be experienced with other packages and 
through inertia, will not easily accept a new package. 
However, Composite believes that the estimates given herein 
are extremely conservative, and the market could well be 
much greater than projected by management. 

Composite has identified several target areas for 
market penetration. These are given below: 

1) Venture Capital Organizations - Composite has 
identified this group as having the largest potential for 
sales leads. Consequently, much of Composite's marketing 
program will be directed towards such organizations. By 
establishing and maintaining contacts with the venture 
capital community, Composite's management believes that 
market presence and penetration can be achieved. Examples 
of such organizations have been noted earlier; i.e., 
Southwest Venture Forum, Arthur Young Venture Forum, AEA 
membership, etc. 

2) Small Business Organizations - Composite's 
management intends to be active in these organizations in 
order to reach potential customers who have not yet sought 
venture capital backing. Some small companies may be 
interested in VenCap although the company has no intention 
of seeking outside financing. Composite hopes to create 
product awareness through participation in such 
organizations. Examples of such organizations include 
Lion's Club, Rotary Club, AmBuCs, Chamber of Commerce, etc. 

3) The Sales Force - Composite's sales force will 
concentrate on identified potential customers. However, 
Composite anticipates having its sales force reach customers 
outside the before-mentioned circles as critical mass (more 
than six representative) is reached. For instance, 
Composite sales people can call on CPA firms, law firms, and 
bookkeeping services as well as individual customers. 

4) Industry Seminars and Trade Shows - Composite plans 
to maintain a presence at these functions, thus increasing 
outside exposure at minimal cost. 

5) Other Advertising Efforts - Composite will do a 
minimal amount of advertising because management feels that 
the marketing efforts noted above are more cost-beneficial. 
However, Composite will advertise in industry specific 
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journals and magazines; these publications would include 
venture capital journals, accounting journals, and legal 
journals, to mention a few possibilities. 

COMPETITION 

There are currently no competitors in the market. Our 
first-in basis, coupled with out marketing approach will 
ensure a dominant coverage of the market when additional 
firms enter the market place. Future software packages may 
be developed, but Composite should be well established 
before any new software could be introduced. At such time 
as such new software may be introduced, Composite believes 
that an additional revenue stream might be available; this 
revenue stream would evolve from sales and distribution 
contracts with future competitors to use our existing sales 
and contract organizations to market their products. 
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BOARD OF DIRECTORS 

Jacob Brown is Chairman of the Board of Directors of 
Composite Corporation. Marforie Price, Glen Davis, and Tom 
Travis also serve as members of the Board of Directors. 

In addition to the management representation, Composite 
has the following outside Directors: 

Marcia Isaac: Ms. Isaac is well known in the software 
industry as a leader. Ms. Isaac started her own 
software company in 1974, known as Tomorrow's 
Computing, She currently serves on many other Boards in 
an advisory capacity. 

George Richards: Mr. Richards is well known and highly 
respected investment banker. His associations are with 
some of the largest investment banks in the country. 
Mr. Richards serves as an investment and equity 
advisor. 

Joe Boykin: Mr. Boykin is founder of Boston Partners, a 
leader in the venture capital community. Mr. Boykin 
brings to Composite many years of experience in 
development and growth for a small company with plans 
to become a large and mature organization. 

In addition to the above members, Composite anticipates 
granting a seat on the Board of Directors to the major 
investor in the current offering. 
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COMPENSATION OF OFFICERS 

The officers of Composite Corporation are compensated 
at a rate of $60,000 per year plus a bonus of 10% of the 
annual salary for each $200,000 of sales above the target 
planned sales, the bonus not exceeding 50% of the set annual 
salary. 
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OWNERSHIP 

Following is a table showing the current ownership and 
proposed ownership after the financing: 

Ownership 

Current Proposed 

Shares Percent Shares Percent 

Jacob Brown 250,000 50% 250,000 27% 

Marjorie Price 150,000 30% 150,000 17% 

Glen Davis 50,000 10% 50,000 6% 

Tom Travis 50,000 10% 50,000 6% 

Outside Investrs. - — 400,000 44% 

Total 500,000 100 900,000 100% 
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CAPITALIZATION 

The following table compares the balance sheet of 
Composite Corporation prior to the $2,000,000 in venture 
capital financing with that immediately after closing. 

Composite Corporation 
Balance Sheet 

8/31/86 

Current Assets 

Net Fixed Assets 

Total Assets 

Current Liabilities 

Long Term Debt 

Total Liabilities 

Common Stock 

Retained Earnings 

Total Equity 

Total Equity and 
Liabilities 

Pre-Financing 

$111,358 

206,595 

$317 .953 

$ 67,402 

54,107 

$121 ,509 

$500,000 

(303,556) 

$196,444 

$317 .953 

Post-Financing 

$2,111,358 

206,595 

$2.317.953 

$ 67,402 

54, 107 

$ 121,509 

$2,500,000 

(303,556) 

$2,196,444 

$2,317,953 

Note: Composite hopes to establish a line of credit with a 
large bank to secure the availability of funds in case of 
future shortfalls. This line of credit would be used for 
suture expansion. Since the details of this line of credit 
cannot be known at this time, the effect of such a line of 
credit on the capitalization of Composite is not included in 
the above financial statements. 
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FINANCIAL ANALYSIS AND PROJECTIONS 

(A) Financial History 

Composite Corporation evolved from New Dawning 
Consulting, a venture capital consulting practice founded by 
Jacob Brown. As such, the majority of revenues prior to 
1986 were derived from the consulting business. Historical 
operating information is as follows: 

Year Ended 6 Months Ended 
12/31/85 6/30/85 

Sales Revenue $250,000 $702,000 
Operating Profit 150,000 92,000 
Consulting Revenue 302,000 214*000 
Net Income (Loss) 42,000 ( 15,'000) 

During 1985 and 1986, the company made large research and 
development expenditures in the development of VenCap. 
These research and development expenditures were treated as 
expense in the income statement. Composite believes this 
expense will drastically drop in relation to sales in the 
future since the software is now operational although the 
company plans to maintain research and development 
expenditures at a level not less than 556 of VenCap revenues. 

(B) Projected Financials 

($000' s) 

Sales Revenue 
Cost of Sales 
Operating Profit 
Consulting Revenue 
Total Revenue (Net) 
S, G, & A 
R&D 
Net Income Before 

Tax 

1985 1986 1987 

$250 $1 ,230 $12,300 
100 492 4,920 
150 738 7,380 
302 514 2,570 
452 1,252 9,950 
88 252 1 ,260 

322 850 1 ,230 

$ 42 $ 150 $ 7,460 

1988 1989 

$61,500 $89,250 
24,600 35,700 
36,900 53,550 
12,850 16,063 
49,750 . 69,613 
5,040 6,300 
3,075 4,463 

$41,635 $58,850 
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Income 

Sales 
Less: Cost of Goods Sold 

Beginning Inventory 
Purchases, Less 

Discounts 
Less Ending Inventory 

Gross Profit on Sales 

Consulting Revenue 

Total Income: 

$ 2-2,506 

132,606 
55 ,202 

$250,000 

100,000 

150,000 

302,000 

$452,000 

Expenses: 

Selling, General, and 
Administrative 

Research and Development 
$ 87 ,902 

322,097 

410,000 

Net Income: $ 42,000 
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Composite Corporation 
Statement of Retained Earnings 

1985 

Beginning Retained Earnings ($3^5,556) 

Net $ 42,000 

Ending Retained Earnings ($303.556) 
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FINANCIAL STATEMENTS 

Composite Corporation 
Balance Sheet 

December 31, 1985 

ASSETS 

Current Assets: 

C a s h $ 15,666 
Accounts Receivable 

(No allowance required) 38,422 
Inventories, at Lower of 

Cost or Market, FIFO, 
See Note 1 55,202 

Prepaid Expenses 2,068 

Total Current Assets $111,358 

Property, Plant, and Equipment 
at Cost: 

Equipment $506,122 
Office Furniture & 

Equipment 216,042 

722,164 

Less: Accumulated Depreciation (521,255) 200,909 

Other Assets 5,686 

Total Assets $317<953 
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LIABILITIES AND STOCKHOLDERS' EQUITY 

Current Liabilities: 
Trade Accounts Payable $ 45,470 
Interest Payable 4,869 
Payroll Taxes Payable 13,502 
Sales and Use Tax Payable 2,875 
Property Tax Payable 686 

Total Current Liabilities $ 67,402 

Long Terra Debt, 10 Year, 9%, Net, See Note 3 54,107 

Total Liabilities $121,509 

Stockholders' Equity: 
Common Stock, $1 Par, 

Authorized - 2,000,000 Shares, 
Issued and Outstanding -
500,000 Shares $500,000 

Retained Earnings (303,556) 

Total Stockholders' Equity 196,444 

Total Liabilities and Stockholders' 
E q u i t y $317.95? 
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Composite Corporation 
Notes to the Financial Statements 
For Year Ended December31, 1985 

Note 1: HISTORY AND ACCOUNTING POLICIES 

The corporation was incorporated in the state of Texas 
on November 10, 1983 as Composite Corporation, Inc. 

Sales, costs, and expenses are recorded on the accrual 
basis. 

Inventories are stated at the lower of cost or market 
on the first-in, first-out (FIFO) basis. 

Depreciation, based on the estimated useful lives of 
the assets, is provided principally on the 150% declining 
balance method. Equipment life is 5 years generally, and 
office furniture and equipment life is generally estimated 
to be 4 years. 

Note 2: FEDERAL INCOME TAXES 

Since the corporation has not had taxable income to 
date, no provision for Federal Income Taxes is required. 

Note 3: LONG TERM DEBT 

Composite Corporation has a long term debt with a local 
bank with a face value of $100,000 and an interest rate of 
9%. The loan was issued in January, 1984, and the 
corporation has been making payments based on a sliding 
scale which moves relative to sales. To date, the 
corporation has repaid $48,893. Interest is payable 
monthly, and interest payments have been included in the 
income statement as expenses. 

Note 4: COMMON STOCK 

Composite Corporation was incorporated with an 
authorization of 2,000,000 shares of $1 Par Common Stock. 
Of these, 500,000 shares were issued in exchange for assets 
and for services performed by the officers of the company. 
These shares represent the 500,000 shares currently 
outstanding. 
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Selling, General, and Administrative Expenses 

Salaries and Wages: 
Officer (Glen Davis) 
Sales 
Commissions 

Payroll Taxes 
Rent 
Interest 
Depreciation 
Employee Benefits 
Telephone and Postage 
Utilities 
Dues and Subscriptions 

$40,000 
10,000 
4,500 

Total 

$ 54,500 
8,206 
9,277 
5,400 
4,206 
2,666 
876 
606 
54 

$ 87.902 

Research and Development Expenses 

Salaries and Wages: 
Officers (Jacob Brown, 

Marjorie Price, & 
Tom Travis) 

Engineering and Research 
Support 

Depreciation 
Payroll Taxes 
Rent 
Utilities 
Insurance 
Miscellaneous 

$120,000 
85,000 
18,000 $233,000 

57,666 
16,725 
14,723 
5,254 
2,970 
1 ,759 

Total $322,097 
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APPENDIX C 

PROFILE 

NOTE: All information will be strictly confidential 

INVESTMENTS: 

Yearly investments made by company $ 

Yearly investments made by you for the 
company $ 

Number of deals per year: Company 
Your total 

Increase or Decrease over past 5 years 
- percentage or number 

Forecast increase or decrease over next 
5 years: Amount 

- percentage or number 

Average $ amount of investment: Company $ 
- your total for company $ 

Stage at which investment normally made 

COMPANY BACKGROUND: 

Major industry of Company: i.e., electronics, 
insurance, investment, banking, etc.: 

Types of Ventures normally invested in: 
Any specialties? 
Reason for specialties? 

1986 Revenues $ 
1986 Net Income $ 

How many years has company been in business? 

How many years has company been in venture capital 
investments? 

143 
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Does the company usually invest if another particular 
company invests: i.e., how important are the other 
investors? 

At what state is the investment usually made? 
First round Second round 
Mezzanine All stages 
Depends on venture 

YOUR BACKGROUND: 

Age: 20-29 30-39 40-49 50 and over 

Years in venture capital: 

Educational level: 

Major in college: 

Major work experience prior to venture capital involvement 

Do you rely on other venturists? 

To what extent: Rarely Sometimes Often Heavily 

How did you get involved with venture capital business? 

From whom do you normally receive prospectuses? 

How many prospectuses do you review per year? 

How many prospectuses lead you to pursue possible 
investment? Of those, how many do you invest in? 
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