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FOREWORD
TO THE SECOND EDITION


Preparing Show Me The Money for publication in 2013 was an exciting experience. The purpose of the book – to support and enable entrepreneurs of all colours and characters to ‘raise the cash to get your business off the ground’ – remained unchanged as we wrote, and indeed does so still, but the means to achieve that seemingly simple goal and the opportunities for entrepreneurs and business people were expanded and amplified in a continuum of developments in the field we have come to call ‘alternative finance’. The Internet extending its influence and utility, developing at an accelerating pace, the expansion of entrepreneurial thinking, and the failure of the banks and more conventional institutions to provide adequate finance for early stage businesses and social enterprises all combined to change the face of our subject – ‘entrepreneurial finance’.


Although these were positive changes, they effectively rendered the book out of date even as we were writing it. We struggled as creatively and energetically as we could to keep pace with the changes taking place in the financial markets and we did manage to do so, with help from friends such as Barry James and Gonçalos de Vasconcelos who contributed important sections as we all became increasingly familiar with crowd-funding, peer-to-peer lending, invoice trading and impact investing as innovative ways to make finance available. And in parallel, microfinance was seen to be expanding and social attitudes to investment in ‘good causes’ changing alongside the development of the venture philanthropy sector. In 2013 the first G8 summit on impact investing was held, and soon after the UK and Canada announced the establishment of social stock exchanges – specific mechanisms for the public marketing of securities related to social enterprises.


It is not an exaggeration to say that what was and is going on in this field of entrepreneurial finance is part of a much broader movement that some describe as a new ‘Age of Empowerment’ – a world citizenship that enables people in all situations to participate more directly as never before in activities that directly affect their lives, incomes, prosperity and access to finance. Both Muhammad Yunus (Grameen Bank) and Iqbal Quadir (Grameenphone) – heroes of microfinance – have written about ‘power to the people’, and access to finance for practical purposes is clearly something the microfinance movement has achieved.


During and since 2013 we have seen enormous progress in the development of alternative finance. In this new edition of Show Me The Money we have added a chapter to summarise progress to date and work in progress on alternative finance and the effect it is having on prospects for those seeking cash for businesses, especially young ones. This new chapter, ‘The Rise and Rise of Future Finance’, highlights and comments on some of the key reports charting progress on the various innovative ways funding can be acquired. Good friends have also helped us update important sections of the book, such as those summarising the status of equity crowd-funding platforms in Europe and developments in successful hybrid models of alternative finance, for example SyndicateRoom. We have added more case studies, including one describing an innovative approach to combining crowd-funding with a listing on the Alternative Investment Market. And to illustrate the degree to which alternative finance has become an international phenomenon, we describe the approaches introduced in China. It is exciting to see that this second edition of the book will be published simultaneously in Mandarin by Tsinghua University Press in China.


It is clear that by the time this second edition of Show Me The Money is in the hands of readers worldwide, the rise and rise of future finance will have overtaken our efforts at updating the subject. We see this as a positive prediction – this is an ever-developing field wherein progress will lead to the funding of more and more enterprises, which will boost local, regional and national economies around the world to the benefit of society.


‘If you change the way you look at things, the things you look at change’ – financing innovation and supporting the translation of outstanding research and ideas into products, services and wealth (in the broadest definition of the word) will be a critical factor in economic and social development worldwide. It is our hope that this little book, keeping up to date with the wonders of digital communication and digital business, will continue to help those at the sharp end seeking to make things happen. The basic principles of a soundly structured business and the ability to present propositions to those ‘with the money’ remain unchanged as existing sources and developing new channels of available funds evolve and expand, and for this reason we are pleased to update our text. However, we also continue to emphasise the need for focus and professionalism in seeking financial resources to feed the fires of continued business growth and development.


During 2014 and 2015 it has been exciting to see the establishment of the Centre for Alternative Finance at Judge Business School, University of Cambridge. It has been a privilege to work closely with the centre and to share the outcomes of events and research. We are indebted to directors Bob Wardrop and Bryan Zhang for permission to use report extracts to enrich our text.





INTRODUCTION


Never waste the opportunity offered by a good crisis.


– Niccolo Machiavelli


What this book covers


Show Me The Money is about enabling you, the entrepreneur, to understand smart money and the people who provide it so that you can access the right type of funding for your venture as easily as possible. You can think of this book as a companion volume to The Smart Entrepreneur: How to build for a successful business1 (TSE, for short). TSE covers dealing with the broad range of management issues facing entrepreneurs; Show Me The Money focuses on raising and managing money for entrepreneurial – often younger and smaller – ventures.


Much of the world, developed or developing, has woken up over the past 30 years to the expanding potential of entrepreneurship. Not just economic potential either: simplified refrigerators and creative uses of mobile phones are empowering farmers and fishermen in India2 just as new tools enabling analysis of the components of living cells at the molecular level are changing healthcare.3 However, it is a bittersweet irony that, at least until the opportunity created by the 2007–08 financial crisis, provision of finance during this quiet social and economic revolution had barely moved on from the 1970s.


Over the previous two decades, banks deluded themselves and policymakers alike that an embarrassment of riches lay in selling each other jumbled-up second-hand mortgages rather than undertaking the harder graft of supporting growth firms through industry knowledge and relationship management. Considerable truth underpins the jibe from Paul Volcker, former chairman of the US Federal Reserve (or central bank), that ‘the ATM was the only financial innovation he can think of that has improved society’.4 Fortunately, this is now changing, with the financial crisis leading to a resurgence of interest in investments made by business angels, rapid growth in crowd-funding, the creation for the first time in a generation of a handful of new banks, renewed interest in corporate venturing and a new approach by government to financial regulation and industrial policy, including the reintroduction of grants to support key sectors.


In this section of Show Me The Money, we aim to achieve three goals:


• Content: In addition to giving you an overview of the whole project, to provide you with an insight into who we, the authors, are – our experience and approach. We also set out as crisply as we can what we understand entrepreneurship to mean.


• Framework: To give you a mental map of the current funding scene, including important trends, what works and what doesn’t, and which type of funding is most suitable for your venture as it moves through different stages of development. This area is moving faster than at any time in recent memory.


• How to: Finally, to set out a succinct version of the key ‘dos and don’ts’ that are explored in more detail in later chapters. One of the authors was a troop commander in the British Army, and over the years we have come to see the virtues of the Army instruction method: ‘tell ’em what you’re going to tell ’em, tell ’em, then tell ’em what you’ve told ’em’.



Context: something about us


In one way or another all three of us have been involved in entrepreneurship in general and funding new ventures in particular for many years. We have all run companies and managed venture funds. And we have all dedicated much of our own time to helping the rising generation of entrepreneurs understand how to build a business case and raise smart money. It is on this accumulated experience of lecturing on business models, raising and managing money, judging business plan competitions and mentoring start-ups that we have drawn in putting this book together.


Our goal has been to distil and simplify the lessons we have learned thanks to the commitment of the entrepreneurs we have worked with over the past 30 years. Learning in this context is a hands-on experience and we do not pretend that using this book will be a complete substitute for your finding out for yourself through immersion, trial and error. But we do hope that it will enable you to accelerate your journey to the end result of raising capital for new ventures.


All three of us are based in Cambridge. Cambridge is a fascinating place to be in terms of entrepreneurship. Though its population is only about 115,000, in less than 50 years the city has gone from being a small, remote Fenland market town known mostly for its medieval university to become


Europe’s most successful technology cluster, having produced ten companies valued at more than $1 billion, and two valued at more than $10 billion. In total, Cambridge has over 1,525 high-tech companies, employing more than 53,000 people. In 2011, these companies had a combined turnover of over £11.8bn.


With SVC2UK research revealing that only half the number of companies scale-up in the UK compared to the US, Cambridge has led the way in creating and scaling high-tech companies. Two companies with market capitalisation of over $10bn, Arm and Autonomy, have been built in Cambridge, along with a further ten with market cap of over $1bn – Abcam, AVEVA, CAT, Chiroscience, CSR, Domino, Ionica, Marshall, Solexa, and Virata. In total at least £50bn of market capitalisation has been generated by the Cambridge cluster.5


In planning this book, we had concerns that our combined experience would be overly weighted to the ‘Silicon Fen’ environment; that we would be a touch parochial. However, as the project unfolded we came to the view that being grounded as practitioners in one of the most vibrant entrepreneurial communities in Europe added specificity and colour to the numerous examples we give based on personal involvement. It helps that Cambridge has become a magnet for entrepreneurs and policymakers from around the world. Staying close to home became one of the easiest ways of becoming cosmopolitan. In addition to frequent interactions with overseas entrepreneurs on our home turf, Alan in particular is much in demand as a speaker and adviser on entrepreneurship and smart funding in countries as far afield as China, Finland and Brazil.


We have striven to make the style of this book both informative and informal. While we aim to convey as much of the critical detail as necessary at each stage, Show Me The Money is emphatically not designed to emulate the impenetrable style of the foot-thick tomes on finance you’ll be sold if you undertake an MBA or similar course. Accessibility and memorability are key.


Second, all three of us have noted with regret the extent to which the world of entrepreneurship is being invaded by that bane of business life, the self-styled guru. Quite probably you will find your email inbox being filled with spam inviting you to attend a one-day (or oneweek) seminar run by showmen with chutzpah to match their glossy credentials, relieving you of a large fee in exchange for simplistic but cleverly-packaged nostrums purporting to solve all your management problems. We earnestly hope that this book never misleads you in this way. Running a business is a complex, inchoate process for which one-size-fits-all remedies simply do not apply. While we strive for clarity, we can’t pretend that solutions are always simple.


Next, we hope we respect your intelligence. A depressing number of business books add a caveat to every assertion or example as if the authors had a compliance officer sitting next to them and insisting on inserting words such as ‘illustrative only’, ‘take professional advice’ or – the worst – ‘on the one hand … but on the other’. We know that you know that already, and we hope that makes this book more punchy.


Finally, all of us have spent too long in the entrepreneurial finance game not to call a spade a spade: if we think that something is a waste of time or misleading or inappropriate for ‘gazelle’ firms (those that at least double in size every three years) such as yours, we’ll let you know.


More context: what is entrepreneurship?


At one point, his interviewer asked the question that is on all our minds: ‘Should wise people have known better?’ Of course, they should have, Buffett replied, but there’s a ‘natural progression’ to how good new ideas go wrong. He called this progression the ‘three I’s.’ First come the innovators, who see opportunities that others don’t. Then come the imitators, who copy what the innovators have done. And then come the idiots, whose avarice undoes the very innovations they are trying to use to get rich.6


While we refer you to The Smart Entrepreneur for a full discussion of what entrepreneurs do in practice, it will help give context to the rest of this book if we provide you with a flavour up front of our understanding of what entrepreneurship really is and some of the crucial ways in which it differs from other forms of business management.7


Analyses of entrepreneurship have identified several different roles and key characteristics over the past 200 years. A survey by Amar Bhidé8 sets out a framework first proposed by Humberto Barreto9: ‘Barreto classifies the roles played by the entrepreneur in the history of economic thought into the four categories of co-ordination, arbitrage, innovation and uncertainty bearing.’10


On this analysis, the co-ordination role of the entrepreneur was identified by Jean-Baptiste Say (1767–1832), whose Treatise on Political Economy (1803) Napoleon sought to have amended to conform to the protectionism of the wartime economy. Say identified the entrepreneur as ‘the link of communication’ between the ‘various classes of producers’ and between the producer and the consumer.


Say and Richard Cantillon (c. 1680–1734) saw the risk-bearing role of the entrepreneur as vital, and Say considered it the fourth factor of production along with land, labour and capital. Producers such as farmers would pay fixed costs for inputs such as seeds or labour but would not have a committed price for their harvest; neither, in due course, would the middlemen, the wholesalers or the retailers: ‘Cantillon suggested that entrepreneurs performed the vital economic function of committing to buy inputs without knowing how much customers would pay for their end products.’11


As for the distinction between risk and uncertainty-bearing, the American economist Frank Knight (1885–1972), one of the founders of the ‘Chicago School’, distinguished between risk (which is insurable) and uncertainty (which is not). Risks are recurring events and can be laid off through insurance; uncertainties the entrepreneur must bear him or herself. The magnitude of the uncertainties will explain the long-run profitability of an industry in which entrepreneurs are free to enter and leave, or at least exit with low costs.


The ‘Austrian School’ does not see the entrepreneur as a risk-bearer. Joseph Schumpeter (1883–1950) famously saw the entrepreneur as an innovator, leading the way in the creation of new industries through a process of ‘creative destruction’ and motivated by the ‘dream and the will to found a private kingdom’. He argued that: ‘Risk obviously always falls on the owner of the means of production or of the money-capital which was paid for them, hence never on the entrepreneur as such.’12


Beneath this high-level vision, other members of the Austrian School, such as Israel Kirzner (b. 1930) and Friedrich Hayek (1899–1992), identified the arbitrage-role of the entrepreneur. In a socialist or centralised economy, bureaucrats or policymakers have no incentive to find out prices driven by supply and demand, but in a market economy entrepreneurs are driven by the profit motive to sell products at higher prices than they paid for them. The entrepreneur moves markets towards equilibrium through profit arbitrage.


You may be thinking that it is impossible for entrepreneurs to maintain all four roles simultaneously. After all, if Schumpeter is right, then, because innovators sweep away the old guard, they are not riskbearers and Cantillon is wrong. More realistically, entrepreneurship represents a range of skills and attributes, with different ones being deployed depending on circumstances. The underlying pattern comprises a combination of:


• Enlarging the available pie – co-ordinators, risk-bearers and arbitrageurs all do that even when they do not create new products.


• Being more comfortable than average in working with uncertainty, and finding ways of converting uncertainty into manageable risk, one step at a time.


• Being motivated by an element of vision (the impact that innovation can have: ‘look how many people are using my software!’) as well as profit – though in the commercial sphere profit remains a driver; in our experience many of the most successful entrepreneurs suffer from the benign egoism of wanting to leave the world a better a place at the same time.


Perhaps the key difference between entrepreneurs and managers in more established firms or industries is the use of innovation to enlarge the overall pie. There is a world of difference between the creative approach of the true innovator and the rent-seeking or papershuffling view that Paul Volcker found among the pseudo-engineers of financial markets:


Figure 1. Net lending by UK banks to the commercial sector, 2011–2012


Derived from Trends in Lending: July 2012, Bank of England.
Data source: www.bankofengland.co.uk
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I found myself sitting next to one of the inventors of financial engineering. I didn’t know him, but I knew who he was and that he had won a Nobel Prize, and I nudged him and asked what all the financial engineering does for the economy and what it does for productivity.


Much to my surprise, he leaned over and whispered in my ear that it does nothing – and this was from a leader in the world of financial engineering. I asked him what it did do, and he said that it moves around the rents in the financial system – and besides, it’s a lot of intellectual fun.13


Readers, your country needs you: a lot of intellectual fun (and the trousering of riches beyond avarice by a tiny minority) has led to a long-term slump in the economy and in business lending (see Figure 1), out of which only real entrepreneurs can lead the world: ‘They were careless people, Tom and Daisy – they smashed up things and creatures and then retreated back into their money or their vast carelessness, or whatever it was that kept them together, and let other people clean up the mess they had made.’14


Framework: today’s financial and investment climate


Time spent in reconnaissance is seldom wasted.


– Sir MacPherson Robertson (1860–1945)


In the ‘Trends in venture capital’ section below, we discuss building your database of investors to approach, making sure you understand the criteria that a given fund or angel syndicate will likely apply – what other investments have they made recently, how much will they invest, how long is their timeline, and so on. In the next few pages, we widen the perspective a little to survey the state of the overall market: looking at the bigger picture, what are the key trends you need to know about as they impact on the behaviour of individual investors?


It’s only a partial exaggeration to say that ‘all politics is local’, and similar considerations apply to entrepreneurial investments. Because being embedded in a particular milieu is usually critical for success (domain expertise, knowing who to consult or recruit, from whom to cadge a favour, where to find a grant, and so on) and because startup investing is often a hands-on activity (much more than simply reading quarterly management accounts is required), it’s rare for investors in the entrepreneurial space to operate much across borders. Our comments are accordingly heavily biased in favour of the UK, but we do refer to other countries where appropriate.


The geography of finance


[T]here are known knowns; there are things we know that we know. There are known unknowns; that is to say there are things that, we now know we don’t know. But there are also unknown unknowns – there are things we do not know we don’t know. (Donald Rumsfeld, then US Secretary of Defense, February 2002)15


First, it will be crucial for you to understand where you fit in the overall funding landscape. Figure 2 sets out in pictorial form a conceptual framework that lies behind much of the strategy proposed in this book. Put simply, the better you understand which stage you fit in along the horizontal axis (from pre-seed to sustained growth), the better you’ll be able to target investors operating at your stage of development, know what their key concerns are and present your case in a way that addresses their needs in a funding proposal.


Second, over time, as your business grows and benefits from steady growth, a broad range of products, brand recognition and management experience, your funding need may go up in terms of the quantum sought from third parties, but the level of risk you represent should go down – you will have moved from the ‘unknown unknowns’ of the seed stage (when you cannot identify or quantify all the data you need to make an informed decision) to the ‘known knowns’ of the bank funding stage, when you have years of empirical data to inform your decisions about which products to launch in which markets at what price.16


Figure 2. Risk finance ladder up the funding landscape


ECFs = Enterprise Capital Funds (see below, page 17)
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Third, you will see on our funding map that many of the bubbles representing different types of finance overlap or at least intersect well. Imagine these as stepping-stones across the lake you need to traverse. With some of these clusters of stones, you’d have a reasonably easy, anxiety-free stroll. But in the middle of your journey you’ll likely be looking for ways to help you across the deep, dark section of the lake: for many years now, in most of Europe there has been a growing absence of ‘stepping-stones’ to prevent growth firms falling in the water mid-journey.


For reasons discussed in more detail below, finding what we have called ‘real venture capital’ to see you over the early-growth phase has become increasingly difficult. Part of the purpose of this book is to help you identify ways around seemingly insuperable difficulties.


Meanwhile, as a make-sense test, you may wish to consider Figure 3. As a proportion of total business finance, new equity, ‘family friends and fools’ and grants are used by under a quarter of all firms. Think of yourself as one of the select few.


Before and after the booms


The phrase ‘This time is different’ has been described as the most expensive four words in the English language.17 At least once a generation, with increasing frequency, markets succumb to irrational exuberance, delude themselves that principles of valuation have been reinvented, then bid prices up to vertiginous levels – only to look shocked and aggrieved when the pendulum swings hard the other way.18 In the past 15 years, this has happened twice in ways that still impact on entrepreneurial finance:


Figure 3. Sources of business finance in the UK (percentage of firms using by type)


Data source: Results from the 2010 Finance Survey of Mid-cap Businesses, Department for Business, Innovation & Skills, December 2010, URN 10/P108, pp. 9–11.
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1. First, the dotcom boom and bust. From about 1997 many investors became over-excited about the potential of the internet to transform how consumers and corporations alike would do business. By March 2001, early-stage firms that had been listed on the NASDAQ – the favourite stock market for ‘tech stocks’ – saw their valuations tumble, and with that the entire investment chain back down the line from venture funds to angels to family and friends unravelled.19 After perhaps two or three years in the doldrums, markets rebounded with yet more vigour, so that:


2. More recently, a much wider financial crash started in August 2007 – as billions of dollars of securities backed by sub-prime mortgages could no longer confidently be valued – reached a crescendo with the implosion on 15 September 2008 of the major investment bank, Lehman Brothers. For a week or two, the survival of the banking system was in the balance.20 Since then, most forms of financial investment, and indeed economic activity in general, have been subdued in developed countries.21


The upshot is that, since late 2008, most forms of funding for small- to medium-sized enterprises have been tougher to access than they were in the five years or so of the noughties boom. But that does not mean from your perspective as an entrepreneur seeking funding that you should be downbeat; it does mean, however, that you need to be better informed, better prepared, more persistent and more realistic. Think of these pages as your time spent on general reconnaissance.


Trends in venture capital


Even before the crash, availability of real risk capital – investment at the pre-profit, often pre-revenue stage – was becoming scarcer. Each year, the British Venture Capital Association (BVCA) publishes a review of its members’ activities, analysed in a variety of ways, including how much investment has been made at different deal stages, from smaller venture transactions to larger rounds involving substantial, established businesses undergoing a re-organisation, for instance by means of a management buy-out (MBO) or management buy-in (MBI).


Since larger transactions require more money, it is not surprising that as a category MBOs receive greater funding than venture deals, but the scale of the difference and the virtual collapse of the venture sector in institutional fund-management terms is remarkable. To see what this means in practice, consider Figure 4, which sets out trends in investment by BVCA members – mostly institutional fund managers. In 2011, the latest year for which data is available, £347 million was invested in early-stage/venture rounds compared to £2950 million in MBOs/MBIs – a ratio of 1:8.5. That the ratio of early- to late-stage deals in 2007 just before the crash was even higher, at 1:17 (£434 million versus £7520 million), only serves to show the extent to which the boom was out of control. And without investment at early stages, it is difficult to see where the pipeline of new businesses – the potential MBOs of the next decade – will come from.22


Why is venture the perennial poor relation, out of favour in institutional circles? A major part of the answer is track-record. Taken from the perspective of long-term returns, ‘venture’ and another key category ‘technology’ regularly underperform other stages and subcategories: returns in the buy-out market have been around 15 per cent IRR over ten years, but returns on venture and technology have been either side of zero23 – as we can see from Figure 5.


Figure 4. BVCA member investments by stage, December 2011


Data source: BVCA Private Equity and Venture Capital Report on Investment Activity 2011, p. 3
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Considerable recent research suggests that the venture and technology categories are not inherently bad bets – even if they may present higher levels of uncertainty than later-stage or more generalist investments. Factors identified as improving the chances of venture funds include:


• A flow of good quality deals


• Broad geographic coverage


• Larger fund size


• The ability to make follow-on investments


• The ability to exit investments on a timely basis


Policy lessons have since been implemented:


Many past UK interventions have fallen foul of a few common problems: trying to achieve too many goals; being sub-scale; limiting the pool of potential investments; and having unrealistic time horizons. However, recent government schemes (i.e. ECFs) have avoided many of these pitfalls and are aiming to make use of the best of private sector experience and establish a credible policy in the area.24


Another key concern was ‘thin markets’:


where limited numbers of investors and entrepreneurial growth firms within the economy have difficulty finding and contracting with each other at reasonable costs. Thick markets, characterised by high levels of repeated interaction between venture capital (VC) and high-growth firms, are needed to build human capital in the sector and provide a large enough market for an ecosystem of high quality advisers to develop specialising in supporting early-stage VC investment.25


Figure 5. BVCA long-run returns by stage and subcategory, December 2011


Data source: BVCA Private Equity and Venture Capital Performance Measurement Survey 2011, p. 5
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Risk alone was far from being the main cause of the low returns; poor fund design, very small fund size and the loss of human capital were at least as much to blame. In addition, the UK had until recently insufficient supporting ‘soft’ infrastructure and other sources of risk funding to leverage what little venture capital was available:


The lack of other sources of funding for early stage companies is recognised as one of the underlying reasons for poor UK and European early stage technology VC performance…. If we continue in the UK to expect VC firms to bear the brunt of financing early stage science and technology companies which are not ‘venture ready’, we will only help them deliver returns which turn off their own investors and reduce the level of genuine private sector venture capital which is available in the UK.26


So what is venture capital?


‘When I use a word,’ Humpty Dumpty said, in rather a scornful tone, ‘it means just what I choose it to mean – neither more nor less.’


– Lewis Carroll, Through the Looking Glass (1872)


In Chapter 6, we dive a lot deeper into how venture funding operates and what investors are looking for. At this point, though, it is important to bring some clarity to a phrase whose numerous meanings can at times seem contradictory.


‘Venture capital’ is sometimes used to include all forms of equity funding other than shares in publicly-traded companies. As such, it would include small/early-stage deals as well as large/later-stage transactions. When used in this way, ‘venture capital’ includes ‘private equity’.


But at other times, the term ‘venture capital’ is used specifically in contrast to ‘private equity’. Though both types of funding tend to use similar instruments and metrics (such as ratchets and internal rates of return, both of which are discussed in more detail in Chapter 6) and the investment firms running venture and private equity funds tend to belong to the same trade bodies (such as the European Venture Capital Association27 or the British Venture Capital Association28), the dynamics of the companies in which they each invest are fundamentally different.


Put simply, because later-stage private equity is given to companies with a track-record of selling a range of products or services over several years, an established management team, a market reputation and probably some tangible assets to provide security, private equity transactions benefit from having many more ‘known knowns’ to be modelled and tweaked than do venture deals.


Activity has congregated at the private equity rather than the venture stage of the market for a number of reasons:


• The rewards in percentage terms (often ± 2% management fee and 20% carried interest or profit share) will be similar across fund sizes and types of investment, but in cash terms the rewards to managers running larger funds investing in bigger deals will be markedly larger.


• Later-stage deals represent manageable, quantifiable risk, with considerable prior trading data for transactions such as management buy-outs, whereas early-stage firms with little or no trading data include unquantifiable uncertainties.


• Early-stage transactions may require longer to reach a suitable exit point than the typical eight- to ten-year life of a limited partnership fund.


• Above all, in the boom days up until 2007, late-stage deals were leveraged by excessive and underpriced debt (see below).


In summary, the term ‘venture capital’ is context-dependent, somewhat like the phrase ‘common law’, which may be used broadly to mean the opposite of ‘civil law’ or narrowly to mean ‘law which is not statute but judge-based’. Or, for that matter, colloquially to mean custom and usage: your ‘common-law husband’, for instance. That said, the British Venture Capital Association in its periodic reviews of the market uses the following definitions of investment stages:


Seed: Financing that allows a business concept to be developed, perhaps involving the production of a business plan, prototypes and additional research, prior to bringing a product to market and commencing large-scale manufacturing.


Start-up: Financing provided to companies for use in product development and initial marketing. Companies may be in the process of being set up or may have been in business for a short time but have not yet sold their product commercially.


Other early stage: Financing provided to companies that have completed the product development stage and require further funds to initiate commercial manufacturing and sales. They may not yet be generating profits.


Late-stage venture: Financing provided to companies that have reached a fairly stable growth rate; that is, not growing as fast as the rates attained in the early stage. These companies may or may not be profitable, but are more likely to be than in previous stages of development.


Expansion: Sometimes known as ‘development’ or ‘growth’ capital, provided for the growth and expansion of an operating company which is trading profitably. Capital may be used to finance increased production capacity, market or product development, and/or to provide additional working capital.


Bridge financing: Financing made available to a company in the period of transition from being privately owned to being publicly quoted.


Replacement capital: Minority stake purchase from another private equity investment organisation or from another shareholder or shareholders.


Refinancing bank debt: Funds provided to enable a company to repay existing bank debt.


PIPE: Private investment in public companies (minority stake only). Rescue/turnaround: Financing made available to existing businesses which have experienced trading difficulties, with a view to re-establishing prosperity.


Management buy-out (MBO): Funds provided to enable current operating management and investors to acquire an existing product line or business. Institutional buy-outs (IBOs), leveraged buy-outs (LBOs) and other types of similar financing are included under MBOs.


Management buy-in (MBI): Funds provided to enable an external manager or group of managers to buy into a company.


Public to private: Purchase of quoted shares with the purpose of de-listing the company.


Secondary buy-out: Purchase of a company from another private equity investment organisation.29


When you look at the definitions of PIPE (or, for that matter, publicto-private), you may wonder just how ‘private’ private equity really is.


THE ‘MAGIC’ OF LEVERAGE


A fundamental difference between venture and private equity transactions is that with assets to be used as security – or in good times, cash flows to lend against – private equity deals usually benefit from significant amounts of debt funding (or ‘leverage’) to enhance the returns provided to the equity investors.30 A strong argument can be made that, during the boom years, too much leverage was provided to the private equity sector, but by the end of 2012 leverage was if anything back above its pre-crash highs: the Wall Street Journal reported that over the previous six months, ‘the average amount of debt that [private equity firms] raise has been about 5.5 times a company’s earnings, just above the 2006 average of 5.4 times’.31


For the transformative impact of leverage from the point of view of equity investors – at least in benign economic times – consider the equity return in the following example:


• You run Flipassets LLP, a private equity fund


• Your fund invests £100 million to buy NaffHotels PLC


• Its total market capitalisation was £900 million, so you borrowed an additional £800M


• The total return on the deal when you sold NaffHotels to DossHouse PLC was 5%


• But you were only paying 3% all-in on the bank debt


• So the total net return to you, the equity investor, is calculated as follows:


(a) Profit from investment = Investment * Return on investment = £900m * 5% = £45m


(b) Interest on debt = Debt * Cost of debt = £800m * 3% = £24m


(c) Net profit to the fund = Profit from investment – Interest on debt = £45m – £24m = £21m


(d) Return on equity as % = Net profit / Total equity * 100 = £21m/£100m*100 = 21%


In other words, leverage of 9:1 has multiplied your equity return by 4!


What is filling the gap? Business angels


To some extent, the gap in risk funding for high-potential firms has been met by business angels, many of whom have invested in multiple rounds and in increasing amounts. In aggregate, angels invest about three times as much in early-stage deals as do venture funds: ‘Although there is no comprehensive survey of business angel activity available, an estimated 4,000 to 6,000 business angels were investing up to £1 billion annually by 2000.’32


Along with your own family and a few faithful friends (often referred to unfairly as ‘fools’), business angels are likely to be among the most important of your allies at the outset of your entrepreneurial career, supplementing other sources of funding – such as grants – discussed in more detail in Chapter 5. So what is a business angel?


The term was adapted from the world of the theatre, where highnet-worth individuals with an interest in seeing a play produced would underwrite the costs of mounting the initial production, being repaid out of the box-office takings according to an agreed percentage.33 No two business angels display the same characteristics, but the variety of motivations tends to be similar to that of the theatre funders: a mixture of the inherent interest of the proposal, financial return and wider benefits – whether societal (in the health sector, for instance) or personal (the opportunity to engage with a ground-breaking start-up, perhaps).


Because you don’t need a special licence or other form of registration to be an angel in the same way that you would to work as a pilot or comply with VAT regulations, it is extraordinarily hard to provide a definition of ‘angel’ that will please all practitioners and allow for a comprehensive gathering of data (number of investments, sums involved, rates of return – if you can’t measure it, can you manage it?). The closest we can find to an agreed description of a business angel is from the two leading academic authorities on the subject:


an individual, acting alone or in a formal or informal syndicate, who invests his or her own money directly in an unquoted business in which there is no family connection and who, after making the investment, takes an active involvement in the business, for example as an adviser or member of the board of directors.34


The key points are that, though angels may hunt in packs or act as lone wolves for a variety of motives, what matters is that (unlike institutional funds) they invest their own money in non-family businesses and – crucially – provide the smarts along with the cash: involvement with planning as a non-executive director, for instance, and introductions to strategic customers, invaluable suppliers or vital new hires.


WHAT MAKES ANGELS TICK?


With the need to look after their existing portfolio and fewer positive exits such as trade sales, angels risk running out of fire power, especially where new proposals are concerned.35 However, angels are still investing: if you understand their motivation and work hard on presenting your case (see Chapter 3), you’ll greatly increase your chances of attracting the right angels.


So what makes angels tick? A revealing survey of 158 UK-based angel investors in late 2008, who between them had invested £134 million into 1,080 transactions, with 406 exits (‘exit’ meaning any termination of an investment: a venture going out of business, being acquired or going public) addressed the following key issues:


• What are the investment outcomes to business angel investing?


• What are the characteristics of UK business angel investors?


• What strategies and practices are related to improved investment outcomes?36


The results are most easily seen in graphic form; see Figure 6. First, the UK cohort showed that, in over half of all investments, angels lost money. The US experience was a little better, but not much – so you may ask why angels keep going.


The answer is in that ‘long tail’ to the right of the graph: in a significant minority of cases (more significant in the US than the UK), angels can make ten, thirty or even more times their original stake back. The survey showed that, on average, angels made a 22 per cent gross internal rate of return – higher even than professional funds investing in late-stage deals. Which leads to a revealing question: which factors are most likely to push angel deals into territory where the returns are many times the original stake?


Figure 6. Angel returns – UK versus US


Source: Robert E. Wiltbank, Siding with the Angels (BBAA/NESTA, May 2009)
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The answers matter to you, the entrepreneur. Because most angel investments make use of tax-effective instruments (such as the Enterprise Investment Scheme – see Chapter 4) which favour the use of ordinary shares, angels own the same type of equity as you do as founders: when they do well, you do well.


Figure 7 highlights one of the factors clearly influencing success. Angels with relevant industry experience fared much better than those without the right commercial background. The latter lost money on more than half the deals they invested in, whereas those with useful (probably sectoral) experience to deploy made ten or thirty times their money out of nearly one in five of their ventures.


Another key driver is the extent to which investors researched proposals. We look at pre-investment scrutiny (called due diligence) in more detail in Chapter 4. It usually combines both commercial analysis (probing your business model, talking to your existing customers and getting to know you, the entrepreneur) with some enquiry into legal questions (ownership of patents, recasting of the articles of association). At the time, you may find such cross-examination disconcerting, even a cause for concern (‘don’t they trust me?’), but the evidence shows that angels who probed hardest obtained the best results, receiving more than their initial stake back in over half of all cases – and sometimes considerably more. (See Figure 8 for the full scale of the positive impact of due diligence.) By implication, when they succeed so will you.


The third key driver is the level of involvement angels have with your business post-investment. We think the survey results bear out common sense and long-term experience. On the one hand, if you have attracted an experienced angel with the business smarts to challenge your strategy and the ability to introduce you to potential key customers, you’d likely want to make use of her abilities in your venture. You do not want an entirely passive investor.


On the other hand, neither do you want someone whose investment is really a means of buying himself a job. There are always exceptions, but it is unlikely that an individual putting in £150,000 in exchange for the salaried position of marketing director is quite the wizard he has made himself out to be. Many successful angels have a portfolio of a dozen or more investments (and need this variety because of the high mortality rate of individual companies). With a large portfolio, no angel can afford over the longer term to devote more than a few hours each week to any one investee company.


Figure 7. Impact of industry experience on angel returns


Source: Robert E. Wiltbank, Siding with the Angels (BBAA/NESTA, May 2009)
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Figure 8. Impact of due diligence on angel returns


Source: Robert E. Wiltbank, Siding with the Angels (BBAA/NESTA, May 2009)
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We know of investors who keep up with the executive management of their portfolio firms through booking weekly conference calls to supplement attendance at monthly board meetings. Other things being equal, this is probably about the right level of involvement you should be looking for from angels. It may well be that one of their number is singled out to represent the entire syndicate that committed funds to your venture, but generally board involvement is a positive factor in the success mix. Figure 9 shows that angels with board involvement did significantly better than those without. Angel investment, like entrepreneurship itself, is a contact sport.


BANKS, GRANTS … AND SOME NEW KIDS ON THE BLOCK


A friend of ours gave up a potentially stellar academic career at Oxford University to run his own tech start-up. When asked why, he answered laconically with a light bulb joke:


Q: How many Oxford dons does it take to change a light bulb?


A: Change? Change? Why would you want to change?


Until recently we would have felt the same about finance for entrepreneurs – that change never happens – but by the end of this section you may be more chipper about new developments.


What other sources of funding are available? Banks should not normally be seen as suitable sources of funding for new firms before they are shipping product and generating revenues. But once again it is important to note the impact of blockages in one part of the financial system on the rest of the economy: as banks cut back on lending to more established firms, these larger firms are unable to purchase goods and services from start-ups.


Figure 9. Impact of board involvement on angel returns


Source: Robert E. Wiltbank, Siding with the Angels (BBAA/NESTA, May 2009)
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The reductions in bank lending can be seen from Bank of England data set out in Figure 10: a severe decline in net lending (gross lending minus repayments) by UK banks to UK-based non-financial institutions in recent times. SMEs are defined as those with annual account turnover below £25 million.37 The rate of decline in lending is easing (which is why the lines are now tipping modestly up and to the right) but because the lines in Figure 10 are still below the origin you can see immediately that the volume of net new lending quarter on quarter continues to contract.


We explore in more detail in Chapter 5 the criteria banks use when assessing loans, the variety of lending instruments available and how best to present your case once you do reach the point of generating income from sales.


If the existing commercial banks appear to be operating on a workto-rule basis (and forthcoming international regulations known as Basel III will likely make unsecured lending to early-stage firms even harder), nevertheless as an entrepreneur looking to raise new funds you have numerous reasons to feel more cheerful now than you might have done a few years ago. The financial downturn has stimulated remarkable creativity by real entrepreneurs in the finance space. In no particular order, this creative patch has witnessed numerous relevant initiatives, which individually may seem marginal but that collectively have the power to increase the availability of risk funding at early stages:


• The emergence of peer-to-peer (P2P) investing coming up alongside peer-to-peer lending, which was already gaining ground before the downturn. No doubt more will need to happen before P2P investment becomes a regular sub-sector of the angel-related market – we suspect that mistakes and fraud (Warren Buffett’s ‘idiots’ at work, again) will lead to greater regulation and possibly consolidation around a handful of leading platforms. But P2P investment and other crowdsourcing arrangements are already enabling hundreds of additional, generally smaller, deals to be completed.


Figure 10. Aggregate net lending to UK businesses, 2007–11


Data source: Trends in Lending: July 2012, Bank of England, p. 4
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• With second-generation platforms facilitating more passive investment in syndicates by less-experienced angels alongside practised ‘lead’ investors, P2P may lead to an increased pool of experience as well as cutting down radically on search, appraisal and other so-called ‘shoe leather costs’. See the Syndicate Room case study below for more information.


• New banks are being launched for the first time in more than a century (after generations of banking consolidation; the four largest clearing banks in the UK account for over 80 per cent of all commercial bank accounts). Several new banks aim to focus on the business market; other previously small players are expanding, not least through the acquisition of branches from the ‘big 4’ (Barclays, HSBC, Lloyds and RBS, who together account for around 80 per cent of the UK market), which are being forced to divest assets because of competition regulation.


• Among the contender banks are:


– Metro Bank,38 founded in 2010, the first institution to receive a new ‘high-street’ banking licence in the UK for 150 years.


– Triodos,39 a co-operative founded in 1980 in the Netherlands to support ethical lending and now opening branches in at least four other European states.


– Virgin Money,40 which bought most of what was left of Northern Rock (the first major casualty of the 2007–08 financial crash) in 2012, having previously gained a banking licence through the purchase of the much-smaller Church House Trust.


– Cambridge and Counties Bank,41 another 2012 launch, and an unusual contender in that a local authority pension fund helped recapitalise an exiting lender with the aim of improving the supply of business finance (initially on a fullysecured basis).


– Santander,42 a substantial Spanish bank dating back to the nineteenth century, entered the UK commercial market via the acquisition in 2010 of two former building societies (Abbey National and Alliance & Leicester) that succumbed to the financial crash.


– The Co-operative Bank43 was due to acquire 600 branches from Lloyds Banking Group in 2013; these will now be rebranded ‘TSB’ and sold off via a stock-market listing.


– Handelsbanken44 (the Swedish-based ‘commerce bank’) now has 140 branches in the UK. Each branch sets its own business plan and has responsibility for its own balance sheet – there is no separate ‘bad loans’ division as is common in the ‘big 4’ (usually given a euphemistic title such as ‘lending services’). Sweden was ahead of its competitors in shaking up banking following a crash in the 1990s.


– Silicon Valley Bank,45 a respected Californian player of 30 years standing, specialising in technology sectors, has expanded its operations outside the United States (Israel, China, India), and the first international, full service branch in London opened in 2012.


In an industry notoriously resistant to change, this number of developments in a short space of time represents little short of a quiet revolution, one which may soon accelerate: with the exception of Metro Bank, new players have had to think laterally to gain a banking licence, for instance through acquiring a smaller institution already authorised by the regulatory authorities, but at the time of writing, simpler regulations to facilitate the entry of new players were being consulted on.46




CASE STUDY


SyndicateRoom: enlarging the angel pool47


A new model of finance has emerged: syndicate funding. Think about it as the good old syndicate model adapted to new technology. Just like the old model, syndicate funding brings together a usually larger lead investor with smaller co-investors. Rather than being cumbersome, however, and, as a result, usually kept to a limited number of well-connected investors, this new model uses crowd-funding technology to allow a larger number of passive investors to co-invest with more active and experienced investors whom they may not ever even meet in person.


Television shows such as Dragons’ Den and tax breaks such as EIS and SEIS tax relief have created an under-served market need; time-poor but cash-rich professionals have developed an appetite for investing in start-ups but they lack a robust way of doing so. For now, equity crowdfunding platforms do not provide enough trust and quality deal-flow for larger passive investors, business angel networks are not appropriate for these individuals and investment funds are not exciting enough to a younger, tech-savvy generation of cash-rich professionals.


The first company offering this model in the UK is SyndicateRoom.48 The company provides a regulated environment for qualified individuals to invest in early ventures as passive business angels. The principle behind it is simple. Many high-net-worth individuals have an appetite for investing in new ventures but are either not in a position or have no desire to become active business angels themselves. SyndicateRoom provides the means for such people to become passive business angels in new venture projects at the click of a button. The model unlocks a source of capital that so far has been unable to find its way into start-ups, using it to leverage active business angels’ capital and allowing both parties to develop a portfolio risk management approach.


SyndicateRoom is a regulated platform for sophisticated investors to co-invest alongside active business angels. The platform enables individual business angels and members of business angel networks to leverage their investment by allowing informed individuals to co-invest as passive business angels. In turn, these individuals are able to invest in the same deals as active and well-connected business angels and take advantage of EIS and SEIS tax allowances. Business angels avoid dilution of shareholding and control by formal venture capitalists and other investment funds.


SyndicateRoom’s target market comprises high-net-worth individuals who work full time and professionals earning over £100k/year, as well as retired high-net-worth individuals who are sophisticated enough to invest as passive investors, such as retired entrepreneurs, accountants and lawyers. Active business angels also use SyndicateRoom to diversify their portfolio by investing as passive investors in other start-ups.


These individuals have historically shied away from this type of investment because of its capital requirements and lack of credible solutions. However, SyndicateRoom resolves both of these issues and government initiatives such as EIS and SEIS tax relief make this type of investment even more appetising.


In the relatively short time since its launch, SyndicateRoom has become one of the leaders in the market, partnering with most of the key business angel networks in the UK. Individual lead investors have included people such as Hermann Hauser, Jonathan Milner and Peter Cowley – Business Angel of the Year 2014. Because investment deals always have lead investors investing their own capital, the valuation of the start-up is much more realistic and better for investors as it is not merely set by the entrepreneur, but it is the result of long negotiations between the lead investors and the entrepreneurs.


Deals on SyndicateRoom’s platform have ranged from £150,000 to almost £2.5 million, with a minimum of 25 per cent coming from active business angels. The balance is sourced from passive business angels and also works as a ‘sanity check’ for lead investors. If 20 to 40 people or more think the investment deal is worth their capital, the lead investor can be confident that they are not missing any obvious threat to the new venture. This arrangement could be viewed as complementary due diligence, with neither party being liable to the other.


SyndicateRoom’s main competitors are EIS and SEIS funds because these provide both the tax advantage and a professional team to choose deals on the customer’s behalf. However, they take away the customer’s control over the investments, as well as the excitement of investing in start-ups.


Gonçalo de Vasconcelos, SyndicateRoom’s co-founder and CEO, highlighted that, for entrepreneurs, SR’s model has the advantage of gathering the best of both worlds: advice and guidance from experienced business angels and passive capital from an army of brand apostles. However, entrepreneurs are unlikely to get the same valuation as they might get from crowd-funding platforms as valuation will have to be negotiated with the lead investor or investors, rather than simply set by the entrepreneur.’





Finally, on the subject of recent developments in funding for small and medium-sized enterprises, an industry-led working group on alternative debt markets made ten recommendations to the UK government in March 2012, including initiatives to improve supplychain finance as well as P2P and other options for mid-tier firms. It also alluded to the importance of having a national ‘business bank’ similar to the German Kreditanstalt für Wiederaufbau (KfW):


Our recommendations include proposals to create two new agencies and to unify existing Government interventions under a single brand. The combination […] would create an entity which carries out many of the functions undertaken by state-owned business support agencies such as KfW in Germany [… A] KfW-type structure would provide a mechanism to address the market failures impacting the supply as well as the demand barriers preventing businesses from accessing non-bank finance.49


Change is happening fast. Change for entrepreneurs means opportunity.50



How to defy the forces of destiny: dealing with funders


Be not afraid of greatness: some are born great, some achieve greatness and some have greatness thrust upon them.


– Shakespeare, Twelfth Night 51


This section is about how to start putting together a coherent proposal – and in such a way that it fits with the market and investor expectations.


So far we have given you an overview of what Show Me The Money will cover and provided you with a conceptual framework for understanding the current market for money. We now turn to a short introduction on how to go about raising and managing funding as the last stage of providing you with a general map to the big picture, helping you (we hope) to see how debt and equity, in particular, differ. This synopsis will be expanded upon stage by stage in later chapters as different types of finance are explained in more detail.


Getting started: what is ‘investment readiness’?


First up, we have to say to many of the teams we see that you won’t get money just because you need it; you must be investment ready: needing money and being ready for investment are – alas – not necessarily the same thing. In putting your case, it helps if you can demonstrate at least a path to profitability in the short-to-medium term. Your projections must include convincing assumptions on which you have built your future revenues; an ‘invention’ or a ‘good idea’ of itself is only the seed of an ungerminated business.


Timing is of the essence. Consider the simplified graph in Figure 11. Your bargaining power will always be strongest when you have time on your side: think of seeking out funding before you need it in earnest. To close a debt deal will likely take weeks. Securing equity – especially when you are talking to investors who are not yet your shareholders – will probably take between six and twelve months from when you first hit the funding circuit. And if you are applying for a grant, remember that deadlines tend to be cut and dried; miss one, and you may have to wait for the next call for proposals.


Figure 11. Bargaining power relative to remaining cash


[image: Illustration]


And looking for investment is inherently subject to Hofstadter’s Law: ‘It always takes longer than you expect, even when you take into account Hofstadter’s Law.’52


Pitching to banks versus pitching to investors


By now, you will have realised that banks and investors such as venture funds provide different types of money for different stages of your business’s evolution and categories of risk. These nuances also affect how to approach each source of money. As a simplification, think of banks as being most interested in looking at an individual transaction – how short term can the loan be, will it be self-liquidating, can you give security? Investors by contrast have a long-term stake in the whole company; they need to be intimate with your business model and comfortable that you, the founder, have what it takes to make the plan happen.


Table 1. What to include in different types of business plan






	Business plans for banks


	Business plans for equity providers







	
•   Executive summary of 2 pages at most


•   Business background – products and market


•   Management team and experience


•   Competitive position


•   The peak requirement


•   Profit and loss account and cash flow – with assumptions


•   Evidence of ability to service (including repay!) all borrowings in the business and security available



	
•   An outstanding 2–3 page executive summary


•   The market opportunity


•   Product/technology and competitive analysis


•   The business model


•   The management team


•   How the investor achieves an exit; indicative basis of valuation


•   Appendices for bigger items, including detailed financial and technical data (e.g. patents)









 


Putting this in practice, starting with the business plan you submit, the case to the bank will ordinarily be shorter and will concentrate on how the bank is secured and repaid. With the plan for investors, the result should be closer to ‘putting an elevator pitch of the whole business on paper’. Table 1 contrasts business plans suitable for banks with those for equity providers.
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