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Introduction


So you want to raise funds?




Whether you’ve bought this book because you are a budding entrepreneur with a brilliant idea that needs funding, or because it looks like the perfect motivation for someone you know, then congratulations! You, or they, are already on the path to success.


What follows is a practical guide for individuals, companies and other organizations contemplating a crowdfunding campaign. It will also encompass crowdlending – the process by which two or more individuals lend funds to a company in return for financial interest payments.


Crowdfunding is defined as a process by which a proposition is offered by a company, either directly or via a Crowdfunding Service Company (CSC), to two or more individuals (the ‘crowd’). The crowd participates in the process by agreeing to subscribe to shares in the company or pledge funds in return for rewards, discounts on the company’s services or products, or for simple recognition of their donations towards the company’s crowdfunding campaign goal.


Be warned. Crowdfunding is not for the faint-hearted. As on a mountain climb, you’re going to need more than a route map. The journey requires meticulous planning, the right support team, equipment, know-how and fitness. But above all, it requires a steely determination to continue despite the hazards, the frustrations, the inefficiencies of others and the inevitable feelings of ‘is all this worth it?’


The good news is that well-organized campaigns, based on credible business or project plans and run by enthusiastic management, have a high probability of getting the money needed.


Funding-by-the-crowd is not a new idea. We’ve all seen those painted thermometers on the sides of churches, showing the progress towards raising the target needed to repair the roof.


Crowdfunding on the internet first gained popular and mainstream use in the arts and music communities. The first instance of crowdfunding as we now know it was in 1997, when fans underwrote an entire US tour for the British rock group Carillion, raising US$60,000 in donations by means of a fan-based internet campaign.


Crowdfunding gained traction after the launch of Artist-Share, IndieGoGo (both 2008), Kickstarter (2009) and Microventures (2010). However, Sellaband, started in 2006 as a music-focused platform, initially controlled the crowdfunding market.


The highest reported funding by a crowdfunded project at the time of writing is for Star Citizen, a space trading and combat online video game being developed by Chris Roberts and Cloud Imperium Games. As of 21 November 2016, they claim to have raised over US$133,000,000, beating the previous record of US$10,266,844, set by Pebble Watch.


The projects seeking crowdfunding now encompass pretty much everything, from charities to product prototypes, theatrical events to significant businesses. Although individual investments can range from £10 to £25,000, the average for more serious fundraises is around £250.


So, it’s an active marketplace, with ever more potential investors. The time might be right to unleash your passion and get cracking!




About this book – how to use it to run a successful fundraising campaign




This book is a step-by-step guide to setting up, running and concluding your crowdfunding campaign. We’ll begin by examining the types of funding available to you out there, then I’ll throw you a bunch of facts to show what’s possible. In chapter 2 I’ll share a case study that will give an idea of what a crowdfunding campaign looks like in practice. Then come a few questions that will challenge you and your project’s suitability for funding.


Next is a major section on getting investment-ready, which essentially covers everything your future investor will want to know – the idea, the team, the financial projections, and so on. I’ve included advice on how to value your business, how to decide the amount of funding you need, and thus how much of your company shares, or equity, you’re prepared to sell to the new investors.


Then I’ll help you choose the right crowdfunding company, guide you on working with them to prepare the online campaign and what to do once the campaign has started. Lastly, there are some reassuring tips on dealing with the end of the whole process, whether you’ve reached your target or, just as importantly, your campaign has failed.


The market is moving so fast that a book like this can only provide a snapshot of what’s going on. My advice is to set up a Google Alert (free at the time of writing) and use ‘crowdfunding’ and ‘angel investing’ keywords. You’ll be inundated with up to twenty emails a day, but pan for gold and you’ll find some nuggets of new and helpful information!




Be positive, be determined





Great ideas and great management have a good chance of getting funded. The difference between success and failure in any endeavour is often that final spur of effort. Telling yourself ‘I can do this.’ Let me give you a great example of what happens if you push yourself that bit further.


Marquis Jet co-founder Jesse Itzler learned about the 40 per cent rule from a US Navy SEAL, whom he first met during a hundred-mile race (the SEAL was running solo, while Itzler was part of a relay team). The SEAL completed the race despite breaking all the small bones in his feet and suffering kidney damage. Itzler was so impressed with this mental toughness that he hired the SEAL to live with him and his family for a month to help them shake up their routine and live more purposefully.1


On one occasion when the SEAL was living with them, he challenged Jesse by asking how many press-ups he could do. After Jesse did eight, the SEAL suggested he rested and try again. On each subsequent attempt, as Jesse became increasingly tired, the number fell from eight to six, to three, and then no more. The SEAL insisted he was not leaving until 100 had been reached. Jesse thought that this would take quite some time! But he did it; one press-up at a time. Jesse said he’d learned an important lesson – we’re all so much more capable than we think.


According to the SEAL, the 40 per cent rule states that when your mind tells you that you can’t do any more, you’re really only about 40 per cent done. This is why marathon runners so often ‘hit the wall’ somewhere in the middle of their race but are still able to finish.


I’ve been very fortunate to have what my mother referred to as a ‘sunny disposition’, so I’m naturally a positive person. And I know from having run many companies that when people lack motivation, the simplest of tasks are hard to get done.


Determination is the key, and there are three simple processes you can undertake that will increase your determination:


1.  Gather a group of friends or business colleagues – independent people whose honest opinion you’ll take. Tell them about your fundraising plans and ask them if they will support you and provide the occasional motivating chat throughout the process.


2.  Find a mentor. Mentored SME businesses are twice as likely to succeed than non-mentored businesses according to research.2 He or she has got be someone who’s ‘been there and done it’. Not necessarily older than you, or even in the same sector. Just a grown-up with a tough but empathetic character, who will keep asking you the critical questions and keep you on track.


3.  Create a plan. We’ll cover this later in the book, but for now the important point is that a plan is like a GPS road map – it gives clear directions and an estimated time of arrival.






1:


WHAT IS CROWDFUNDING?


Equity crowdfunding, crowdlending and rewards crowdfunding explained




There are essentially three types of crowdfunding:




1: Equity crowdfunding




Equity crowdfunding is where you ‘sell’ shares in your company to an investor. They are not lending you the money, nor are you selling them any of your products or services. Here is a practical example. You want to raise £100,000 and you have formed a company with 100,000 shares. You own all the shares, so you own 100 per cent of the equity. You decide to let the new investor have 20 per cent of the shares in the company after they’ve put in the money. So, if their £100,000 represents 20 per cent of the company it means that, after their investment, the company is worth £500,000. Or £400,000 before. If there were 100,000 shares before and they were, together, worth £400,000, then each share is worth £4. To enable the investor to buy shares you will have to ‘issue’ more. At £4 per share you’ll need to issue 25,000 new shares (£100,000 divided by £4). There were 100,000 shares before the investment and you’ve issued 25,000 more. So there are now 125,000 shares. Your new investor has 25,000 of the 125,000 which of course is 20 per cent of the ‘equity’.


Don’t be put off by the complications of the maths or even the logic. I use my trusted lawyer to check the maths whenever I raise funds. But, as you’ll read in later chapters, it is essential to master the basic structures of equity.


Across the whole of the UK crowdfunding market, most crowdfunding companies will do equity crowdfunding. But not all of them have a large or relevant ‘crowd’ – meaning the members of the public who have signed up on their websites as potential investors. There are generalists and there are firms dedicated to specializations – like theatre projects or app software – but the size and relevance of their database of potential investors is not the only factor you’ll take into consideration, as discussed later.




2: Crowdlending (or debt crowdfunding)




Debt crowdfunding, as the name suggests, is raising money given to you as a loan. You’ll have read about payday loans, run by companies such as Zopa, RateSetter, LendInvest, Madiston and Wellesley & Co. This is known as peer-to-peer lending. This means that the crowdfunding company orchestrates the online connection between someone wanting a personal loan and one or more individuals prepared to lend it to them for a pre-determined interest over a fixed time period.


Although the characteristics of debt crowdfunding or crowdlending in the business markets are similar, they are run far more like a modern-day banking loan. The market leaders in this space are Funding Circle, Funding Knight, and Thin Cats.


The main difference between consumer peer-to-peer and business debt crowdfunding is that, like the banks, the crowdfunding company will want to see evidence that your company has the means of paying the loan back. They will want to see a minimum of three years of trading history, a strong balance sheet (meaning, among other things, that you’ve not already borrowed substantially elsewhere) and almost certainly a trading history which shows that your profits, or at least your cash flow, are high enough in previous years to afford the repayments on the loan.


For this reason, debt crowdfunding is not really suitable for very early-stage businesses. But it’s worth becoming familiar with the benefits of debt crowdfunding, as it makes sense, when you can afford it, to borrow money in a sensible balance to selling shares. Why? If – as in the example above – your company is worth £500,000 now but worth £10,000,000 in five years’ time, your investor who bought 20 per cent will own 20 per cent of that £10,000,000. A cool £2m. But if they had lent you the money, even at a very high interest rate of 10 per cent, that £100,000 would only have grown to £146,100 (less, if you had paid back the loan in stages). Obviously, paying back £146,100 is a bargain in relation to letting them keep £2m. This is why most companies, as they grow and get stronger, build debt into their funding. And you’ll want to do the same.


What’s good about this form of debt is that the crowdfunding companies have knocked the spots off clearing banks in terms of speed of decision and processing of the applications. And because their online marketplaces allow the interest rate to ‘float’ competitively to the right level of investor acceptance, companies with a low-risk need for funds often get attractive borrowing rates. Typical rates are a little higher than a clearing bank but that reflects the fact that crowdlenders will lend on your trading history, prospects and cash flow, whereas a bank will often ask for security in terms of a personal guarantee or a ‘charge’ on an asset. The difference of approach gets converted into a small increase in interest rate – often referred to as a ‘risk premium’. The key is to have a reason for the money. Increased need for additional working capital resulting from a large customer order will be looked on favourably.




3: Rewards (or perks) crowdfunding




Rewards or perks crowdfunding works like this. Imagine you are raising funds to start an online ticketing agency via a new app – concerts, events, etc. It’s going to be a subscription service costing £100 per annum, but the subscribers get discounts on cinema, concerts, live events, etc. which you’ve negotiated with the event organizers. You only need a small amount – say £50,000 to develop the software. Your company may be of very little value at the moment, with no trading history. Even if you valued the company at £100,000, raising £50,000 in equity would mean ‘giving away’ (as equity investing is often referred to) 33 per cent of your company. Pre-money valuation (the valuation before investor money goes in) is £100,000 and post money is £150,000. So the new investor gets 50/150, or 33 per cent of the company. Too much!


What rewards crowdfunding allows you to do is pre-sell your investors the subscription service you will be providing. You might say to investors, ‘pledge £100 and you’ll get the service free for life’. To get £50,000, you’ll only need 500 people in the ‘crowd’ to take your subscription offer. You use the £50,000 you get to build the app, and you launch. Assuming the business does well and you end up, after the first year, selling 2,000 membership subscriptions at full price, your gross income is £200,000. And you don’t owe a penny to your ‘investors’. In fact, the dilutive effect on your business at the end of year one is only 25 per cent – meaning 50 out of every 200 subscribers are creating no revenue. As the business grows, that core of early adopters will also become a progressively smaller part of your customer mix.


Artlyst Limited, the online news, reviews, and listings guide to the contemporary art scene in London, ran an awards campaign. The company successfully raised £40,000 for a new web front end, and did it through rewards crowdfunding with the crowdfunding company CrowdShed. Artlyst, with CrowdShed’s support, was able to create an innovative list of rewards that ranged from dinner with the editor through to a day-long personal guided tour of the annual Frieze exhibition, held in October each year.


As this shows, rewards work well when you have something tangible to offer – such as the opportunity to buy a product at a discount when it becomes available, or to exchange something of little cost to you for money from an investor who regards that reward as very good value. There have been many examples recently of product prototypes being funded this way, such as camera-carrying drones.


One cautionary word. The money investors’ pledge for a reward campaign is non-refundable. They get the reward but they don’t get any shares in your company. For that reason, investors can’t claim investor’s tax relief under the UK government’s EIS (Enterprise Investment Scheme). See Appendix IV for how that works. This means that if your subscription service company fails, the investors will no longer get the free subscription each year or the discounts that the subscription brought them, whereas if they invested into your company, bought shares, and subsequently your company failed, they could claim tax relief, turning an initial investment into a smaller loss.




Example:


Investment = £10,000


Income Tax relief = £3,000 (as a reduction in your income tax bill)


At risk capital = £7,000


Loss relief on at risk capital @ 45 per cent = £3,150


Your actual loss = £3,850 (£10,000 – [£3,000 + £3,150])




Tip: Almost every successful equity campaign is now a hybrid of equity and rewards crowdfunding. It’s always wise to think of how to sweeten the deal with your investors by offering them something extra in addition to the shares they’re getting. It can be as simple as mailing out a low-cost product from your range, such as a sports water bottle, as Sundried did when I recently invested in them.




What’s the difference between crowdfunding and angel investing?




Angel investing is all about attracting interest and commitment from individual private investors.


Who are they? These are private individuals who make investments directly into (mostly) early-stage companies. In the UK, they would typically invest from £10,000 to £100,000 in any one company.


These are their characteristics:


•   They have run and sold businesses, giving rise to  wealth that is put into differing investment assets, creating a balance of risk. These might be property and fixed-interest securities representing the low-risk part of their portfolio, and high-risk investment including leveraged securities like options, spread betting or CFDs (contracts for difference), and investments in start-up or early-stage companies.


•   They are very clued-up and have the same access as you do to the research and market data on the internet, so they are knowledgeable and challenging.


•   They tend to invest in industry sectors where they have spent much of their career.


•   They like to invest in groups – this can be an informal grouping of similarly wealthy friends or colleagues, or it can be via angel investment clubs.


•   They don’t always invest in UK companies, but investing outside the UK usually means they would lose the benefits of EIS.


•   They don’t always demand to come on your board of directors, but that’s a function of a) the time they have available for you, b) the significance of their investment (often shareholders who invest over 10 per cent of the equity of a company would expect a directorship to be automatic) and c) whether you’ve offered them an augmented role, such as chairperson, or an interim executive function – like part-time Chief Financial Officer.


•   If they come on the board or play any sort of active support role, they may expect fees. Start-up companies seeking around £250,000 of funds will probably have to pay around £15,000 per annum for an active non-executive director. But angels are usually happy to either defer that fee and roll it up for later payment, take a few more shares instead, take options, or simply waive the fees for the first year or until the company can afford to pay. Expect to pay up to £25,000 per annum once your company is profitable and growing.


•   Angels are invariably experienced business people, and often older than the typical entrepreneur. As such, they tend to be good mentors. It’s a wise entrepreneur who chooses an angel for their guidance skills as much as for their money, industry know-how and connections.


•   Ideally, you want a good spread of angel investors with an average of £20,000 from each, so that your shareholder group is manageable. Six to ten angel investors is fine. And they can’t all come on the board – so don’t promise anything to any of them until you have a complete picture of how your angel part of the pre-funding shapes up.


•   Lastly, be careful not to allow any one investor to take too large a share. On the one hand, it’s very encouraging and should in theory speed up the process, but on the other hand shareholders with 10 per cent or more can adversely influence board decisions, and if they get more than 25 per cent their shareholder rights increase and they are in a powerful position (see Appendix V – Tips on shaping a board).


Key tip: As we’ll learn later, a successful crowdfunding campaign needs pre-funding. This means that before your fundraising campaign goes live on the website, you’ll be expected to find up to 33 per cent of the total yourself. So, a £180,000 campaign will need you to go and find around £60,000 beforehand. Learning how to approach individuals – for which, read angel investors – with a strong investment proposition and securing their commitment is going to be required, even if it’s a crowdfunding campaign.






2:


IS CROWDFUNDING FOR ME?




Ah! That’s the key question! There are a number of alternative ways to raise money for your business or project. In the previous chapter, I outlined the three main types of crowdfunding. But your choice is wider. The full list of funding options is below, and I’ll give you guidance as to when you might consider each before examining the costs of crowdfunding.


—   Friends and Family


—   Angel investors


—   Equity crowdfunding


—   Rewards crowdfunding


—   Crowdlending


—   Customer funding


—   Bank debt


—   Grants and matched funds


—   R & D tax credits




Friends and Family




Friends and Family (F&F) is an expression used in venture capital and early-stage fundraising. It’s usually for when your idea or business is very new, perhaps too new to have credibility with professional investors. This type of funding is when you might be raising no more than £50,000 to do some research, or build a prototype, or to write software, or get a simple website built. It might be that you know an investor already and they may be prepared to put some very early-stage money into the business and provide some mentoring. At this stage, you’d have to show that you were prepared to put a lot of your time into the business, as well as some of your own money. Often, entrepreneurs will raise F&F funding while still employed in their ‘day job’ and moonlight on the new project until it’s ready for more substantial funding.




Angel investors




These are individuals who invest in early-stage businesses for a number of reasons. Ultimately to make a return on their investment, but also for the fun of getting involved in helping a company grow to the next stage. If you think you need between £100,000 and £250,000, this could be a suitable alternative to crowdfunding. An individual angel might invest between £10,000 and £50,000.


I would go for 100 per cent angel funding if your idea or business is more B2B (Business to Business) rather than consumer focused. This is for two reasons. First, the crowdfunding ‘crowd’ can better identify with a product they might want to actually buy themselves – like a new camera, a craft beer, clothing, or perhaps a consumer service like a holiday company. They struggle with complex propositions such as security algorithms, or software services to corporations. Second, angel investors nowadays are nearly always successful entrepreneurs in their own right and have ‘cashed out’ on one or more sales of their businesses. This means that they will have both sector and operational expertise, and they’ll have the time to focus on your business, because it’s worth their time to do so if they’ve invested a significant sum – as opposed to a crowdfunder who may only have invested £20.


Having said all that, you will almost certainly have to attract one or more angel investors as part of a crowdfunding campaign. This is because, as mentioned above and discussed in more detail later, a crowdfunding campaign has to be ‘primed’ with a minimum of 33 per cent of your target to have enough momentum to attract the crowd. In reality, finding and persuading angel investors to invest is not really an ‘alternative’ if you’re going to run a crowdfunding campaign – you’re going to need them.
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