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Box 3 - An Engineer’s view of Venture Capitalists (Tredennick & Shimamoto 2001)

VC’s don’t sign non disclosure agreements — it affords them protection if they like your
ideas, but they want to fund someone else to do them.

VC'’s are sheep — they will either all fund something or none of them will, so if you have an
idea that’s too new and too different you may struggle to find funding.

VC'’s aren’t technical — they dismiss what they don’t understand, your novel ideas and they
focus on what they know, usually irrelevant marketing terms or growth predictions.

Experts aren’t very good — The VC will send at least one ‘expert’ to evaluate your ideas.
Don’t expect the expert to understand what you are doing. Again if your idea’s too new and
different for the expert to understand then you may not get funding.

VC’s don’t take risks — VVC’s have a reputation as risk takers — they are not. They collect
money from rich people to build investment funds. The rich investors take some risk, though
their risk is spread across the funds investment.

Venture funds are big — If your idea needs a lot of money, then you have a better chance of
getting money than an idea that promises the same rate of return for much lower investment.
This is because it's easier for the VC to manage fewer big investments than many smaller
ones.

VCs collude — They price fix by discussing among themselves funding and pricing for
candidate start-ups. They will probably between them only fund between them two or three
companies in an industry — this limits competition and makes success of the few more likely.

VC’s don’t say no —if the VC is interested you and expect a call and eventually a cheque. If
the VC is not interested, you won’t get an answer — saying no encourages you to look
elsewhere. That’s not good for the VC who would prefer to have you hanging around that
going elsewhere for funding.

VC’s have pets — many venture firms keep a cache of start-up executives on their staff.
When you show your start-up to the VC’s they will grill you about the experience of your team
— but it won’t be enough. The VC will then supply you with the necessary talent — you get a
CEOQO, the CEOQ replaces your friends with cronies.

Your idea, your work, their company — The VC’s CEO gets 10% of the company, VC
placed board members get 1% each, your entire technical team gets 15% - and even this
gets diluted in later rounds of financing. The VC’s executives therefore control the company,
you and the rest of the engineers do the work.

For further information please contact Yupar Myint on entrepreneurs@jims.cam.ac.uk or visit our website at
www.entrepreneurs.jims.cam.ac.uk
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Box 4 - The Top 10 Lies of Entrepreneurs, Kawasaki (2001)

10.

‘Our projections are conservative’ Nobody believes financial forecasts — investors
simply want to see that the entrepreneur understands the industry, the logic involved in
putting together a reasonable financial model and how companies grow.

‘Our market is forecast to be $50 billion by 2003’ When every plan makes the same
grandiose claims about market size, investors have a hard time taking the projections
seriously.

‘We’re signing a big deal next week’ Never talk about a big deal until it’s a signed deal.

‘Key employees are set to join us as soon as we get funded’ If the entrepreneur can'’t
get key executives to join because of the opportunity then they probably can’t be entices
by big salaries — one of the key entrepreneurial skills is to attract talent without money.

‘We have no competition’ Claiming that there is no competition to an investor who has
heard a similar pitch five times in the last six months, will not attract funding.

‘We need you to sign a non-disclosure agreement’ Investors won’t sign a non
disclosure agreement because they usually see several similar plans. In reality the ability
to implement an idea (the team) and not the ability to keep a secret is the key to a
successful start-up.

‘The big company is too slow to be a threat’ Big companies didn’t get where they are
by being slow — need to show respect for them whilst demonstrating a compelling and
believable way to compete with them

‘We’re glad the bubble has burst’ No one is glad the bubble has burst — it's harder to
get funded, valuations are lower and due diligence takes longer.

‘Our patents make our business defensible’ Unless you are a biotech or medical
device company it’s hard to support this claim. Investors believe that what makes a
company defensible is it’s ability to out-implement rivals.

‘All we have to do is get 1% of the market’ No one wants to invest in a company that
aspires to grab just 1% of a market, shooting for a much higher market share is much
more attractive to the investor.

The Elevator Pitch

Th

e ‘Elevator Pitch’ is a very brief (one or two minutes) introduction to your business which

you would probably use when making new contacts at networking events.

To

understand why it’s called an ‘Elevator Pitch’ imagine you have just jumped into a lift on

the ground floor and purely by chance the only other occupant of the lift is the person who
you would most like to get funding from. He or she is travelling to the 5" floor, so you have
the opportunity to gain their full attention, but for only the minute or so that it takes to travel
the height of the building. You may only have this one chance — and your only objective is to

ga

in a much longer meeting or conversation with them.

For further information please contact Yupar Myint on entrepreneurs@jims.cam.ac.uk or visit our website at
www.entrepreneurs.jims.cam.ac.uk
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In this kind of situation there is clearly a need for you to be able to articulate your business
idea very clearly and concisely so as to grab their attention. The key is to have ready a well
rehearsed and well delivered pitch that covers the key areas of your business plan, without
the need for any visual aids or props.

The following is a checklist of what you should try to include in your pitch.

Market opportunity and market drivers

The product offering and the need it satisfies

Pricing and distribution

The unique selling points

Why you and no one else is the right person for this opportunity
Your partners — especially well known and influential ones

Way to engineer feedback and a follow up meeting

Effective delivery of your elevator pitch will:

1. Convince the ‘target person’ to schedule a longer meeting with and be receptive to
doing business with you.

Empower and enable the ‘target person’ also to convince other appropriate people to
become interested in your company

Demonstrate sincerity, including listening

Communicate a sense of value, empathy and urgency

Combine thorough sales and market research

Require no more than 1-2 minutes

A

ook W

The Investor Pitch

For many discussions about business particularly for investment issues a presentation of the
business plan will be needed. Indeed in many cases this will be used much more than the
written text of your business plan.

Your business plan presentation should be brief —a maximum of 20 slides (10 slides is better
with some additional ones as background!). You should talk for a maximum of 20 minutes
and answer questions for 30minutes. The presentation must cover all of the key business
issues and this means it should not dwell on the technology or the product too much.

Some of the key points it should make are:

e Large market
Clear customer need
Protectable product
Clear benefit over competitors
Sound commercial case

You should keep the presentation concise and focus on investor issues — if they give you
some money; when will you give them lots more back?

You will need to work hard on getting your presentation to cover the key business and
investment issues in a relatively small number of slides. You should rehearse your
presentation in front of a constructively critical audience i.e. your mentor or CEC, to make

For further information please contact Yupar Myint on entrepreneurs@jims.cam.ac.uk or visit our website at
www.entrepreneurs.jims.cam.ac.uk
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sure that the story works, that you cover all the key issues, and that you give correct
emphasis to relevant parts of the plan.

Some suggestions of how a presentation can be put together and some examples of good
and bad presentations are available at Austin Technology Incubator’s website http:/www.ic2-
ati.org/powerpoint/powerpoint.htm. They suggest that there are a number of key elements
which should be covered in a presentation, although the order and exact content will vary
depending on the nature of the business, the audience, the stage of funding and so on. Box
5 provides a summary.

Box 5 — Overview of a Pitch to Investors

Introductory Slide - should be put onto the screen as soon as possible, and should include
the following main items: the company’s name, a logo, and a one sentence description of
what the company does.

Product Slide - What is the product and how does it work? The product slide should present
the name of the product and a short description. Diagrams, photographs, or screen shots
often help to illustrate. Keep them simple.

The Problem/Pain Slide - In most cases, customers don’t purchase a product until they
have a real problem or feel real pain that the given product will fix. This slide should describe
the problem that needs to be solved, the pain that needs to be addressed, or the otherwise
urgent demand that will be satisfied by the product. Many successful new companies meet a
demonstrated market demand or solve a specific problem.

Target Customers Slide - Should explain who will buy the product. Are the customers
businesses or consumers? If the product will be sold directly to consumers, the slide should
describe the target geographical area, demographics or other applicable characteristics (age,
education, employment, etc.) If the product will be sold to businesses, the slide should
describe the target industry or market segment, and specific examples of targeted
customers.

The Market Size Slide - should give an idea of the size and the composition of the target
market. If the market described is too small, investors may lose interest. No matter how
strong the product, large revenues are not possible without a sufficiently large market. If the
market is too large, the audience may feel that the company’s marketing objectives are not
sufficiently focused. This slide (or slides) should also show the growth and composition of the
market. For example, a pie chart which breaks the market into segments, and/or a bar graph
which shows market growth are helpful.

The Proposed Distribution and Sales Channels Slide - The distribution and sales
channels are elements of the presentation which are often overlooked. Will this product be
sold by a direct sales force, though dealers / distributors, directly via the internet, etc? How
will the sales and distribution channels be structured? If it is an internet business, how will it
drive traffic to the site?

The Competition and Competitive Advantage Slide - “We have no competitors.” That
statement can be the kiss of death for a venture presentation. Yet a surprising number of
companies repeat that very statement. This is a result of a) not doing enough research, b)
self-delusion: believing that no one else can do what the company plans to do, or c) both.
There are always competitors, even if the company is not aware of them. The other mistake
is to acknowledge competitors but dismiss them out of hand, because they are too slow, too

For further information please contact Yupar Myint on entrepreneurs@jims.cam.ac.uk or visit our website at
www.entrepreneurs.jims.cam.ac.uk
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entrenched, don’t have a great product, or a myriad of other reasons. A much better
approach is to acknowledge the strength of the competition, show that they are being
watched very closely, and clearly articulate the competitive advantage. As a start-up
company, competitive advantage could be a superior technology, a completely new (and
more efficient, cheaper, better) solution to solving a problem, a better management team, or
all of the above. It is important to demonstrate a significant advantage. A matrix / table
comparing the company with the competition is helpful.

The Financials (4-5 year projections) Slide - The financials chart shows the basic numbers
that need to be presented: the number of customers (or units sold, as appropriate),
revenues, expenses, and profits over a five year period. These numbers may need to be
justified verbally, and the business plan will go into more detail. In most start-up technology
businesses, profitability is expected by year 3-5. Revenues should grow significantly by year
4-5.

The Funding Requirements Slide - Funding requirements should be listed on the financials
slide or on a separate slide. This will show investors the amount of money being requested,
and how this money will be spent.

The Partnerships Slide - should describe alliances and partnerships already formed or in
progress. What is the nature of these partnerships, why would they want to partner with the
company, and how will the partners help the company reach its objectives?

The Management Team Slide - should list three to five key members of the management
team. Having at least 3-4 key team members on board is critical for the company’s credibility.
A few gaps or provisional hires are acceptable, but at a minimum, the team should
demonstrate relevant industry experience. Previous start-up and blue chip company
experience also help. A well-rounded and committed advisory board can also help to fill in
some gaps.

The Milestones Slide - is important for showing the progress made by the team to date, and
for outlining the future plans for the company. Milestones should be both realistic and
substantial. A timeline is a good way to illustrate milestones.

For further information please contact Yupar Myint on entrepreneurs@jims.cam.ac.uk or visit our website at
www.entrepreneurs.jims.cam.ac.uk
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Doing the Deal - Ownership and Dilution of Ownership

An entrepreneurial business in its very early days, perhaps when it is still just an idea, will
belong solely to the inventors of the idea or the entrepreneurial founders. Once the business
is actually started a number of formal legal documents will need to be drawn up to register
the company and establish initial shareholdings among the founders (see Appendix 2 on the
Legal Issues of Starting up).

If the entrepreneur chooses to raise finance through the route of selling equity in the
business venture, then issues of valuation, dilution and ownership will become paramount.
Dilution of ownership is something that some entrepreneurs fight against. In order to grow
the business, resources need to be accessed, and finance will be needed to pay for these in
some way. If equity finance is the route selected, then this will mean that the entrepreneur
will have to give up part of the ownership of the business — ownership will become ‘diluted’.
The smart entrepreneur knows that owning a small(er) part of a very successful and hence
valuable business is much better than owning all of a less successful and less valuable
venture as Figure 5 shows.

Figure 5 — Dilution of Ownership — Who owns the Business?

Yourself

Partners/founders
Seed investors

Venture Capitalists

Management and Staff
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When gaining investments from venture capitalists they may ask what valuation the company
is seeking or may volunteer a ball park figure. Venture capitalists often base their valuations
on the entrepreneur’s predictions, but will also benchmark with other deals done in the
industry by other companies. Obtaining information on comparable companies that have
received venture financing can help an entrepreneur establish the right valuation.

For further information please contact Yupar Myint on entrepreneurs@jims.cam.ac.uk or visit our website at

www.entrepreneurs.jims.cam.ac.uk
© Centre for Entrepreneurial Learning 2003
24




MASTER CLASSES 2004

Box 6 - Example and Definitions

As an example and to highlight definitions of some venture capital terminology let’s consider
a venture capitalist who wants to put £2 million into a business that is worth £3 million pre-
money.

Pre-money — means the valuation put on the business before the investment takes place

So before the investment the company will be worth £3 million and with the £2 million
investment from the venture capitalist the company will be worth £5 million post money.

Post-money — means the resulting valuation after the investment has taken place.

In return the venture capitalist will expect to become the owner of a corresponding proportion
of the equity in return for the investment. In this case it will be:

£2 million/£5 million = 40%

This will therefore mean that if the founding team prior to the investment own 100% of the
business, after investment it will be diluted to 60%.

Valuation

In order to sell part of the business at a fair price, a value must be put on the business as a
whole. Four important facts must be kept in mind when considering the value of a business:

1. The value of a business changes over time — and any attempt at valuation is linked to
trying to predict the future

2. The buyer and seller of equity in any business will have different views on what is a
‘fair’ valuation at a given time

3. Valuation is more of an art than a science — there is no proven formula that will
determine the value of your business

4. Valuation is linked to different perceptions of financial risk

An investor is seeking to buy partial ownership of a new venture at a low cost, then
(hopefully) do all they can to ensure that the overall value of the business increases such
that they can sell their partial ownership at a much higher price. Two key questions relating
to this are:

1. How do you value a business?
2. How does the value of a business increase?

The main methods of valuing a business are not particularly difficult, but each will deliver
different answers. Some of the main methods of valuing a business are®:

e What someone will pay for it
e The assets of the business less its liabilities (net asset value)

2 Information on these and other methods can be found in books such as Sullivan (1995), Copeland, T., et al. (1994), Lang
(2001). Detailed references are at the end of these notes.

For further information please contact Yupar Myint on entrepreneurs@jims.cam.ac.uk or visit our website at
www.entrepreneurs.jims.cam.ac.uk
© Centre for Entrepreneurial Learning 2003
25




MASTER CLASSES 2004

Price earnings (P/E) ratio — a multiple of profits based on industry sector norms
Discounted cash-flow methods that look at future income streams (e.g., pay-back
analysis, Net Present Value (NPV), risk-adjusted NPV, internal rate of return (IRR))
Probability-adjusted methods (e.g., decision analysis, options-based pricing theory)

There are a large number of activities that will be impact upon the value of a business (see
Figure 6). The most significant of these are those that demonstrate endorsement of the
success of the business, e.g.;

Figu

va

Getting initial funding —shows that someone (other than the entrepreneurs) believes
in the business idea

Building a team —shows that the entrepreneur has a group of people committed to
the success of the business

Making a working prototype — shows that the product or service really works
Customer endorsement — shows that real users like the product or service

Meeting a earnings / profit forecast — shows that the product or service really does
sell and bring money into the business as planned

re 6 — Events which have an impact on the value of the business

ue

First sales to customer

Patent granted

<«— Working prototype time

For further information please contact Yupar Myint on entrepreneurs@jims.cam.ac.uk or visit our website at
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Doing the Deal - Valuation Methods

Three different valuation methods will be investigated more fully using an example.

Net Asset Value

The net asset value, or book value of the shareholders equity in the business is derived from
the company’s balance sheet. The principle is that the company is worth, to its ordinary
share holders the value of its assets less the value of any liabilities to third parties. See Table
2 for an example Balance sheet for the fictional company Widget Co.

Table 2 - Balance Sheet for Widget Co. at 31°' December 2002

£m
Fixed Assets 1.2
Property 0.5
Equipment 0.7
Current Assets
Stocks 0.4
Debtors 0.2
Cash 0.3
Total Assets 2.1
Liabilities
Creditors 0.3
Bank Loan 0.4
Total Liabilities 0.7
Net Assets 1.4
Equity —Share holders Funds 14

In this example the Net Asset Value is £1.4m

The net asset value includes some assets at historic costs, some at current value (e.g.
property) and some written down over their estimated life using some kind of depreciation
method. So depending on the type and age of the assets held by the company, the net asset
value will be somewhere along the spectrum between historic cost and the current market
value. It should be noted that the balance sheet generally only contains values for tangible
assets and does not include any intangible assets.

There are a number of ways in which the net asset value can be adjusted to give a much
better estimation of value:

1. If there are details on the tangible assets of the business such as property and
equipment and their ages, it may be possible to gain a better estimate of the current
value of these and adjust the book value accordingly. For example if Widget Co owns
some property as part of its fixed assets which is included on the balance sheet at
£0.5m, the value at which it was purchased 3 years ago, it may be more relevant to
adjust the figure to £0.7m — a value gained from a revaluation which took place in
February 2003. This will therefore increase the Net Asset Value of the Business to
£1.6m

2. Estimates may be included for tangible assets such as expenditure on research and
development, brand values and intellectual property. These intangibles are very
difficult however to assign values to.

For further information please contact Yupar Myint on entrepreneurs@jims.cam.ac.uk or visit our website at
www.entrepreneurs.jims.cam.ac.uk
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3. Off-balance sheet items — for example certain forms of leases for capital equipment
for example may not be included in the balance sheet. These are forms of debt
finance and should be accounted for in valuations.

Market Values including P/E Ratios

The start point for estimating market based values for companies is to consider the values of
companies whose shares are listed on stock exchanges. Share prices for companies listed
on stock exchanges give an instant picture of a company’s value. For example if another
company Reciprocator Co was listed on the London Stock exchange with a share price of
83p and had 30 million shares issued the value of the company (or Market Capitalisation)
would be £24.9 million.

The most popular method for valuing companies is to use a price to earnings ratio or P/E
ratio. This is determined as:

P/E Ratio = Share Price = Market Capitalisation
Earnings per Share Earnings for Shareholders

If we consider Reciprocator Co. and find out from its Profit and Loss Account that its earnings
per share for 2002 are 7p then the P/E ratio =83p/7p = 11.9.

P/E ratios can be used to value any company whether listed or not by multiplying its earnings
by the appropriate P/E value as P/E values can be calculated for sectors and markets.

So if we assume that Reciprocator Co and Widget Co operate in the same sector and we
want to determine a valuation for the unlisted Widget Co we can base it on a P/E ratio of
11.9. So if Widget Co’s earnings per share are 4p and they have 5 million shares, then the
value of Widget Co can be determined as:

Value = P/E ratio x Earnings Per Share x No of shares
=11.9 x £0.04 x 5000000
= £2.4 million

This is substantially higher than the Net Asset Value of the same company!

There are however a number of factors which should be taken into account to ensure that the
comparison between companies is valid, for example:
e Accounting methods used by each company may be different
e The financial year ends may be different — so they will relate to different parts of the
economic cycle
e One company may have experienced atypical drops in earnings — this will have the
effect of boosting the P/E ratio.

Discounted Cash Flow Technique

Discounted cash flow techniques can be used to value to the enterprise and hence
determine a value for the equity involved. There are six steps to completing a valuation by
this method:

1. Determine a time horizon for the forecast

2. Forecast operating cash flows for the period

3. Determine the residual value of the enterprise at the end of the time horizon

4. Estimate the cost of capital

For further information please contact Yupar Myint on entrepreneurs@jims.cam.ac.uk or visit our website at
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5. Discount the cash flows
6. Prepare any financial statements that are required.

In determining the time horizon one would need to consider both the economic and business
cycles and the growth that you would expect the business to achieve within this period. For
example if a new business was to be built around a new computer software package — you
might estimate that a relevant time horizon is just 3 years as development can be fast and
the package may be obsolete after this time. However for products which have longer
development cycles a longer time horizon of 10 years may be better.

You will then need to forecast cash flows for the period which include future sales, operating
profits, capital expenditure, taxes etc. Table 3 shows some cash flow forecasts for Widget Co
for the first seven years of its operation. The following assumptions have been made:

1. There is a one off capital expenditure of £600K now

2. There are £1M of sales in year 1 and these grow at 20% per year

3. Operating costs are 80% of sales

4. Tax is levied at 30%, one year in arrears

Table 3 — Cash Flow Forecast for Widget Co.

Widget Co - Cash Flow

£000's

Year 0 Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year7
Sales 0 1000.0 1200.0 1440.0 1728.0 2073.6 2488.3 2986.0
Operating costs 0 -800 -960 -1152 -1382.4 | -1658.88 | -1990.66 | -2388.79
Operating Profits/Earnings 0.0 200.0 240.0 288.0 345.6 414.7 497.7 597.2
Capital Expenditure -600 0 0 0 0 0 0 0
Pre Tax Cash Flow -600.0 200.0 240.0 288.0 345.6 414.7 497.7 597.2
Tax 0.0 0 -60.0 -72.0 -86.4 -103.7 -124.4 -149.3
Cash Flow -600.0 140.0 168.0 201.6 241.9 290.3 348.4 597.2

The residual value is the value can be calculated in a number of ways depending upon what
is envisaged for the business after the forecast time horizon. For example if the business is
to be closed down, then one might say that the residual value is the remaining value of fixed
assets such as equipment. An alternative if the business is set to continue into the future is
the use the ratio of EV/EBITDA.

EV is known as the enterprise value which is defined as:

EV = Market Value of Equity + Value of Debt

So for Reciprocator Co which has a Market Capitalisation of £24.9 million and if we assume
that in addition it has a £5 million loan outstanding the enterprise value would be £29.9.

EBITDA is earnings before interest, depreciation and amortisation. If we assume that for
Reciprocator Co earnings are £4 million in the current year then the ratio of EV/EBITDA is
around 7.5.

As Reciprocator is in a similar industry to Widget Co we can, like the P/E ratio apply this to
the business, however it should be treated with caution as we are applying a figure that is
relevant now, to events a number of years into the future.

For further information please contact Yupar Myint on entrepreneurs@jims.cam.ac.uk or visit our website at
www.entrepreneurs.jims.cam.ac.uk
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So if we apply an EV/EBITDA of 7.5 to Widget’s earnings in year 7 we gain a residual value
of the enterprise of around £4.5 million.

We still need to take into account the time value of money over this seven year period. For
this we need to estimate the cost of capital for the business. This will depend on the levels of
debt and equity in the business, the level of interest that the bank expects to be paid for debt
finance and the returns that equity investors expect to make. For the case of this example we
will assume that the cost of capital is 10%.

With this cost of capital in mind we can determine the present value of each of the cash flows
for each year by applying a relevant discount factor. The present value can be determined
using the following equation:
PV = 1/(1+r1)"
Where:
| = the amount
r = the cost of capital

n = number of periods

The discount factor to be applied for each year is therefore simply 1/(1+r)", so for year 7 the
discount factor can be determined by:

1/(1+0.1)" = 0.513
Table 4 shows the discounted cash flow for Widget Co over the seven year period. In
addition it also shows the net present value or NPV which is sum of the present values for

the seven years of operation — this is estimated at £0.665 million.

Table 4 — Discounted Cash Flow for Widget Co

Widget Co - Cash Flow

£000's

Year 0 Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7
Sales 0 1000.0 1200.0 1440.0 1728.0 2073.6 2488.3 2986.0
Operating costs 0 -800 -960 -1152 -1382.4 | -1658.88 [ -1990.66 | -2388.79
Operating Profits/Earnings 0.0 200.0 240.0 288.0 345.6 414.7 497.7 597.2
Capital Expenditure -600 0 0 0 0 0 0 0
Pre Tax Cash Flow -600.0 200.0 240.0 288.0 345.6 414.7 497.7 597.2
Tax 0.0 0 -60.0 -72.0 -86.4 -103.7 -124.4 -149.3
Cash Flow -600.0 140.0 168.0 201.6 241.9 290.3 348.4 597.2
Discount Factor 1 0.909 0.826 0.751 0.68 0.621 0.564 0.513
PV -600 127.26 | 138.768 | 151.4016 | 164.5056 [ 180.2788 | 196.4777 | 306.362
NPV 665.0537

To complete the estimation of value we need to add the present value of the residual value of
the enterprise — this will be:

0.513 x £4.5 million = £2.3 million

So the total value is £0.67 million + £2.3 million = £3.0 million.

For further information please contact Yupar Myint on entrepreneurs@jims.cam.ac.uk or visit our website at
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So What’s the Value?

So far we have used three different techniques to determine a value for Widget Co and have
come up with three different answers as illustrated in Table 5.

Table 5 — Valuations for Widget Co

Valuation Method Value £ million
Net Asset Value 1.4 (but could be adjusted to 1.6)
P/E Ratio 2.4
Discounted Cash Flow 3.0

The key question is which value is correct? These values can provide the entrepreneur and
investor with some ballpark figures but, when doing the deal with an investor which involves
money in return for equity, the answer will come down to negotiation.

Doing the Deal - Negotiation

The value of your business will ultimately depend on what someone is prepared to pay for it
and what you are prepared to sell it for. You will come to the final price through negotiation.
The key to successful negotiation and getting what you want from the deal is preparation.

Before going to negotiate you should make sure that you know your business plan well —i.e.
you should know in detail what your product is, what your business is about and who your
target customers are and the kind of value you will be providing to them through your
products and services.

You should also work through a number of deal options and work out the range of prices you
would be prepared to accept or the “Zone of Best Agreement’ (Figure 7). This range will be
bounded by the ideal price (the greatest value that you could possibly expect from the deal)
at the top end and the walk away point — the lowest price that you could possibly accept,
below which you are no longer interested in this deal. You will also need to think about why
you would be prepared to drop the price over this range.

Figure 7 — Zone of Best Agreement

Zone of Best

agreement
Lowest possible Highest possible
Your ‘WAP’ Your ‘start’ point
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In order to play the negotiation game you will also need to prioritise the various elements of
the deal from both your side and the VC side by working out what is important for you and
what is important for them.

Doing the VC Deal — Points to Watch Out For

Aside from getting the right valuation for the business and the equity involved, there will be a
number of other points which must be negotiated with venture capital investors®. These could
include the following:

e A Seat on the Board of Directors — investors may want to have a representative on
the board. Like other directors they should add value to the company and not just act
as an observer for the investor.

e Share structure — investors usually want a substantial minority (between 25% and
50%). You will need to consider the impact of this when shareholders vote on new
resolutions

e Veto rights — investors often wish to enhance their position as minority shareholders
through having veto rights on some key decisions such as: changes to share rights,
constitutional documentation, expenditure over certain thresholds, issue of further
shares or options, disposal of assets , changes to the nature of the business and so
on

e Warranties — investors often ask for warranties from management as to the business
and assets of the company. These need to be considered carefully and limits on
management’s liability needs to be agreed.

e Restrictive covenants — investors may want to prevent management setting up
competing businesses or poaching staff and employees

¢ Share transfer restrictions — departing directors or employees may be required to
sell their shares when they leave. Other rights such as tag-along rights (procedures
used to protect a minority shareholder whereby if a majority shareholder sells their
stake then the minority shareholder has the right to join the transaction and sell their
minority stake in the company) and drag-along rights (rights enabling a majority
shareholder to force a minority shareholder to join in the sale of a company but under
the same price, terms, and conditions as any other seller) may also be negotiated.

e Exit - Equity investors will also want to see a clear route for exit and realisation of
their investment usually within 3-5 years, through listing on a stock exchange, seeing
a trade sale or carrying out a re-financing.

Term Sheets

Part of the documentation used during the venture capital process is a term sheet which this
sets out the details of the investment. A typical term sheet may include the following
sections:

1. The investment — details of how much is to be invested, the valuation of the
business and the number of shares the investor will gain

2. Conditions of Investment — which deals with the need to complete due diligence
and may also include requirements for co-investment from other VC firms

? These points are highlighted further in Mills and Reeeves’s Launch Pad.
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3. Founder shares — conditions placed on the founders and the shares that they hold
and what happens to these if and when they leave the business

4. Terms of Investment — which deals with warranties, the appointment o an investor to
the board of directors and their fees, information flows about the business, rights of
founders and investors to acquire shares, intellectual property issues

5. Confidentiality — basically states that the details of the term sheet should remain
confidential and that both founders and investors will enter into a non-disclosure
agreement

6. Applicable Law — states which legal jurisdiction the term sheet complies with

7. Expiry date — provides a time-line within which the founders and company should
accept the offer

8. Exclusivity — which may state that whilst this deal is in progress, the founders should
not seek alternatives

For a more detailed standard term sheet see
www.tjguk.com/plain dealing/pdf/standard term sheet.pdf

Due Diligence

Once an initial offer has been negotiated the investor will want to perform ‘due diligence’ — a
detailed assessment of the technical and financial feasibility of your business proposition.
The venture capital firm will often use external consultants to consider the market prospects
and technical aspects of the business and chartered accountants to report on the details of
the financial projections and other financial aspects.

The aim of the due diligence review is to either support or contradict the venture capital firm’s

own initial impressions of the business plan and to sift out any fundamental problems that
exist.

After the Deal

After the deal is finally done and the contracts signed, the Venture Capitalist will want to be
sure that the investment is growing in value. Many investors take a ‘hands on’ approach as
described in Box 7.

Box 7 - Role of Investor after the deal is done

A "hands-on" or active approach aims to add value to your company. In addition to advising
on strategy and development, the venture capital firm will have many useful business
connections to share with you. The venture capital firm aims to be your business partner,
someone you can approach for helpful ideas and discussion. A hands-on investor is
particularly suited to a company embarking on a period of rapid expansion. However, day-to-
day operational control is rarely sought. In order to provide this support, some venture capital
firms will expect to participate through a seat on your board. The director may be a venture
capital firm's executive or an external consultant and fees will need to be paid for the
director's services. The venture capital firm will expect to:

e Receive copies of your management accounts, promptly after each month end

e Receive copies of the minutes of the board of directors' meetings

For further information please contact Yupar Myint on entrepreneurs@jims.cam.ac.uk or visit our website at
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e Be consulted and involved in, and sometimes have the right to veto, any important
decisions affecting the company's business. This will include major capital purchases,
changes in strategic direction, business acquisitions and disposals, appointment of
directors and auditors, obtaining additional borrowings, etc.

Some investors will have a less active role in the business, a "hands-off" or passive
approach, essentially leaving management to run the business without involvement from the
venture capital firm, until it is time to exit. They will still expect to receive regular financial
information. If your company defaults on payments, does not meet agreed targets, or runs
into other types of difficulties, a typically hands-off investor is likely to become more closely
involved with the management of the company to ensure its prospects are turned around.
Most venture capital firms in reality tend to operate somewhere between these two extremes.

From www.bvca.co.uk
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Appendix 1 - Grants for Start-up Businesses

1. Grants for Research, Development and Innovation

DTI RESEARCH & DEVELOPMENT
GRANTS
www.businesslink.org/r-d/

Provides grants to help individuals and small and medium-sized
businesses research and develop technologically innovative
products and processes. These were formerly known as the
SMART award scheme and incorporate five different types of
grants

Investigating an Innovative Idea

Businesses who have an idea to develop an innovative product,
process or service, but are not sure whether they are ready to
take it forward successfully, may be able to receive help under a
Grant for Investigating an Innovative Idea.

The grant will reimburse some of the costs of consultants chosen
to provide expert advice on identified ‘barriers’ to the successful
implementation of the business’ innovative idea. The project
outcome is an action plan.

YOU Get: 75% of total project costs up to a maximum of £12k.

Micro Projects

Micro Projects are simple, low-cost development projects lasting
no longer than 12 months. The output should be a simple
prototype of a novel or innovative product or process. A grant of
up to £20,000 is available to businesses with fewer than 10
employees.

YOU Get: Get 50% of total project costs up to a maximum of £20k

Research Projects

Research Projects typically involve planned research or critical
investigation lasting between 6 and 18 months. The result of the
project could be new scientific or technical knowledge that may be
useful in developing a new product or process. Available to
businesses with fewer than 50 employees.

YOU Get: 60% of total project costs up to a maximum of £75k.

Development Projects

Development Projects involve the shaping of industrial research
into a pre-production prototype of a technologically innovative
product or industrial process. Available for businesses with fewer
than 250 employees.

YOU Get: 35% of total project costs up to a maximum of £200k.

Exceptional Development
Projects

Exceptional Projects involve technology developments which
have higher costs. These projects are likely to generate much
wider economic benefits and must be recognised as strategically
important for a technology or industrial sector.

YOU Get: 35% of total project costs up to a maximum of £500k

NATIONAL ENDOWMENT FOR
SCIENCE, TECHNOLOGY AND THE
ARTS

www.nesta.org.uk

NESTA was set up to pioneer new ways of supporting and
promoting creativity and innovation - to find new ways of keeping
talent in the UK, for the benefit of the UK. We mainly do this
through our core funding programmes, but we're keen to explore
other opportunities as they arise. NESTA is building a network of
partnerships and collaborations to do just that.

There are a range of different grants and awards available in the
following programmes:
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Invention and Innovation

Learning

Fellowships

Graduate Pioneer Programme

Ignite

FutureLab

Planet Science

Partnerships and Competitions

The awards available are different in each programme both in
terms of their size and purpose.

2. Grants for Collaborative R&D and Networking

EU FRAMEWORK
PROGRAMME 6 (FP6)
www.dti.gov.uk/ostinternational

Projects must involve several partners from different countries.
Framework Programme 6 (FP6) is the European Union’s main
instrument for the funding of research and innovation in science,
engineering & technology.

Funding is provided to businesses undertaking projects in the
following seven key areas that have been chosen as the priorities
for the five year period starting January 2003:

o life sciences, genomics and biotechnology for health
information society technologies

nanotechnologies and nanosciences

aeronautics and space

food quality and safety

sustainable development, global change and ecosystems
citizens and governance in a knowledge-based society.
The programme is open to EU public and private entities of all
sizes.

LINK COLLABORATIVE RESEARCH
http://www.ost.gov.uk/link/

LINK Collaborative Research brings together industry and
academia to undertake pre-commercial research projects, with
Government providing up to 75% of the total cost for feasibility
studies; 50% for core research, leading to 25% for nearer market
development.

Through LINK Collaborative Research, businesses can engage
with some of the best and most creative minds in academia, to
tackle new scientific and technological challenges so that they can
go on to develop innovative and commercially successful
products, processes and services.

Government provides up to 75% of the total cost for feasibility
studies; 50% for core research, leading to 25% for nearer market
development, which is matched by industry (through either in kind
contributions, cash or a combination of the two).

The average size of a core LINK Collaborative Research project is
around £500,000, with the average duration being 3 years.
Companies of any size and research organisations based in the
UK can participate in LINK Collaborative Research projects.

Each project needs to involve at least one company and one
research base organisation (universities, research and technology
organisations, public sector research establishments, efc).

EUREKA
www.globalwatchonline.com/eureka

EUREKA is a pan-European network for encouraging near market,
collaborative research and development projects which lead to the
development of advanced products, processes or services. It
involves organisations from 33 European countries and the
Commission of the European Union.

Funding of up to 50% of eligible costs may be available for
projects, which must involve a minimum of two independent
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organisations from two member countries. A project can be in any
technological area chosen by the participants.

Any UK-registered company, research organisations and Higher
Education Institution may be eligible to apply for funding.

3. Grants to help with Market Research

EXPORT MARKETING RESEARCH
www.britishchambers.org.uk/exportz
one/emrs/index.html

To be a successful exporter it is essential to plan your entry into
the market. Marketing research is crucial in the development of a
market entry strategy and professional advice and financial
support is available.

As well as providing information and other resources about
exporting on its website, Trade Partners UK provides financial
support to companies to undertake export marketing research
through the Export Marketing Research service. This service is
managed by the British Chambers of Commerce.

Financial subsidies are available of up to 50% towards the cost of
conducting marketing research either in-house or through the use
of consultants.

4. Grants to help with Financial Issues

RESEARCH AND DEVELOPMENT
TaX CREDITS
www.inlandrevenue.gov.uk/r&d/

Research and Development (R&D) Tax Credits for SMEs were
introduced in 2000 to encourage small firms to invest in research
and development.

Under the scheme a company can increase the amount that it
deducts for qualifying R&D spending when it computes its profits
for tax purposes to 150%.

A company that is not in profit can surrender its qualifying R&D
losses (including the R&D tax relief) to the Exchequer in exchange
for a cash payment, worth 24% of the spending on R&D. This is
called the payable R&D tax credit. The Inland Revenue makes the
payment.

R&D tax relief and the payable R&D tax credit can be claimed by a
company even though it has not started to trade for tax purposes.

SMALL FIRMS LOAN GUARANTEE
SCHEME
www.sbs.gov.uk/sflgs

Small businesses with viable business proposals may not be able
to obtain a conventional loan because of a lack of assets to offer
as security against the loan. The Small Firms Loan Guarantee
helps to overcome this by providing lenders (banks and financial
bodies) with a guarantee against default.

Guaranteed loans — which are intended to supplement and not be
used instead of normal commercial finance — are only made
available in those cases where a lender would be prepared to
lend, but for the lack of security.

The Department of Trade and Industry’s (DTI) Small Business
Service, along with 23 approved lenders (including all the main
banks), are able to provide the security needed by guaranteeing
the outstanding loan. The DTl guarantees 75%, with the
remainder being guaranteed by the lender involved.

Minimum loan £5,000. Maximum loan £100,000 (£250,000 if
applicant has been trading for two years or more at the time of
application).

Guaranteed loans are available to businesses with no more than
200 employees and a turnover of not more than £3 million in the
last 12 months (£5 million for manufacturers).
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Eligibility is also dependent on the type of business and the
purpose for the loan.

ENTERPRISE GRANTS
/www.businesslink.org/enterprisegra
nts

Enterprise Grants work alongside funds from commercial sources,
such as banks, in helping small and medium-sized businesses
(that is, businesses employing fewer than 250 people) to finance
their growth. Projects can involve expanding, modernising or
restructuring an existing business, or setting up a new business.
The creation of jobs adds extra weight to a case for support and
applications are assessed to ensure that no jobs will be lost as a
consequence of the project.

The grant is discretionary and will be awarded to those projects
that offer good prospects for sustainable business development
and maximise the economic benefits for their region.

A small business (with up to 50 employees) can receive a grant of
up to 15% of their eligible project costs up to a maximum grant of
£75,000.

A medium-sized business (with 50 to 250 employees) can receive
up to 7.5% of their eligible project costs up to a maximum grant of
£37,500.

5. Grants to help with People

KNOWLEDGE TRANSFER
PARTNERSHIPS (KTP)
www.ktponline.org.uk

(Formerly TCS) — Small and medium-sized businesses with the
potential to grow, and larger companies as well, can participate in
a Knowledge Transfer Partnership (KTP) and benefit from the
expertise of academics in universities, tutors in further education
colleges or researchers in a research based institution (a
Knowledge Base Partner).

No direct financial assistance is provided to businesses
participating in KTPs. However, a grant is paid to the Knowledge
Base Partner as a partial contribution to the project costs. The
company is invoiced for the balance of those costs. These can
vary depending on a variety of factors relating to the agreed
project, but it may be around £32,000 for a two-year project.

STEP
www.step.org.uk

The Shell Technology Enterprise Programme (STEP) aims to help
businesses develop their potential by utilizing the skills of
undergraduates at an affordable cost.

STEP can help a business to define a project and identify an
appropriate undergraduate to work on it for the business during 8
weeks in the summer (July and August). Shorter non-summer
placements and longer projects (up to 12 months) can also be
arranged, subject to the availability of suitable undergraduates,
especially on Electronic Engineering projects.

The student will undertake an agreed business related project pre-
defined by the company. STEP projects are particularly suitable in
an area where the company does not have the time, resources or
in-house skills to devote to it.

STEP students are paid a weekly training allowance of £170 per
week, free of tax and national insurance, for an eight-week
summer project. Depending on local circumstances, businesses
participating may be eligible for a subsidy. Companies may also
be asked to make a contribution to the student’s travel expenses.

6. Grants for Sustainable Technologies, Environmental or Social Businesses
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SUSTAINABLE TECHNOLOGIES
INITIATIVE (STI)
www.oakdenehollins.co.uk/sti.html

Companies of any size can apply for grants in support of the
development of new technologies or the adoption of existing
technologies which will contribute to sustainable development and
competitiveness. The grants are awarded in collaboration with the
science base.

Businesses which aim to utilize technology and the design
process to decouple economic growth from adverse environmental
impacts are likely to benefit from the grants provided by the STI
Businesses are especially encouraged to submit proposals which
incorporate truly novel approaches to the development and
production of processes, products and services. These proposals
will have integrated sustainability into the processes and products
during the design stage. Therefore, sustainability should be
integral to the design process and not a bolt on.

THE CARBON TRUST
www.thecarbontrust.co.uk

Works with businesses and the public sector to help them move to
a low carbon future and exploit the commercial opportunities this
presents.

Supports a wide range of research, development and
demonstration projects within the UK that demonstrate the
potential to reduce greenhouse gas emissions. They look for
genuine innovation, clear need or demands for outputs of the
project, value for money and evidence that the funding will make a
clear impact.

It will accept applications from any UK organization including
businesses, universities, public sector and voluntary
organizations. The maximum amount of funding a project can
receive is a grant of £250,000 which is repayable on successful
commercial exploitation.

7. Places to search for more grants

EUROPEAN UNION
http://europa.eu.int/comm/secretariat
general/sgc/aides/index _en.htm

This website is an excellent start point to find out more about all of
the grants available from the EU

J4B
www.j4b.co.uk

Comprehensive UK based searchable database of business
grants and loans

8. Business Plan Competitions

CAMBRIDGE UNIVERSITY
ENTREPRENEURS BUSINESS PLAN
COMPETITIONS

www.cue.org.uk

Three annual business plan competitions open to students within
the University of Cambridge.

RESEARCH COUNCILS BUSINESS
PLAN COMPETITION
http://www.rcuk.ac.uk/businessplan/

The competition is open to researchers based in UK HEI's or
PSRE's, from across the whole spectrum of academic research -
from arts and biosciences, to environmental, physical and social
sciences to technology.

Postgraduates, postdocs and academic staff who have a business
idea arising from their research and want to develop this further
are encouraged to participate.
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Appendix 2 - Legal Issues of Starting Up

The Companies Act (1985) stipulates that to be a legal entity companies must be
incorporated and registered with Companies House, and should disclose certain information
for the public record. Registration of a Company costs £20, but it is worthwhile seeking
professional legal advice so that you get the ‘structure’ of your company right. Detailed
information is provided on the Companies House website at www.companieshouse.gov.uk,
the following notes provide a summary of some of the key points.

There are a number of different types of company, the four main ones are:

e Private company limited by shares - members' liability is limited to the amount unpaid
on shares they hold.

e Private company limited by guarantee - members' liability is limited to the amount
they have agreed to contribute to the company's assets if it is wound up.

e Private unlimited company - there is no limit to the members' liability.

e Public limited company (PLC) - the company's shares may be offered for sale to the
general public and members' liability is limited to the amount unpaid on shares held
by them.

Most technology based start-up companies are initially formed as Private Companies Limited
by Guarantee.

To actually form a company you need to compile two key documents:

e Memorandum of Association — which sets out the company name, where it is
located and the address of the registered office, and what the company does or its
object. This may be very vague and be simply to carry on business as a general
commercial company.

e Articles of Association — which is essentially the company’s ‘rule book’ which defines
how its internal affairs are run, e.g. how shares are issued or transferred, meetings
and resolutions and the obligations of the company’s directors. The Companies
House website has some model Articles of Association on it's website — an example
is Table A which is generally used by start-up companies operating as private
companies limited by guarantee. Companies can adopt all of these articles, but they
are often amended to encompass different classes of shares, and change directors
voting rights, restrict the transfer of shares, change how board meetings are
conducted.

An additional document that many companies also complete is a shareholders agreement
which governs the shareholders dealings with each other. Unlike the other two documents
this is not disclosed to the public. Often a shareholders agreement is entered into between
founder members at the start, however it is also appropriate where there is significant outside
investment e.g. through venture capital, which may change the managerial structure of the
company or dilute existing shareholdings.

Every company must have a number of formally appointed company officers at all times.

A private company must have at least:
¢ one director - but the company's articles of association may require more
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e one secretary - formal qualifications are not required. A company's sole director
cannot also be the company secretary.

A public company must have at least:
¢ two directors;
e one secretary - formally qualified.

All company officers have wide responsibilities in law, and some of the key duties of
Directors were discussed in the notes on Teams.

Once the company is registered the Companies Act stipulates a number of other legal
requirements which concern the publication of the Company Name both outside its premises
and also on company stationery, the disclosure of accounts on a regular basis, and when
directors or the companies registered address change.

In addition there are a whole host of other legal requirements that a company must satisfy
including those which concern the employment of staff, having sufficient levels of insurance,
health and safety and so on.
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Presentation Slides
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