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Foreword by Jon Moulton— Alchemy Partners

Welcome to the c2Ventures | Investor Pulse Business Angel
Report. As an active Angel Investor and Managing Partner of
Alchemy Venture Capitall, | agreed to write the introduction to
the report because the report sets out to test and report on the
views and experiences of a wide range of Business Angels and
share them for free with fellow angels, companies seeking
funding, advisors and government bodies who may find the
content useful in helping them understand the sector in which
they choose to play.

You will find some surprising findings, some less so perhaps that confirm what you
already knew, together with some feedback and comment from the Angels themselves,
highlighting areas that they think should be improved or changed to assist the company
seeking money to be successful.

I have picked up on a couple of these comments and would like to share with you just two
succinct pieces of advice gained from my years of personally investing into new
companies.

They have generally stood me in good stead over the years. When | have occasionally
not followed my own advice | have regretted it every time. My rules?

Never be optimistic
A good business plan is not necessarily a good investment — find out who wrote it

There follows empirical and anecdotal evidence of the latter in the report, and despite the
sentiment in the former, may | wish you luck and a good return on your investments in
2003 and beyond.

It just remains to say on behalf of all the contributors and survey participants, that we
wish you a prosperous New Year and hope that you enjoy reading the report in the spirit
and context in which it is intended.

Jon Moultonisfounder and Managing Partner at Alchemy Partners. A graduate in Chemistry
and a Chartered Accountant he was most recently director in charge of buy-outs at Apax.
Formerly Managing Partner at Schroder Ventures in London from its inception in 1985 until

1994 and before that with Citicorp Venture Capital in London and New Y ork. Very
experienced in buy-outs of awide variety. Heisadirector of anumber of private companies.

1 Alchemy is a private equity advisory business based in London, specialising in buy -outs,
buy-ins and the provision of later stage development capital. Minimum investment starts at
£5m. Alchemy was formed in January 1997 and is led by Managing Partner Jon Moulton.
Alchemy has advised on over 75 transactions which have completed with over £850 million
of equity invested to date
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The Survey

The survey, the brainchild of c2Ventures was main- sponsored by the National Business
Angels Network and co-supported by Tornado Insider, Great Eastern Investment Forum,
Insensia Capital, 2020 Chartered Accountants and AngelBourse. In addition CASS Business
School provided assistance and feedback on the questionnaire content and structure and
marketing support. Corporact provided the Survey format and data collection engine.

About c2Ventures and InvestorPulse

c2Venturesisa Special Associate of National Business Angel Network, and a technol ogy
oriented associate of Corporate Venturing UK. In addition it has access to suitably appropriate
BusinessA ngels of itsown.

Its focus reflects the professional and personal interest of itsthree directors, all of who have
deep experience in the area of start-up, small and large company success, especialy inthe
Technology arena. In addition to assisting companies to find funding, the company also
delivers pragmatic business oriented consulting to those companiesinterested and passing
certain c2Ventures criteria

InvestorPulse is the Research arm of the business, and focuses on promoting better
understanding for all of the UK Business Angel community and the fostering of crossbody
co-operation in this sector.

WWW.c2ventures.com

The Partners

A brief synopsis and contact details of each of the partners can be found at the end of this
report.

The commercial partners were chosen because of their reputation, understanding, and
coverage of the UK Business Angel Market.

Their business angel membership coversthe SE, London, East Angliaand Scotland in
particular in addition to the national coverage provided by NBAN and AngelBourse.

CASS Business School lent support in the compilation of the questions.

Corporact, aleading investor relations and Corporate Communications company provided the
survey design, dataengine and reporting capability.

Some of the organi sations approached chose not to participate, either due to the sensitive
nature of the survey questions, time constraints, or because they wished to keep the views of
their Business Angels within the network that they operated or controlled.
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lts Purpose

The purpose of the Survey wasto investigate current feeling of the UK small and medium

private investor over the last two years, and going forward into 2003. Each partner publicised
or circulated the survey amongst its Business Angel Membership.

The results should assist companies seeking finance; Business Angels generally, and
professional advisors and Business Angel networks and association to better understand the
transaction. There are alot of commonly held views about the nuances of the sector and the
survey was designed to test these based on the responses of the sample. Where possible we
have included comment from industry figures that may further illuminate or explain points of
interest further.

Itspublication in January 2003 istimed to spark debate and gain editorial coverage to kick off
the 2003 investing season.

Any person or organisation can access the report, and quotes from the report can be used

without permission for any purpose, so long asthey are used in agenerally appropriate
context and manner with the source correctly attributed to c2Ventures.

Anyone wishing any further information, please speak to the Author, Paul Gardner of
c2Ventures on 07050 263500 or email p.gardner @c2ventures.com

The survey isnot intended to provide a quantitative view of the market; that iswell covered

by Professor Colin Mason of the Hunter Schogl of Entrepreneurship in hisannual NBAN and
BV CA sponsored report into investor activity.

Data Gathering

The brand, InvestorPul se was set up as a separate data gathering and research function only.
Partners were happy to use thisindependent name in association with their own brand name to
publicisethe survey, without seeming to promote other networks

Each partner had their own co-branded web page set up, welcoming their members and giving
accessto the survey. Raw data was gathered by means of an online and Microsoft Word
survey. Respondents were invited to fill out the questionnaire online, or to download or
reguest an electronic copy of the questionnaire for emailing or posting back to I nvestorPulse.

Over 75% of respondents chose to complete the survey online. It should be noted that due to
the online and electronic collection methodology, and the partners who invited their investors
and readers to participate, we believe that the responses will show a bias toward those who are
comfortable with technology, use technology on a day to day basis and who access and
distribute deal flow viathe full range of electronic channels and personal networking.

Wherever stated in this report, the term Business Angel refers to those who participated in this
survey, and the views reported are based on the answers given by the respondents to this
survey.

2 Thisreport is available in electronic PDF format from the NBAN website at www.bestmatch.co.uk
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NBAN states that there are thought to be about 18,000 Business Angelsin the UK actively
looking to make investments. It is believed that they invest around £500 million ayear in
around 3,500 businesses. Clearly the sample of this universe responding to the InvestorPulse
survey, although representing a 9% responserate, is not significant enough to be statistically
robust and conclusions about the wider community cannot be made with any accuracy.

No respondent was paid for hisor her time or input; all responses are voluntary. Any
comments offered by the respondents are re-produced in full and un-attributed. Anybody is
able to obtain acopy of thereport for free from the c2Ventures website at
WWW.C2ventures.com

No hard copies are available of the report in an attempt to keep the costs of the survey at a
minimum.
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Report Structure
The structure of the report is set out asfollows:
Investor profile
Deal flow
Investment criteria
Two year investment history
Forward investment intent

Angel Comments on the Market

Additional Comment
As well as the main sections the reportincludes contributions from the Survey Partners.
Their brief wasto write articles of interest to the UK Business Angel community, of a

provocative, informative or educative nature that would add to or illuminate the results of the

survey and add a human perspective to the sterling work of Professor Colin Mason of the
Hunter School of Entrepreneurship at Strathclyde University.

Contributorsinclude:
Jon Moulton — Founder and Managing Partner, Alchemy Partners
Bernard Halliwell — Managing Director of National Business Angel Network
Paul Gardner — Managing Director of c2Ventures
Grant Hawthorne — Managing Director of Great Eastern Investment Forum
William Owen and James Cooper — serial investors
Nicky Griffin - Olswang and Partners
Stephen Kelly — Senior Partner 2020 Chartered Accountants

John Calverley- Chief Economist of American Express Private Bank

1C
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Survey - Investor Profile

The purpose of this sectionisto get afeel for the type of investor who responded to the
InvestorPulse 2002 UK Business Angel Survey.

70%of survey respondents polled stated that they lived in London, SE England or East
Anglia, although there was also a significant response from the Midlands.

5% of respondentswere female confirming the generally held view that thisisamale
dominated industry, although thisfigure is up from the generally quoted one of 1%.

The breakdown of investors by profession illustrated that the vast mgjority of
respondents, some 70% have direct current experience of running companies, which for any
company seeking investment in return for equity and potential Angel participation in the
running of the company is good news. 15% of investors polled are employed, investing in

either the company that employsthem, perhaps as aresult of recent tax legislation, or other
private companies.

Graph 1:Profession of Business Angel
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The degree of management participation in their investments varies widely.

39% of Angels have active management involvement in the majority or
all of their investments, another 40% have involvement in selected
investments only, and 21% have no involvement at all.

Whether thisis dueto time constraints, availability, or becausetheir investmentsarein AIM
or OFEX listed companies where Board or NED involvement at the average level of Angel
investment israreis not clear.

We were interested in the Average Business Angel's investment experience and breadth, not
just their commercial experience

We asked the question regarding the number of AIM or OFEX
investments held by investors and the answers ranged from zero to over
300. An amazing 30% of the respondents held over 90% of the AIM-and
OFEX listed investments. The average number of AIM or OFEX
investments held was 10.
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The number of Non Executive roles held by Business Angelsin their investments ranged from
1to 15 although the average number is 2. On average a further 1 or 2 Non Executive
Directorships were held outside of their direct investments.

Experience

Almost 75% of respondents have been involved in Angel Investing for over two years or
more, so most will have been exposed tothe worst of the downturn. This hasinjected a
substantial degree of realism into a Business Angel’ s negotiation with the management team
in relation to company valuation.

44.76% of Business Angels asked still thought that valuations by
management of their companies were too high, only 8.6% thought that
they were too low.

Graph?2: Length of time as Business Angel

Less than two years
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Geography

It isbeen an often held view that UK Business Angels don't invest outside of their immediate

geography — a constraining factor for many businesses not |ocated in the investor hot spots of

the UK — and another reason why so many of the Business Angel thrive on apurely local or

regional basis. However, this survey found that perhaps due to the economic climate,

investing nets are being cast further afield, perhaps this merely reflects the fact that electronic
media means that connecting companies

Area Percentage and investorsis simpler and no respecter of
Locally (within 50 miles) 17% geography.
Regionally (within 150 miles) 30% Table1: Investment Footprint
UK wide and Overseas 53%
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Why Invest?

The survey aso sought to shed some light on the reasons why Business Angelsinvest into
private or closely held companies.

Given that the focus of the survey has been on investment activity over what is generally
regarded as the worst period for general investing in several generations, we expected to seea
lot of evidence that investorsare optimising their tax positions.

However, when asked to identify and rank what were the top three reasons behind choosing to

become aBusiness Angel investing in private companies, tax planning and tax optimisation
came surprisingly low in the resuilts.

Graph 3: Top Five Reasons for Private Company Investing
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Tax and EIS Considerations
Only 6.1% of responses indicated that investors were looking to optimise their tax position,

with this being the eighth most popular category. Furthermore, only 50% of thoseindicating
this reason chose it as the primary reason for investing.

Almost 65% of respondents stated that the attractions of EIS relief when
considering an investment was either not important or only somewhat
important — a pretty bullish call in today’s environment. A further 12.5%
are not aware of what EIS is or its benefits.

Thisisclearly either an opportunity for education by Government, Financial and Professional
Advisorsor aclear sign that Taxation incentives for the risks taken by investors are not yet
widely appreciated, or seen as scant reward. We have highlighted some of the Business Angel
contributions on this matter later in the report and in particular on page (16) where you will

see a contribution from two leading Business Angels on how they use the system to their
advantage.

[y
€
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Risk Sharing

Around 55% of Angelsinterested in doing adeal liked to share therisk, and to be able to
access other investors. However only 15% and 16% respectively preferredto invest with
friends or as part of a syndicate or club— a desire to keep business, friends and family
separate perhaps?

The UK Business Angel represented in the survey is a solitary
investment creature, almost 60% >of them preferring to invest on their,
own or though their own investment vehicle, with another 9% taking
advantages of private placements offered by brokers and advisors.

Investor Status

Considering the FiISMA regulations around financial promotion, we wondered how many of
those responding had been offered the opportunity to get confirmation of their investor status,
important if they areto receive financial promotions from organisations or companies seeking
funding other than those holding the appropriate regulatory authorisation.

QOver 70% of investors have never been offered a certificate confirming
HNWI* or Sophisticated Investor status by any professional qualified to
do so. A further 57% are not aware that they can get such a certificate of
investor status simply and easily from a number of national sources.

Nevertheless, we asked in terms of investment sophistication and capability, how the
respondents would describe their status, if at all.

Status Percentage
High Net Worth Individual 19%
Sophisticated Investor 56%
Other 20%
Don’t understand Term 5%

Table?2: Self-Assessed Category of Investor

Stage Of Investment

With the global turndown in business, we imagined that Business Angelswould be looking at
more financially sound and more mature companies in which to risk their capital. Over the
period in question, 2000 to 2002, we asked what was the preferred stage of businessin which
they considered investing.

Surprisingly, the answers were significantly weighted toward the earlier stage investment,
despitethe past and current market conditions. Whether this reflects the opportunity and
desirefor larger speculative returns over so called *safer’ investments or whether the response
reflects confidence in the future over the reality of returnsright now, isless unsure. Elsewhere
we see that the average Business Angel isalot more inclined to accept alower return than
was expected in the late 90's and over alonger period.

3 Professor Colin Mason’s research stated this figure at 65% for 2001
4High Net Worth Individual

14
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Thisearly stage biasis consistent with NBAN research for 2001 that putsthe figure for early
stage attraction of investment money at 65%.

Graph4: Preferred Stage of Business
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Due Diligence Services

Inthe world of the Venture Capitalist, due diligence is atime consuming and expensve
resource, but necessary to properly evaluate deals that can be in the many millions or above.
Although Angel Groups have access to trusted counsel and some experts, indeed many
perform the function themselves for other V Cs, in general Business Angels have to trust to
judgement and a faith that the management professionalsin whom they areinvesting are
experts, or at least competent in their respective fields.

Almost a fifth of Angels polled said that they would welcome assistance
in understanding or walidating the financials. Over a quarter would
welcome assistance in better understanding technology

So we asked in which areas would atypical Business Angel like assistance in assessing the
viability of apotential deal. Regulatory and other barriers tothe provision of such aservice
were not taken into consideration. The top three answers perhaps suggest that if addressed
properly and cost effectively, assistance in helping the investor understand better the key
components of acompany's offering could speed the funding process, and perhaps ensure a
better rate of survival and successin their investments.

Graph5: Due Diligence Support Areas

Finance ——————117.3%
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Contribution - CGT Minimisation —Leading serial investor
An Alternative Approach — CGT minimisation versus EIS

William Owen and James Cooper lead a syndicate of serial angel
investors. While the tax breaks available under the Enterprise Investment
Scheme are attractive, they can lead to irrational investment decisions.
Alternative structures may be less tax efficient but can reduce the risk
associated with this type of investment.

The market for floating private companiesis dead. Price earnings multiplesfor salesto trade
buyers have dipped. This should be a perfect timeto invest in high growth private companies
with the prospect of selling out when the next frothy cycle comes around.

However, it isour view that EIS relief is encouraging angels to over price their investments.
When the chief executive of Wonderwidgets values his company at £3 million, the acid test is
to ask yourself whether you could sell Wonderwidgets for this price and to whom. The CGT
deferral and income tax reliefs are designed to cut the cost of investing in small companies.
Too often, the benefits are being handed over to those companiesin the form of inflated
company valuations.

ElS investments have other difficulties.

A report in the Financial Times last year indicated that fifty per cent of all
venture capital firms were nowinsisting on a priority return of two times
their investment before management took out a penny.

They aso use financial structuresto encourage managersto aim for a particular exit date. An

investment structure that is compatible with EIS is almost certainly not going to be able to
givethe angel comfort on these issues.

We prefer an investment structure that is not EIS compliant but does have the benefits of
business asset taper relief. It takes some of the sting out of the argument about the company’s
value. Perhaps most importantly, it improves the prospects of the angel getting his money
back within areasonable time frame, regardless of the timing of the ultimate exit for
shareholders.

Asan example, if our syndicate invest £400,000 in acompany valued at £2 per sharewe
would subscribe to (i) £400,000 of Loan Notes at 6%, repayable in 3 years or on exit
(whichever isearlier) plus (ii) an instrument which gave us the right to subscribe £400,000 for
ordinary shares at aprice of £2 at any time up to the time of flotation or sale. Assuming the
business does not go bust, this gives us our capital back after three years with, effectively, an
option to subscribe to shares exercisable once an offer has been made for the company and the
vaueisknown.

In order to enjoy an effective CGT rate of ten percent after two years, it is essentia for taper
relief purposes that the right to subscribe at £2 is not granted by way of an option. Thisis
because the taper relief ‘clock’ only starts running once the option is exercised and as the
exercise dateislikely be at the same date the company is sold the option route would create
an unnecessary tax liability.

1€
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Our solution isto subscribeto fully paid up ‘A ordinary shares’ with alow nominal value -
say 1p. The A ordinary shareswill enjoy the samerights and beidentical to ordinary shares
except that if the company issold or listed they become deferred shares which are valueless
unlesstheinvestor pays a premium. Inthe example above the premium would be £1.99. The
taper relief clock should start on the payment date of the one pence and not the £1.99 pence

When agreeing the |oan terms remember to structure the loan as an instrument that isa‘ debt
on security’ and not a“ qualifying corporate bond’, so that aCGT lossisavailableif theloan
cannot be repaid.

Anangel with ten investmentsislikely to have one or two outright winners and one or two
total losers. For outright winners, where a sale occurs just after the three-year period is up,
the EIS route has considerable attractions. For thetotal losers, EIS structures are likely to see
as much as 52 per cent of your investment returned through lower tax compared to 40 per cent
under our structure.

But most investments turn out to be mediocre performers wheretheinitial pre-money
valuation proves to have been much higher than thereal value. Exit may take severa years.
For those seven or so companies the Loan Note structure can pay off handsomely asit gives
the angel a chance to either getback hisloan or to negotiate a conversion priceto give fair

value. Those of you who enjoy modelling can have endless amusement working on the
theoretical return on atypical angel portfolio using either of these two structures.

Unfortunately the £25k angel may not have enough influence to negotiate this type of deal.
The answer istojoin asyndicate. Or aternatively you could try and work the same ‘ magic’

on your investmentsthat alocal farmer achieved with his clapped out old tractor. He droveit
down alane and turned it into afield. Then he sold thefield to a House builder.
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Survey - Deal Flow

Business Plan Sources
The biggest complaint from Angels about plans they are sent relate to the lack of focus on

their sector of interest. Understandable if approached directly, less so if approached viatheir
preferred introducer.

Investors still prefer to research their own investment opportunities despite being members of

various associations and groups. One of the most reliable sources of good quality business
plansisviaother investors and Business Angels.

Graph 6: Preferred Source of Investment Opportunities
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Business Plan Communication

Wewereinterested in how the survey respondents were madeaware of businessesin which
they could invest, and how many of them made use of online or electronic communicationin
accessing deal flow over the last two years. Over 40% of Business Angels access
opportunities viaemail approach from their association or authorised advisors.

Graph 7: Communication Preferences
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Thereisstill ahighly significant number who eschew completely el ectronic communications,
and prefer to read about the businessin printed format, or attend company presentation days
where there are distinct social and networking benefitsin attending. It would be an interesting
exercise to compare the success rates of businesses seeking funding with their initial
communication route to the investor.

Angel Association Membership

The mgjority of Business Angels are members of at |east one Angel Association or Network,
most being a member of 2 or 3. These however tend to be quite regional in nature, and not all
Angels get to see good business opportunities from outside their immediate community, a
view shared by agood few Angelsjudging from their comments. This leadsto agood dea of
research into investment prospects by the investors themselves.

Business Plan Quantity and Quality

It seemsthat thereis a perceived problem of quality, not quantity in terms of business plans
being seen by Business Angels with most roughly happy with the number that they see. 50%
see up to 3 plans per month, with another 40% seeing up to 10 submissions. A few well-
known or well-connected investors, around 10%, get over 10 plans a month.

Only 20% of investors would wish to see more, with the vast majority of almost 69% happy
with the number that they receive, thus making the connection between investor and company
even more difficult. Only 11.4% wish to see less month by month.

'How much is too much? Theresearch indicatesthat 88% of respondentswant only to see at
first contact, an executive summary or short precis.

Exec Summary  Short Précis Full Plan Financials
only

64% 24% 10% 2%

Table3:Required Business Plan Detail

Thereality being that like resumes, the recipient of anew plan probably spends less than two
minutes evaluating theinitial submission, so attention hasto be grabbed by an articulate,
compelling and concise writing style talking about an exciting cash generating business
opportunity.

Almost 84% of plans received by this Angel community are rated as
average or poor, with only 16% of plans meriting an above average
score. Not one of the respondents rated a single business plan excellent.
This, together with the recent market conditions, probably accounts for
the less than 2% funding success rate mentioned elsewhere
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Survey - Investment Criteria

We asked some basic questions that we thought would be of most use to a management team
putting together a plan for presentation to afunding body or bodies.

First Hurdle Failure

We asked what were the main reasons for not funding acompany once it had passed the
‘business plan filter’ and ongoing meetings were underway. Our experience tells usthat plans
usually fail at thefirst hurdle dueto alack of:

Clear financials

A scalable business model that includes a clear marketing and salesplan

A ‘must have’ product or service rather than a nice-to-have product or service
A clear exit, and redlistic valuation

Understanding that it isthe team that gets the funding, not the plan

Wewondered if the Angels who responded to the survey shared these views or could offer

any others. We asked, once you have met the management team, but then have subsequently
decided not to proceed to the next stage, what were the main reasons for your decision?

Management, Management, Management

Asin Real Estate, where Location, Location, Location isthe mantra, it is nearly always down
to the management, their skills; their experience, both functional and in guiding a company to
profitability, and how they gel with aninvestor, group of investors or institution interested in

them that very often defines the success or not of the funding, especially more soif a

representative from the funding sourceisto sit on the board or be a part of the management
structure.

‘As an investor, | back management teams’5.

Despite common guidance to the contrary, it was not factors like non ownership of intellectual
property, lack of clear exit, dislike of the product or service, little market potential for the
product or service, unrealistic valuation or failure to agree investment equity termsthat scored
highly in the reasons for refusal, (one presuming that these had in the majority been dealt with
in earlier meetings).

It was the compl ete and utter focus on management issues by potential investors that meant in
many cases nego tiations on the above never even started.

Deal breakers! Tied in first place with 20% each; management quality
and lack of commercial reality. In joint third, with 19 % were poor
financials, and in fourth place, just to hammer home the point, dislike of
the management team with 10.4% of the vote

% Jon Moulton—Serial investor and M anaging Partner Alchemy Partners
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Thereissurely alesson to be learnt there for companies seeking investment. For you to be

successful you must show quality management, preferably with experience of growing a
business rapidly, and capable of growing with it to at least the next stage, or asimportantly,
recognising that you may have to get someone elseto do it instead of you.

Duration of Investment

The mgjority of Angels surveyed, some 82%, expect to be invested for 4 years or more.
Whether this reflects current tax regimes, or isthe amount of time that Angels believeit will
take to get them to their desired liquidity event at the multiple that they requireislessclear.
Thereisstill an 18% hardcore of investors, perhaps the professional investors amongst the
respondents who expect to see a handsome return on their capital within 1-3 years.

Return on Investment
There is some good news though, Angels know that the days of triple digit returns are long
gone, and they are equally divided asto their expectations around the return on their

investment. We fed that more plans, instead of promising the earth, could actually afford to
show alower return morein line with Angel expectations currently.

Gross ROI 50% - 100% 101%- 151% 151% - 200% 200%+
Percentage 28% 25% 20.3% 26.8%

Table4: Expected Gross Return on Investment

Companies are always advised to seek EIS eligibility if they are able, asit makesthem more

attractive to investors. According to our Angel group, non-EIS statusis not aways adeal
breaker.

Very Somewhat No EIS?
23% 49% 15.3% 12.6%

Table5:How Important is EISeligibility

We hear alot also about both the Government and Brussels' contribution to funding start up
companies. Is the process as straightforward and timely as they would have us believe or are
there still things that could be done faster and better. Later investor comment suggests that
thereis. Our respondents reply to the question, have the companiesin which you have

invested, investigated or applied for Government or EU funding provided the following
answers:
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Graph 8 Relevant Public Funding Applications?
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Contribution — R&D Tax Relief — 2020 Chartered Accountants

2020 are aLondon based firm of Chartered Accountants who speciaisein

helping SMEs grow and develop their businesses. They are particularly
focussed on the technology sector.

Stephen Kelly isDirector of the Practice based in the City of London.

R&D Tax Relief for SMEs
The Finance Act 2000 introduced a new definition of research and development (R& D) for
tax purposes. The detailed provisions can be found in Section 69 and Schedules 19 & 20.

The two main tax effects of thislegislation are asfollows:

Research and Development Allowances (RDAS). These allow companies to write off

immediately all capital expenditure on R& D against the profits of atrade. Thisisrealy a
new name for Scientific Research Allowances (SRA), which have existed since 1945.

R&D Tax Relief and Credits for SMES. Under these provisions smaller companies are
allowed to boost the amount they deduct from profits for current spending on R& D from
100% to 150% for tax purposes. ThisisR&D Tax Relief. If the company isloss making it
can surrender these losses for cash payments. TheseareR& D Tax Credits.

From April 2002 the Chancellor extended this regime to give extrarelief to large companies
and to those companies devel oping vaccines. However, the focus of this paper isthereliefs
given to smaller companies.

Definition of R&D

Thisisthe most difficult area of interpreting the legidation, as there will be a degree of
subjectivity, no matter how tightly thisisdefined. The Act usesthe definition of R& D
contained in SSAP 13, as modified by guidelines. The Secretary of State for Trade and
Industry published a helpful guidance paper in 2000 on the definition of R& D for tax
purposes. Quoting from this:

“R& D isthus characterised by work which breaks new ground and the novelty of what is
being created in an atmosphere of scientific or technological uncertainty, and if successful
will result in the extension of scientific or technical knowledge (although it is recognised that
R& D will not always be successful). R&D should be founded on the investigation and
exploitation of ascientific principle. Thismay bein pursuit of the creation or development
of, for example, new liquids, substances, materials, software, designs, products, processes,
technology or knowledge. R&D may result in intangible aswell as tangible outputs.”

Who Qualifies?
Firstly, R&D tax relief isonly available to companies, not to sole traders or partnerships.
Secondly, the company must meet the definition of asmall or mediumsized enterprise (SME)

as per the Commission Recommendation 96/280/EC. Broadly, this states that the company,
together with any companies of which it owns more than 25%, must have:

Fewer than 250 employees,

N
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Either:
-Turnover no greater than 40m Euros; or
-Balance sheet total no greater than 27m Euros; and

No more than 25% of the company can be owned by one or more enterprises not
meeting this definition of an SME.

Qualifying Expenditure
Thefollowing are the key criteriafor expenditure to be qualifying, aslaid down by Schedule
20 of the Act:

The expenditure must be revenue in nature and deductible for atrade or would have been
deductible for atrade if it existed and such trade it is intended will derive from the R& D
activity.

The expenditure rrust be at least £25,000 for a 12-month accounting period.

The expenditure must be incurred after 1 April 2000.

The R&D can be carried out by the company directly or by athird party onits
behalf.

The expenditure must be on staff costs, consumable stores or on sub-contracted R& D
costs. If the R&D issub-contracted special rulesapply.

Any intellectual property created as aresult of the R& D must vest in the company.
It should be noted that this could be in conjunction with other parties.

Expenditure does not quaify if the company is contracted to carry out the R&D by
another party.

Subsidised expenditure does not qualify. This encompasses notified State aid for
relevant projects (even if the aid isfor non R& D expenditure on the project).

The Act defines staff costs as all cash payments, employer’s Class 1 NICs, and pension
payments but not benefits-in-kind. Staff costsfor all relevant staff should be considered. |If
any staff member spends less than 20% of their time on relevant activities then their cost is
ignored. Conversely, if they spend more than 80% of their time on relevant activities then
100% of their cost isallowed. Relevant staff isthose directly involved in R& D activity. This
excludes support staff.

How is Relief Given?

If acompany, which is trading, makes qualifying R& D expenditure then it can, on making a
claim, increase the cost of this expenditure from 100% to 150% as a deduction against its
trading profits.

A separate election must be made if the company has not yet started totrade. Thiselection
must be made within two years after the end of the accounting period in which the
expenditure wasincurred.

If acompany isloss making then it can claim R&D Tax Credits. To calculate the value of the

credit the company must first cdculate the value of its“ surrenderable losses’. These arethe
lower of:
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150% of its qualifying R& D expenditure; and

Its unrelieved trading losses for the period (ignoring losses brought back or carried
forward to the period).

Thevalue of the R& D Tax Credit is then the lower of:
16% of the surrenderable losses for the period; and
The company’s PAY E and NICsbill for the period.

The Inland Revenue will make payment of the R&D Tax Credit direct to the company.

Other Considerations
Aswith most other areas of tax legidlation, there are specific anti-avoidance rules, particularly
relating to combating artificially inflated claims.

There are also rules to prevent companies surrendering losses to other consortium members,
under the provisions of section 402(3) of the Taxes Act 1988, where those consortium
members would not meet the SME definition contained in thislegislation.

Finally, it is not uncommon for companies to undertake joint R& D initiatives. Where this
happens, the parties should consider their own position carefully. Where the two parties
involved simply share the activities and the costs then each will normally be able to treat their
share of the R&D costs as qualifying costs under this legislation. However, wherethereisa
separate joint venture company, then they will need to consider who will ultimately own the

intellectual property created by the R& D activity. Thisisthe party to whom the benefits of
R&D Tax Relief will accrue.®

® The author hastaken all reasonable care to ensurethat the contents of this article aretrue, accurate and fair.
However, neither the author nor 2020 Chartered Accountants can be held responsible for any loss occasioned to any
party asa result of actions taken or not taken asa direct or indirect result of reading thisarticle. Thereisno
substitute for good quality tax advice and readerswho are interested in acting on the contents of thisarticleare
advised to conict a Chartered Accountant.
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Survey - Two Year Investment Record

Company Performance

Now we are alittle clearer about the type of person the Survey represents, we wanted to get a
feel for their levels of activity over the last two years, what they have invested in, when their
last investment was, how much was their average investment and so forth. Thisis hard data
and no conclusions are drawn from it.

When we asked about Company Performance over the last two years
16% of the UK Business Angels responding to the survey, stated that
none of their companies had met their financial targets with a further
24% saying that only the minority of their investments had performed
well. Around another 38% reckon that only half of their investment
companies have met financial targets.

Write Offs

Thisisbacked up by the admittance that 42.3% of Angel Investors have written off one or
more of their investments over the last two years, (this contrasts sharply with the findings
pertaining to sensitivity around EIS qualification of companies). The other 58% have not

written off any of their investments, although whether thisis due to out-performance of the
investment or simply a‘wait it out” approach remains to be seen.

Investment Recency

Despite the downturn, investors have continued to show faith in the private company sector,
with a significant number investing strongly in the last quarter of 2002, seemingly at odds
with the general downbeat view on the market in 2003. 75% of Business Angels had made
multiple investments over the two-year period.

1-3Months 4-6 Months 7 Months— 1Year  Over 1 Year Ago
35% 19% 15% 31%

Table6: Recency of Last Investment

1-2 Companies 2-3Companies 4-6 Companies 7 or More
24% 43% 21% 12%
Table7: Frequency of Investing 2000 to 2002
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Average Investment Size for the Survey
The survey respondents had invested in around 338 companies between 2000 and the end of
2002, with the average amount invested per transaction of around £27,500.

Graph 9: Average Investment Size
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Contribution - Employee Incentives Scheme - Olswang

Olswang isafull service law firm focusing primarily on clientsin the media,
communications and technology sectors. Nicky Griffin heads up their
employee incentive practice and advises on the legal issues associated with
providing shareincentivesfor directors, consultants and third-party advisers
Nicky'sdirect line is 020 7067 3402 and her email addressis
nicky.ariffin@olswang.com

Employee Incentives - Potential Tax Traps

Itis usually essential for an early stage company to be ableto offer shareincentivesin order
to recruit high quality executives. Thisis particularly the case whereit is not possible to offer
salaries and cash bonuses commensurate to equivalent roles within more well established
organisations. In addition, shareincentives, if appropriately structured, can act asavaluable
tool for aigning the interests of the executives with those of the investor.

Unapproved Share Option Schemes

Until afew years ago early stage companies would have established an unapproved share
option scheme. However, from atax perspective thisis now highly inefficient: executives are
subject to income tax at 40% (plus an additional 1% employees national insurance from April
2003) and employers are subject to national insurance at 11.8% (increasing to 12.8% in April
2003) on the difference between the value of the shares on exercise of the option and the
option price paid.

There is no mitigation for the length of time the optionis held and business asset taper relief
for capital gainstax ("CGT") purposes can only start to reduce any gain in valuein the shares
oncethe option is exercised. Many companies are still operating these schemesand if an
investee company does still have such a scheme thought should be given to replacing it with
the alternatives discussed below, particularly if there has been no significant changein the
value of the company since options were granted, which unfortunately in the current climate
istoo often the case.

EMI Schemes

Today most early stage companies will hopeto be able to grant options under an Enterprise
Management Incentive ("EMI") scheme. EMI schemes were introduced by the Government
in 2000 and offer substantial tax breaks for both employers and executives. The
Government's aim in introducing the EMI scheme was to help "small, high-risk" companies
attract and retain employees.

Unlike any other option arrangement, an EMI option isitself generally treated as a "business
asset” for CGT purposes. This potentially enables an executive to reduce his'her tax charge
from a 40% income tax charge which would otherwise crystallise on the exercise of an
unapproved option to a 10% capital gainstax charge which will crystallise only on the sale of
the underlying shares following exercise of the EMI option, provided that the period starting
on the date of the grant of the option and ending on the date the shares are sold (i.e. following
exercise) is 2 years or more.

However, a company whose sharesare subject to EMI options must be a"qualifying
company" withinthe EMI legislation. A company whose activities consist wholly or asto a
substantial part (generally greater than 20% of all activities) in the receipt of royalties or
licence fees attributabl e to the exploitation of intangible assets will not be aqualifying
company unless the intangible asset being exploited was created by a company within the
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group. Thiswill not always be the case, particularly where the intangible asset has been
transferred to the company in question from a university research programme or even
individual creators.

Flourishing Shares

A company that does not qualify to grant EMI options should look to issue its executives with
what are known as "flourishing shares". These shares have limited rights onissue, but rights
such as dividend rights, voting rights and rightsto rank equally on awinding up etc.
"flourish™ in certain predetermined circumstances. These could be on an exit event such asa
listing or sale or could be linked to the company's or the individual's performance. Asthe
executive holds the shares from day one, on a subsequent disposal he/she should be able to
benefit from business asset taper relief from the date of issue. Therefore, aswith an EMI
option, he/she has the potential to reduce his/her tax charge from 40% to 10%. Unlike
unapproved options, theissue of the flourishing sharesis unlikely to result in a national
insurance charge for the employer.

Aswell asthe tax benefits set out above acompany can ensure by careful drafting of its
articlesthat it only rewards success and does not allow those employees who leave the
company or who do not perform well to benefit.

Itisessential, however, that the rights of flourishing shares are set out in the company's
articles of association prior to issue of the shares and thiswill require the company to give due
thought and consideration to thisissue up-front. A little forward planning in this area can

reap significant dividends for both the company and its executives.
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Survey - Forward Investment Intent

We asked what the view of the Angels was going forward specifically in terms of the overall

UK Economy.
Your View on the Economy Percentage
Improving Markedly 5%
Improving Slightly 30%
Static 36%
Worsening Slightly 18%
Worsening Markedly 11%

Table8: 2003 View on the Economy in General

Nearly 76% of Angels surveyed stated that they would be investing about
the same or more in 2003, with 21% planning on reducing their levels of
investment, and a further 3% planning to put their purses and wallets
away for the foreseeable future.

Management Involvement

In terms of looking after their money in a hands on fashion, there was a slight increase from
last year's 21% to thisyear’ s 22% of those investors still planning on takingno active
management interest in their investments; afifth plan to participate fully inall their
investments, and around 56% will be taking an active role in some of their investments.

Investment Size

After comparison with 2002 it can be seen that the general trend in 2003 is remarkably
similar. The most significant areas ook to be the planned increase in the £101K-£250K
segment, which is balanced out by asimilar fall in the £251K -£500K segrrent.

Graph 10: Forecast 2003 investment size
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Hot Sectors for 2003

We then asked Business Angels to identify the sectorsin which they would be most likely to
invest in during 2003; the results of which are summarised in the chart below. Note that these
are not necessarily in the same order asthe top 5 sectorsidentified by the respondents asthe

most likely to be showing improvement over 2003. This may indicate that investors are likely
to stick to what they know, over and above investing in a sector that they rate as a growth one
but one that they perhaps do not understand as well.

Thetop 5 sectors voted by the respondents as most likely to show a marked improvement are
in ranked order:

1. Hedthcare

2. Bio-Technology

3. Software

4. Professional Services

5. Electronics

Graph 11: UK BusinessAngel Survey Hot Sectors.
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Contribution — 2003 UK Economic Outlook- American Express Bank

We asked John Calverley, who has been Chief Economist and Strategist of American Express
Private Bank since 1995 to offer his views on the UK market going into 2003 and to highlight
some of the influences expected to impact on the UK from the US. John travels widely
dealing with both investment issues and country risk analysis for the Bank.

The UK economy has weathered the last coupl e of years of world economic
sowdown rather well. GDP grew 1.6% in 2001 and an estimated 2.2% in 2002.
Not bad for an economy with a“trend” growth rate of about 2.5% p.a. and after
growing an average 3% for the preceding 8 years. But the prospects for 2003
are uncertain. Will the US economy pick up again, lifting the rest of the world
including the UK? Or are the full implications of the late 1990s stock bubble
still to come through, as householdsinthe US and UK and elsewhere cut their spending to try
to make up their losses? And how will the UK’ s unsustainable housing boom resolve itself—
with awhimper or abang?

Most seasoned US forecasters expect arebound in the US economy later in 2003. Policy
settings are very supportive with interest rates of only 1.25% and yet another big tax cut
planned by George W. Bush. And, historically, business spending nearly always does pick up
about ayear into an expansion.

However there are several worries. First, state and local budget cutting will partly offset the
Federa stimulus. Secondly consumer spending may weaken. US employment growth has
been stagnant in recent months while the boom in American house prices, which has
supported heavy consumer borrowing, iscoming to a halt.

Thisissue of slowing house price inflation is atheme to which we will return in the UK.
When house prices rise, people borrow more money and some of it goesinto spending. The
result isa surge in consumer spending and an apparent fall in the savingsrate (which is
measured as simply income less spending, taking no account of how much borrowing is
done). But if, in the following year, households borrow the same amount then the growth of
consumer spending actually slows down. And if house prices stop rising altogether or actually
fall, consumerswill likely borrow less and spending can actualy fall.

S0, to return to the US, all the main signs are that the USwill pick up but this does depend on
the household savings rate staying the same or only moving up very slowly from its current
level. And the current savings level isonly about 4%, well below the normal 6-10% range. It

also depends on business investment recovering. At present businessis cautious, both because
of the soft patch in sales and because of the threat of war and high oil prices.

In the UK the weakest parts of the economy in recent months have been manufacturing and
finance but both should receive aboost from aUS pick-up. However consumer spending, the
mainstay of the economy in 2001-2 boosted by * mortgage equity withdrawal’ from the
booming housing market, is probably now in aweakening trend. Data for the last months of
2002 aready point to aslowdown in spending and, with house price inflation likely to slow to
acrawl during 2003, consumerswill pull intheir horns. Asin the US, the household savings
rateisunduly low at present, close to 5.5% compared with an average of 8% in the last two
decades, so again consumers could be adrag on the economy. The optimistic view would be
that the savings rate could return to normal over a several year period, too slow to seriously
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damage the economy. Pessimists worry that it could happen in just ayear or two, which could
severely slow the economy.

So inevitably thereisarange of possible outcomes and plenty of uncertainty.

At American Express Bank we are forecasting a moderately positive
result, a solid US recovery in 2003 and, for the UK, GDP growth of 2.2%.
And we expect the Bank of England to keep rates at 4% for the first half
of the year and then push them up by about 2% later on.

But there are downside risks too, if the US fails to pick up strongly or if UK house prices go
off the boil suddenly. The Bank of England would likely then cut interest rates, good news for
investors in government bonds but the stock market would probably swoon first.

Where does all thisleave investors? Well there is no doubt that nearly 3 years of falling
markets has |eft stock valuations much more attractive than before. Even so, valuationsare
still relatively high for the US and only fair rather than cheap, for the UK market. So the UK
stock market is vulnerable if the US market falters again, or if the aftermath of the British
housing boom brings a home-grown economic slowdown. Still, for the long-term investor,
UK stocks now offer an attractive dividend yield and reasonable prospectsfor capital growth.
Since nobody can forecast the markets ups and downs, investors should probably be as
nervous about beingout of the market as beingin the market. At American Express Bank we
are recommending cautious overweights in stock markets generally, including the UK.

Government bond yields, including UK gilts, will tend to sell off if we see a global economic
recovery thisyear, aswe expect. Nevertheless inflation is likely to remain fairly muted and
the sell-off may be less than some expect, perhaps to the 4.5% range for US 10 year
Treasuries and 5% for 10 year gilts. In this environment corporate bond spreads will likely

narrow so corporateyields will be more stable overall and therefore relatively attractive.
Given the economic uncertaintiesit will be important for investors to hold a mix of bonds and
stocks.

The above mentioned commentary isfor information only and reflects the views and opinions of American Express
Bank Ltd asat 7 Jan 2003. Information has been obtained from sources that are believed to bereliable but their
accuracy cannot be guaranteed. American Express Bank Ltd takes no responsibility for any individual investment
decisions based thereon. American Express Bank Ltd. (No. FC1863, BR301) 60 Buckingham Paace Road, London,
SW1IW ORR. Incorporated with limited liability in the State of Connecticut, USA, and registered with the Secretary
of State, Hartford, Connecticut, USA , with its head officein New York, USA. American ExpressBank Ltd. is
regulated by the Financial Services Authority and represents only the American Express Group in the marketing of
persond financia servicesincluding regulated fund products.
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Survey - Business Angel Comments

We asked the question what should be done to simplify and/or improve the business of
Business Angel Funding.

We make no comment on their quotes, and they are produced in full. The following comments
and their inclusion into this report do not imply any agreement, shared view or otherwise with

the author of the comment by c2V entures, InvestorPulse, or any of the Report partners.
Comments are re -produced in full, without editing save for the correction of small
typographical or grammatical errors.

We have provided a selection of comments roughly categorised by type to make for easier

reading, where the comment is highlighted, it indicates that there were one of more similar
views expressed by the Angels surveyed.

What would help a company get funded?

‘Clearly demonstrating who is going to pay for the product or service.
| invest in companies who get cheques from customers, but need
additional resources to satisfy customer demand’

“Y ou should have an idea of the company’ s worth before you attempt to offer
equity for investment’

‘Greater Market Awareness

‘The provision of better support and training so that the management teams have
more skill and are more credible’

‘Mentoring of companies and availability of mentors to company management’

‘Having better management who are committed delivering a return to the
smaller share holders’
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What could Government, Professionals and Public Bodies do to help?

‘The removal of Capital Gains Tax by the Government for private
investment into private companies’

‘Fast track decisions on Gov Funding- Y es or No. Then a project and
potential investors know where they stand’

‘Lessred tape’

‘A standard way of buying sharesin astart-up would help compared to the
current system where each deal is acustom deal and is then changed
completely by the next round of venture capital investors

‘Better tax breaks

‘Matched funds, better government support, easier exit, tax benefits’
‘Lessregulation pertaining to Angels and advisers

‘Simplify and shorten the process of potential Government funding’
‘More government support for SME'S

‘Transaction costsin IPR based businesses (e.g. Biotech wherel ama
specialist) are so high that small start-up deals are becoming not worth the

hassle. We need some simple agreements between lawyers (TO RUN THE
PROCESS EFFICIENTLY) and not to kill the deal at first stage’

‘Lifetimeinvestment funds with tax free status rather than have
pension/endowment/I SA accounts handled by fund managers. Therefore
needs poalitical will for achange’

‘Devolved, easily accessible, low cost |oans and grants for new technology
and manufacturing companiesin the start-up to pre-revenue stage. Very
strong taxexempt and bureaucracy exempt environment for new
technology companies with lessthan 8 employees’

‘Simpler more uniform access to money, and a removal of the FSA
regulations governing the promotion of private business to individuals, in
other words, letting business people make their own decisions over what
they do with their discretionary income’
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Contribution - Government Assistance for SMEs — Nigel Griffiths

Nigel Griffithsis Government Minister for Small Business and we asked him
to outline what he thought were the significant milestones that the
Government has achieved in supporting the UK entrepreneur and what more
we could expect going forward into 2003.

He has not seen or had opportunity to comment on the Survey findings or
advice offered by the Angels surveyed.

Over thelast year the DTI and its agency the Small Business Service (SBS) have worked hard
to make sure that the environment in Britain is right for small firms to achieve their maximum
potential. The SME sector isworth over £1 trillion to UK Plc.

Small businesses by their very nature do not have access to the same resources as larger
companies, which iswhy it is so crucial that there is access to quality professional advice and
avariety of sources of finance. We are positively affecting ease of access to finance and its
availability, at the same time asensuring that we educate and support SME’ sthrough the
process.

Accessto sour ces of finance

In terms of developing a nationally recognisable connected network of Business Angels for
companiesto access, the SBS has provided pump 4priming funding of £700,000 over three
years to help establish the National Business Angels Network (NBAN).

Furthermore in 2003 the Government will compl ete the rollout of the nine Regional Venture

Capital Funds (RVCF). This marks amajor breakthrough in the risk capital market, because it
will help to plug the ‘ equity gap’ for small firmswith growth potential.

Each RV CF isindependently managed by commercia fund managers and provides capital of
up to £500,000 to local SMEswith growth potential who have traditionally found it difficult
to access the funds they need to expand and improve. Firms have aready begun to benefit
around the country.

Management support

To support the Entrepreneur and small business, we have introduced the investment readiness
pilot scheme. Backed by over £1m of SBS money, six organisations across England will run
projects to assess the most effective way for companies to attract new investment. The project
managers will look for dynamic small businesses with high growth potential and explain to
them al the different sources and types of private sector funding avail able to them. This
ensures a consistent level of affordable support across the country

The Business Link network has advised more companies than ever, boosting profits and
providing longer-term stability. We' ve helped 40,000 businesses to make better use of
information technology and embrace ecommerce viathe UK on-line service delivered
through Business Link operators.
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The SBS has a so set up the £75m Business I ncubation Fund, which provides suitable
premises, business advice and other help such as financing options. Thistype of business
incubation provides a supportive nurturing environment and encourages the creation of an
entrepreneurial culture through fostering business

Start-ups. 75 per cent of the businesses that start in such incubation projects are still in
business after 5 years, compared with only 33 per cent that do not have such support.

Government commitment tothe SME

However, SMEs have been telling us that we need to simplify and focus the delivery of
government support, so throughout last summer the SBS worked with a number of partnersto
develop and streamline policy on small business. The new policy framework, “ Small Business
and Government — The Way Forward” that we launched in December represents a significant
step forward in tackling the barriers facing small firms and ensuring that policy makersin
Whitehall take full account of the views of SMEswhen drawing up policy. The strategy,
which hasthe full support of both the PM and the Chancellor isasign of the Government’s
commitment to making Britain the best place in the world to start and run a business.

Small Business Service: www.shs.gov.uk
Business Link: www.businesslink.org
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What could the advisors do to help companies?

‘More angel investing with service firms to help with the due diligence’

Moreinformation sharing by professional adviserswith the private
investor community and investor groups’

‘Developing certain templates (and standard assumptions/guidance on
issueslike IRR etc.) that would capture 80% of the information
necessary |eading to quicker decisions about "go or no-go" *

‘The market needs the existence of amore prominent and coordinated
information distribution service. There are currently too many diverse
bodies confusing the "start-up" arena’. Current legal documents are far
too diverse and cumbersome.

The development of standard subscription agreement terms and
conditions.
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What could the VC do to help?

‘VVC'S need to be more realistic and to act like VC's, not like banks’

‘We need better liquidity for angels at rounds two and three. | am severely
disillusioned by VC's attitude to Angels. They fail to understand that
without angelsthey will have no second round opportunities. At the
minimum second round funding should offer Angels an exit option’

‘Venture capital companies (or govt fund run akin to aVVC firm) which
would syndicate with angelsto fund businesses

‘Greater protection for existing angel investors in subsequent VC funding
rounds’
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Contribution — Sales and Marketing Focus—c2Ventures & GEIF

Paul Gardner has an MBA and the Diplomain
Marketing, and has held Global Sales; Marketing and
Customer Service responsibilities for a cross- section of
listed and start up companies. Heis currently Managing
Director of c2Ventures, aleading Business Angel
network based in London and the South East. Paul isthe
author of thisreport. Grant Hawthorne is an Accountant
-8 by profession and has awide range of experiencein hi-
tech start-up funding, business devel opment, consultancy, and project management gained
from stints spent in South Africa, Canada UK and Ireland. He is currently Managing Director
of the Great Eastern Investment Forum, a leading Business Angel network based in
Cambridge.

Having received over 500 business plansin 2002 between our two organisations thereisone
constant areathat showsill preparation, or lack of appreciation by management seeking
funding, and that is marketing, sales generation and customer retention awareness.

| am sure we have both seen perfectly adequate business plansin every respect except for the
fact that the company is able to articulate its sales and marketing strategy and plan in less than
two pages. As Grant says, some companies seem to have no idea on how they are going to

win the customer, or keep and serve them once obtained. So we ask the question, have start-
up companieslearnt their lesson from the last two years?

Recent research focused on the Cambridge based high tech and biotech start up companies
conducted by The Great Eastern Investment Forum and the Cambridge office of Deloitte and
Touche suggests not, and this certainly backs up anecdotal evidence.

The survey revealed that more than a quarter of early-stage companies
spent over 90% of their funding on product development, with fewer.than
one in five companies spending more than half of funding on market
development activities.

The reasonable conclusion; that start -up companies in the Cambridge areawould rather spend
their cash on product development than on building market share. Furthermore the research
showed that companies seem unaware of how to bring their product and services to market,
how to create market awareness and at what stage in the development cycle to commence
market development activity.

This push to develop products and services rather than build market share was reinforced by
findings that most CEOs questioned spent less than half of their time building market
awareness, with nonrexecutive directors playing anegligiblerole

An astonishing one in five companies completely disregards building
market awareness until the product or service is ready to be launched.

Research findings al so disclosed that rather than create ‘ next generation’ products or services,
for which there is aready market in existence, 57% of companies surveyed are developing

totally new products and services with unproven market potential.
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There are huge risks attached to this fixation with product development to the exclusion of all
else. Needlessto say, start-up and early stage companies without a marketing and sales focus
fare poorly in obtaining funding, because they are asking the Business Angel to fund
something that has no possibility of areturn for them, because there is no proven established
need, market or customers for the product, and more importantly, no reference customers.

A lack of customers, and therefore revenues al so impacts upon the valuation of acompany. If
thereis no plan on how to make the figures forecast in the financias, (remember, lack of faith
inthefinancialsis asignificant reason why Business Angels choose not to fund a business)
then the Business Angel is also simply unable to calculate a valuation with any confidence.
Even though revenue based valuations on their own simply do not do it, and are currently out
of favour, most Angels still ook to revenues as one part of their valuation process, and more
importantly, as an indication that acompany can succeed in the harsh 2003 environment.

Morgan Stanley Investment Bank (European Stock Selection- The Factors that Matter) gave
the results of arecent exercise the bank conducted. It tested, over a 15year period, the
performance of shares based on a number of key fundamental ratios. Market value to sales,
and enterprise value to sales ratios proved important in picking good stocks in depressed
markets like the one we are currently experiencing. Business Angels knowfactslike this.

Lack of salesfollowing on from an unfocused or poor marketing strategy clearly affects
valuationsin the public spacejust asit doesin the private one, just examining the val uations
of selected companiesin the technology sectors whose sales have been hit recently shows
this:

Sector 2000 2001 2002 12003
Portal | Search Engine (Yahoo) 194x 14x 13.5x 11.4x
Etail (Amazon) 17x 25 1.7x 1.98x
Transaction (e-bay) 71x 19.5x 24x 17.25x
Content (the451, FT.com) 24x 0.7x 0.4x N/A
Solutions Outsourcing (Sapient) 29x 2.3x 2.2x 1.33X
Networking Solutions (Cisco) 17x 24x 6X 4.9x

Table9; SampleICTratios’

So the message we would offer to new firms seeking funding is that you underestimate the
importance of hard sales, reference customers, and acommercial marketing strategy at your
peril. Lack of thought and direction in this area may well reflect management’s core skillsin
technology and discomfort in the commercial discipline, but you need to have the customer
acquisition and retention component in your plan, business and head too. Not to have this
impacts on your ability to make areturn on your Angel’ sinvestment, and also on the ability
for you to get avaluation that means anything.

If young start ups can demonstrate that they have worked with their customers, taken their
needs into account and clearly demonstrated an appetite for their products and services, they

may yet find that venture capital investors and business angels are willing to open their
cheque books and back ventures that otherwise would have them voting with their feet.

7 Source— Observed Valuation Ranges Market Capitalisation / Revenues Bloomberg and Y ahoo
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In Closing —Bernard Halliwell — Managing Director — NBAN

"\ Bernard has been managing director of the National Business Angels
=

Network since 1999. Heisalso adirector of EBAN, the pan-European
businessangels' organisation that promotes the use of informal equity in all
international contexts, and also of the Business Angel Networks
Association, the trade representative body that oversees the development of
best practice in the UK.

Thissurvey has set out to establish the state of business angels' thinking in the middle of one
of the biggest investment turn-offs for seventy years. ‘ Great timing’ might be an ironic
response but it would be wrong. Theinformal investment market is one of the defining parts
of asuccessful enterprise based economy. It has to work for UK plc's long-term health.

There is much folklore about how to do informal investment. Jon Moulton saysit isright to
be pessimistic about the outcomes of investments. He' s right to remind us how risky business
angel investing can be. Risk capital isused for risk purposes. It’simportant to keep aclear
focus on the essential nature of the downsides but it’ s aso important to keep aclear focus on
the upsides. One quarter of business angel investments are reckoned to show returns of fifty
per cent per annum or more; clearly the best investors know how to spot some very good
bargains.

What else do we know? Well, where prudent and experienced investors negotiate well and
take activeinterest in those invegments, companies do better and arelesslikely to fail.

| did not invest in Enron, WorldCom, Tyco, Marconi or Vivendi. But had | invested, the sense
of being powerless as those stories unfolded would have been overwhelming. My investment
decision would have been based on flawed information. A business angel can get much closer
to the peopl e before he makes a decision and exercise more influence after. Looks sensible to
me.

Business angel investing has the ability to move much closer to the mainstream. It is thought
that around one smaller businessin twenty from those already trading is capable of growth
better than the average listed company. Thisis even truer when the strategic benefits of an
investor’s contacts and experience are added to the of f balance sheet assets.

Jon saysthat agood business plan is hot agood investment. That’ s true too. Many good
entrepreneurs plan intuitively and know what to do and when to do it to make the most of
their chance—it’ sjust that their business plan document doesn’t say it very well. Smart
business angel s know this and can sort the real dealsfrom the glossy plansthat look
promising but go nowhere.

This survey has been valuablein getting an insight to the present mood of alarge group of
Angels, reason enough for National Business Angels to have backed it.

c2Ventures are to be congratul ated in originating and promoting it. | hope we can all do something
with the findings to make this market a better place for both investors and companies to do more deals
more often.
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Survey - Sponsors and Partners

@

American Express Private Bank

American Express Private Bank provides a premium banking service to wealthy people
looking to invest money to grow their wealth and secure their financial future. Withan
extensive range of investment management, treasury, banking and fiduciary services,
American Express Private Bank is ideally positioned to tailor and manage portfolios to
individual client needs. With the additional ability to draw on the entire product range and
resources of the American Express Company, the Private Bank can provide truly international

and comprehensive solutions to a multitude of both financial and lifestyle requirements.
Www.americanexpress.com/privatebank

Cogd

CHARTERED
ACCOUNTAMNTS

2020 Chartered Accountants

2020 are aL.ondon based firm of Chartered Accountants who speciaisein helping SMEs grow and
developtheir businesses. They are particularly focussed on the technology sector. If you
would like help or advice on the contents of this article or on any aspect of growing and

developing your business please contact Stephen Hay on 020 7329 7070 or
ssshay @2020.co.uk

OLSWANG

Olswang

The Firm: Enterprising and unconventional, Olswang is afull service law firm that has been
focusing primarily on clients in the media, communications and technology sectorsfor over
20 years and are the leading UK firm in thisfield. Olswang acts for business start-ups,
growing private companies, listed companies, private equity providers, financia institutions
and regul atory organisations. www.olswang.comNicky Griffin heads up their employee
incentive practice. Nicky'sdirect lineis 020 7067 3402 and her email addressis
nicky.ariffin@olswang.com

N
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TORNADO

INSIDER

Connecting Innovation, Capital and People

Tornado Insider

We are an Amsterdambased media company that serves Europe's entrepreneurial economy.
Our content and events give relevant playersin Europe - entrepreneurs, investors and related
industry service providers- the information they need to build great high-tech and biotech
companies. We provide industry watchers and players around the world a single-source, pan-
European view of entrepreneurial Europe with local-country primary research, editorial
coverage and events. www.tornado-insider.com

the early stage bending drrum

The Great Eastern Investment Forum
CEIF isabusiness angels network, strategically based in Europe's No.1 hi-tech/biotech region
- the UK's Eastern Region. Contact us at +44 1223 357131 / 467296 or www.geif.co.uk

~AngelBourse

AngelBourse

AngelBourseis bringing a new and unique source of funding to small and medium sized
enterprise (SMES), empowering private investors throughout the UK, by the creation of a
mechanism where investors and companies can meet in asimple online environment.
www.angel bourse.com

Bestmatch

National Business Angels Network

NBAN isthe DTI's chosen vehicle for moving informal investment capital into the
mainstream. Itsroleisto bring together companies seeking investment with investorslooking
for the right opportunity through anetwork of skilled Associates. It is the voice of British
Angel Capital and an influential part of the European Business Angel scene.
www.bestmatch.co.uk
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insensiacapital
oMo}

Insensia Capital Limited

Insensia Capital isaCorporate Adviser and Arranger regulated by the Financial Services
Authority. Aspart of Insensia Group plc (publishers of Unguoted.co.uk, Aimguoted.com and
Unquoted Magazine), Insensia Capital Limited has access to one of the largest databases of
active small company investors around. Insensia Capital aso operates ‘ Unquoted Angels' a
private business angels network. Make things happen www.insensiacapital .co.uk

n Cass Business School
City of London

CASS Business School

CASSisone of the strongest Business Schools in Europe. External assessments, the
endorsements of its current and past students and its extensive links with those at the heart of
the dynamic world of business and finance all contribute to its reputation as a School of
excellence. Alumni include entrepreneur Stelios Haji-lannou founder of Easy-Jet and Liu
Ming-Kang President of the Bank of China. www.business.city.ac.uk

POWERED BY:

CORPORACT

://CORPORACT

Corporact isasuite of cutting-edge automated communi cations solutions and support services
developed by the award-winning specialist agency the Internet PR Company Limited.
Corporact solutions promote transparency in corporate communications, support best practice
policies, assist companies in meeting stakehol der disclosure requirements and deliver
significant return on investment in terms of cost and time savings through highly efficient,
automated communi cations processeswww.corporact.com

"

c2Ventures Limited

c2Ventures focuses on assisting companiesin the Media, Internet, Software and Technology
sectors predominantly to raise funds, although it will represent good quality companies
utilising technology in day to day business operations, or those boasting excellent
management teams.

Itisunusual inthe market placein that every company accepted, now hasto go through adue
diligence check in 5 main commercial areas, the output of which is translated into a score card
and report that can be made available to potential investors should they so wish. To view
portfolio companies or to register asapotential investor please visit www.c2ventures.com
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InvestorPulse
Investor Pulse isthe not-for-profit research arm of c2Ventures
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