Improving SME access to equity finance

The UK economy is emerging from a severe downturn, into a credit-constrained world in which
what were once its key industries may no longer be able to drive growth.” It is expected to rely
heavily on innovative start-ups and small businesses, many of them financed by equity, to build new
world-beating industries.> Asbank lending recedes to more appropriate levels and uses, a great deal
of equity investment that may have previously been crowded out by risk-loving banks could now
resurface. The Rowlands Growth Capital Review, recently announced by the Department for
Business, Innovation and Skills (BIS), is a timely response to this new environment and
appropriately encompasses equity finance. Yet it may still be too narrow in scope to address the
SME sector’s real needs.?

In 2007, only about 2% of small and medium-sized enterprises (SMEs) were using equity finance —
down from 7% in 20044 Four in five (8o%) would not even consider it as an option. A minority (20%)
were aware of local Venture Capital Funds (VCFs) and even fewer (13%) were aware of support
programmes to help them attract equity investment.> Worse still, the UK is one of a handful of EU
countries where the number of business angel networks is in decline.®

ACCOUNTING FOR EQUITY

Accountants have an important role to play in improving access to equity finance by providing a
service on both the supply and demand side. As the most trusted financial advisers to SMEs/,
accountants are uniquely placed to provideinsights into the financial situation and prospects of
small businesses. Accountants are also in an excellent position to develop the investment-readiness
of such businesses, making them more attractive to equity investors.

Survey evidence suggests that SMEs taking advice from accountants are more likely to be aware of
local Venture Capital Funds (VCFs) and that SMEs with financially qualified managers have higher
overall awareness of sources of equity finance and support programmes for those seeking equity
finance.® However, the number of referrals equity investors receive from accountants is still low, as
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are conversion rates.® Developing these professionals from providers of information to active
intermediaries would go a long way towards establishing equity as a viable option for financing
SMEs. Facilitating the due diligence process in particular is a crucial opportunity for accountants to
add value. There is evidence that careful due diligence increases investor returns*® and that
information in financial statements is relevant to potential investors, varying in its usefulness
depending on the nature and maturity of the business.**

TARGETING GOVERNMENT SUPPORT

As with all government support, interventions in the market for equity finance need to be focused
on areas of market failure. A substantial gap in equity funding exists around the £50,000 -
£2,000,000 band. The government aims to address part of this through regional Enterprise Capital
Funds (ECFs).** However, the lower end of this range is more properly the domain of individual and
ad-hoc business angels; ** for the rest, investment has to come from organised angel groups that can
also partner with larger private or public funds in order to identify bigger investment opportunities
under co-investment schemes.™ In both cases, government policy should focus on encouraging and
leveraging angelinvestment where possible.

Although it is important to restrict government intervention to areas of market failure, it is equally
important that the government avoid self-defeating, narrow definitions of the investors, the users
and the objectives involved in equity finance.

B Investors. Because most of the supply of equity finance rarely registers formally or goes by a
convenient catch-all term, well-designed policies should aim to acknowledge and encourage a
wide range of investors. For instance, small business owners and serial entrepreneurs, certain
corporations and even some business recovery specialists are all potential sources of equity
finance.

B Users. The government should be decisive in targeting a wider range of potential users of
equity finance than the 2% of SMEs currently financed in this way. The difference between
latent and active demand for equity finance among SMEs is substantial. Over ten times more
SMEs admit that they would consider equity finance than actually use it; even more might find
it to be well suited to their needs with appropriate advice, as the leading reasons for not seeking
equity investment are unwillingness to lose control of the business (35%) and the conviction
that the business does not need additional finance (31%). *> Owner-managers who appreciate
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the expertise and shared responsibility that equity investors bring, and who are able to plan
medium-term equity investments into the life-cycle of their business, are much more likely to
benefit from such sources of finance.

B Objectives. Much of the assistance already available from governments, both in the UK and
abroad, is focused on narrow definitions of business growth, skewed towards employment
and/or turnover growth. These are important criteria, but whether and how they relate to value
creation is best left to investors themselves, not government, to decide.

ENCOURAGING ANGEL INVESTMENT

Angelinvestment suffered in the aftermath of the dotcom crash at the start of the decade. It could
do so again in the current environment, which has increased the need for multiple rounds of funding
and promises few exit opportunities.*® This is an environment that not all angel investors have the
skills or the appetite for, and one in which the supportive function of angel networks becomes
paramount. Research suggests that the following measures could help reverse the observed
decline:

B Tax Incentives: The best estimates available suggest that, despite substantial average returns,
around one quarter of all angel investment deals may not have taken place in the absence of
Government incentives such as the Enterprise Investment Scheme (EIS).”” Even EIS is restricted
to individual, standalone investments in ordinary shares, which severely limits its potential.™®
The French experience shows that it is possible to offer extensive tax incentives without
contravening EU State Aid rules.* Encouraging higher levels of investment per individual could
in fact allow investors to diversify further, thus reducing the overall risk involved.

B Support for Networks: Networks offer invaluable services to business angels in identifying
investment-ready businesses and performing due diligence, which in turn increases expected
returns.*® It will be important to further examine support for networks in the form of capacity
building for would-be investors and “gate-keepers” as well as subsidised administration. Unlike
previous support schemes for equity investment, the resources made available will need to be
sustained and consistent despite any changes in the machinery of government.

B Developinginvestment-readiness: Angel investors are constrained primarily by the lack of
opportunities rather than by the lack of funds.** Helping SMEs understand the benefits of equity
and how to better signal their value to potential investors is therefore a crucial area of need.
Investment readiness is about much more than preparing a business plan and can encompass
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management team skills and governance arrangements, the definition of business
opportunities, the business model and routes to market, as well as presentation skills. Training
for trusted intermediaries such as accountants could further enhance the investment-readiness
of SMEs.*

B Developing exit routes: Crucial to increasing the supply of equity finance is the availability of
exit routes —whether by trade sale or public offering.?3 While improving the attractiveness of
public listings is to some extent a matter of cost** and market infrastructure, both these and
trade sales should also be facilitated by improving the ability of businesses to achieve a fair
valuation. A number of interventions, such as better accounting for intangibles*> or VC and
business angel co-investment *°, could contribute to this. The incentives provided by the 18%
rate of capital gains tax should also be closely considered.

IMPROVING POLICY THROUGH RESEARCH

The demand for, and flows of, SME equity finance are very hard to monitor. Top-down surveys of
SMEs are frustrated by the very small number of equity-financed businesses.?” High net worth
individuals involved in angel finance tend to guard their anonymity, or at least prefer the privacy
afforded to them by angel networks.?® Friend and family finance is even harder to trace.
Consequently, we are concerned that government simply does not have enough reliable
information to inform policy in this area. In the case of angel investment, mapping and monitoring
the geographical spread of business angels should be a priority, given their tendency to invest close
to home.*® Although the Rowlands Review has been given insufficient time to conduct primary
research or even a thorough review of existing data, we hope that the need for further research on
this matter will be highlighted among its recommendations.
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