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Key Points
Angel finance is designed to assist early stage
ventures with active mentoring, coaching
and funding from the Angel Investor.
Angels require evidence of the business concept or
strategic value to be able to assess the quality of
the venture for investment. A good idea wont do it.
The entrepreneur should prepare a business plan for
the venture which clearly shows the path to exit.
Angel will assess the venture management
as much as the business concept. Many
Angels believe they invest primarily in people
who can execute the agreed strategy.
Critical to any investor proposition is a highly
probable and well articulated exit strategy.
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Dr. Tom McKaskill

Global serial entrepreneur, consultant, educator and author, Dr. McKaskill
has established a reputation for providing insights into how entrepreneurs
start, develop and harvest their ventures. Acknowledged as the world’s leading
authority on exit strategies for high growth enterprises, Dr. McKaskill provides
both real world experience with a professional educator’s talent for explaining
complex management problems that confront entrepreneurs. His talent for
teaching executives and his pragmatic approach to management education has
gained him a reputation as a popular speaker at conferences, workshops and
seminars. His approaches to building sustainable, profitable ventures and to
selling businesses at a significant premium, has gained him considerable respect
within the entrepreneurial community.
Upon completing his doctorate at London Business School, Dr. McKaskill
worked as a management consultant, later co-founding Pioneer Computer
Systems in Northampton, UK. After being its President for 13 years, it was sold to
Ross Systems Inc. During his tenure at Pioneer, the company grew from 3 to 160
people with offices in England, New Zealand and USA, raised venture capital,
undertook two acquisitions and acquired over 2,000 customers. Following the
sale of Pioneer to Ross Systems, Dr. McKaskill stayed with Ross for three years
and then left to form another company, Distinction Software Inc. In 1997 Atlanta
based Distinction raised $US 2 million in venture capital and after five years,
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with a staff of 30, a subsidiary in New Zealand and distributors in five countries,
was sold to Peoplesoft Inc. In 1994 Dr. McKaskill started a consulting business
in Kansas which was successfully sold in the following year.
After a year as visiting Professor of International Business at Georgia State
University, Dr. McKaskill was appointed Professor of Entrepreneurship at the
Australian Graduate School of Entrepreneurship (AGSE) in June 2001. Professor
McKaskill was the Academic Director of the Master of Entrepreneurship and
Innovation program at AGSE for the following 5 years. In 2006 Dr. McKaskill was
appointed the Richard Pratt Chair in Entrepreneurship at AGSE. Dr. McKaskill
retired from Swinburne University in February 2008.
Dr. McKaskill is the author of eight published paperback books for
entrepreneurs covering such topics as new venture growth, raising venture
capital, selling a business, acquisitions strategy and angel investing. He conducts
workshops and seminars on these topics for entrepreneurs around the world. He
has conducted workshops and seminars for educational institutions, associations,
private firms and public corporations, including KPMG, St George Bank, AMP,
AICD and PWC. Dr. McKaskill is a successful columnist and writer for popular
business magazines and entrepreneur portals.
To assist Angel and Venture Capital investors create strategic exits for their
investee firms, Dr. McKaskill conducts seminars, workshops and individual
strategy sessions for the investor and their investee management teams.
Dr. McKaskill completed six e-books for worldwide distribution. He has also
produced over 150 YouTube videos to assist entrepreneurs develop and exit their
ventures.
Tom McKaskill is a member of the Brisbane and Melbourne Angel Groups
and of the Australian Association of Angel Investors.

Dr. Tom McKaskill
Australia
December 2010
info@tommckaskill.com
www.tommckaskill.com
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Preface

Raising Angel finance is a mystery for most entrepreneurs. Angels tend
to be very private in their activities and thus are not easy to find. This has
somewhat been mitigated in recent years by the growth in Angel Groups who
have a public face but even then it may be hard for the Angel to get a hearing.
Perhaps the biggest issues facing the entrepreneur is not understanding how
Angels work, what they look for in an investment proposition and how the
investment will impact on the entrepreneur and the venture.
Most entrepreneurs have an inflated view of their own capabilities and of
the prospects of their venture. This creates a real barrier to a conversation with
an Angel investor who prefers to rely on evidence for the venture prospect
evaluation rather than the energy and faith of the entrepreneur. At the same
time, Angels themselves often have limited business experience, usually
derived from one successful venture and usually rooted in only one industry.
thus they may not appreciate or even be able to properly assess a venture
using a different business model and/or from a different industry.
Good ventures can get funded but there is a right way and a wrong way to
go about connecting with Angels. Hopefully the following insights will help
the entrepreneur understand better what will get funded and provide some
guidance on how to go about presenting a compelling investment proposition
to an Angel.
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PART ONE: ANGEL INVESTORS
Angels are not in the charity business. Yes, they do give much of their time
to mentoring early stage entrepreneurs but this is often part of their process for
seeking out attractive investment. They are, in the main, cashed up high net
worth individuals who have some experience working with an entrepreneurial
firm, often as the founder or CEO or part of the management team. They have
experience, networks and money and wish to put some of their wealth back into
assisting young firms to achieve success. But they are hard headed about it. They
do want the interaction with entrepreneurs and to be part of a developing business
but they also want a good return on their money.
Just because they are Angels does not mean they have extensive experience in
business. They may have only worked for a single firm and in only one industry.
Thus the entrepreneur has to be careful in how they present their investment
concept. Always keep in mind that time is the most important commodity of the
Angel so being well prepared, having thought through the issues and having some
education about how Angel finance works is critical to the initial discussions.
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ANGEL INVESTMENT YES OR NO
Can an Angel Investor help you?
Entrepreneurs seeking early stage finance who have exhausted their personal
savings and borrowing ability and don’t have the bricks and mortar in the business
to secure bank finance will often seek out an ‘angel’ investor. These are normally
wealthy individuals who wish to invest part of their money into private equity
investments. They can make a significant difference to the emerging business.
You need a very good business case and you have to have good networks to
connect to an angel. Even then you may find that it is not right for you.
Angels come from a variety of backgrounds and usually have a hands on or
an active approach to their investments. They are often cashed up entrepreneurs
with start up experience who are interested in investing back into new ventures
and can bring to bear the experience of the successful venture through its growth
stages. Some angels are wealthy and/or retired corporate executives who are
willing to make investments in new ventures within their industry and can
therefore assist with customer introductions, recruitment and risk assessment.
Angels with management experience can also help with strategy, negotiations
and implementing formal management performance systems. Some angels are
however simply wealthy individuals with a desire to invest in the private sector
whose only contribution will be development finance.
Angel investment is normally the first round of external independent
investment. Angels will sometimes work in syndicates or networks to pool
expertise, contacts and to spread their risks across multiple investments. Most
angels are well networked with other angels and typically know the local VC
community. If the proposition is a good one, an angel might ‘ring around’ and
gather up several other investors to make up the required funds needed. Angel
finance is often used as part of the preparation for more significant venture capital
investment. They also understand the requirements of the VC firm and can help
with fine tuning the business model, developing customers and alliances and
packaging the opportunity for the VC firm.
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There is little hard data on angel financing in Australia as the investment
itself is in the private sector, therefore most of our knowledge about angels is
anecdotal. It appears that most investors are worth upwards of $10 million, often
have an entrepreneurial background and take stakes of between $250,000 to $4
million. Some government and industry studies suggest that the size of the local
Angel market is about $5 billion.
Investment criteria appear to be similar to those of VC funds (e.g. rate of
return, cash flow, capital growth and time to exit). Angels appear to be biased
towards early stage and start-up enterprises rather than funding expansion capital
or management buyouts. Most angels, in contrast to VC fund managers, appear
to be averse to publicity - one reason may be wariness about approaches by
entrepreneurs. Most well known wealthy entrepreneurs are continually approached
by individuals seeking investments. Usually these are only considered if they are
referred by someone the entrepreneur knows.
Angels often take a very personal approach to their investments. David
Southwick, serial entrepreneur and Entrepreneur in Residence at the RMIT
Entrepreneurship Centre has undertaken a number of angel investments. “My
main rule is not just funding the right business idea but the right person who
wants to champion the business and has some skills and passion to make it
happen.” David likes to take an active interest in any business he invests in but
says that he would also provide a networked think tank of other people to the
business and facilities like office and support staff to help the business succeed.
Before you start your search for an angel investor, decide what type of
contribution you want (and don’t want) from them. Not all angel investors will
have the experience you are seeking. Each comes with different experience,
expectations of involvement and conditions for the investment. Angel investment
tends to be somewhat more flexible than VC finance. Angels are not bound by
the same funding regulations as the VC Fund and therefore can be more patient
in terms of when they wish to exit or they might be simply interested in receiving
an annual income from their investment. Typically, however, they have an
expectation of an exit within 5-7 years.
Unfortunately not all angels end up making useful non-financial contributions
to the business. Beware the angel investor who wants to control everything or
the one that has one successful venture and believes that they all should be done
the same way. Before you enter into a formal relationship take the advice of your
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professional legal and accounting advisors and undertake some due diligence
with other entrepreneurs the angel has worked with. Remember that the angel
will want to get their money back at some point in time and that if you can’t buy
them out or refinance you may be forced to sell your business.
Angel financing is not right for every venture and few opportunities will
provide the return on investment they require. But for the entrepreneur that has
a high growth opportunity but needs to develop the business further and needs
some early stage funding and some grey hair wisdom, angel financing might just
be the right solution. So start networking now.

11

INVESTOR ATTRACTIVE
Strategic value is the key to Angel finance
Have you ever taken some time to think about the risks which an Angel
investor takes when they invest in an emerging company. While it would be nice
to think that they sit back and wait for their investment to grow and mature, the
reality is that the venture is littered with potential risks. More often than not they
are dealing with an immature product in an emerging market where the product
has not been proven, the market has yet to stabilise and there are still yet to be
announced new competing inventions. If that isn’t enough to put you off, consider
that the management team itself is usually incomplete and lacks experience, there
is a lack of history in the venture and the forecasts are mostly guesswork.
You can look at this situation with a glass half full or a glass half empty. If
all you can see are problems, then you are better to invest in the public market.
However, if you see a potential opportunity, which is the way Angels look at
things, then you only need to dig a little deeper to see if this is a good investment
possibility. The Angel knows that a lot of issues can be readily addressed with
experience and funding. Also, they know that if the critical risks are avoided, the
remaining risks, in the main, can be managed.
What the Angel is seeking is a venture which has a proven product or service
which satisfies a compelling need, targets a well defined, sizable and reachable
niche market and has good sustainable competitive advantages. Businesses based
on strong intellectual property (IP) or deep expertise are preferred as they can
ward off competitors and their uniqueness enables premium prices to be charged
thus contributing to lower breakeven volumes and faster profit accumulation.
However, just meeting these conditions is not sufficient. These are the
essential elements for high growth potential but high growth in itself is very risky.
Very few businesses can sustain a growth rate beyond 10% even for a few years
and yet a high rate of growth is required to meet the Angel’s investment rate of
return requirement. While an Initial Public Offering (IPO) is always a possibility,
outside of boom markets, these are rarely achieved. The Angel needs the high
growth potential but they need to avoid the high growth risks inherent in organic
growth. They do this by targeting ventures which have a high probability of a
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strategic sale.
Angels make their money on the exit or harvest of a venture. In practice, this
means on the sale of the investee firm. But not all ventures have the possibility
of a high premium on sale. Most normal businesses achieve a 2 to 6 times EBIT
on sale and this is well under the investment return hurdle of the Angel investor.
Given the risks they face in going into the venture and the likely failure rate of
a good portion of them, often from factors outside the control of the Angel or
entrepreneur, they need to focus on exits with 40 to 100 times EBIT or many
times revenue. These are realistically only possible in strategic exits.
Strategic value occurs when a small firm creates an asset or capability which
a very large corporation can exploit over a large customer base or a large market
rollout. Since the value to the acquirer is based on the revenue which they can
make rather than the revenue or profit which the selling firm has achieved, the
buyer may be willing to pay many times the conventional market value of the
investee firm to acquire it. The key to this type of business sale is to be able to
identify the right buyer and to package the business so that the buyer can easily
exploit the underlying asset or capability.
With this objective in mind, the Angel looks for ventures which have high
growth potential but can also create a strategic sale opportunity. Instead of
building the business through a sales and marketing push, the venture is developed
entirely to create a strategic sale vehicle. In that situation the revenue, profit and
growth rate of the investee firm is not the critical factor. What is important is to
put in place what the buyer needs to make the buyer successful in exploiting the
acquisition potential. Many biotech firms generate very high values on sale but
few have any revenue or profit. The buyer exploits the drug, treatment or medical
device through their own large distribution channel. What the buyer wants is
something which works and which can be rapidly replicated or scaled.
Preparing an investee firm for a strategic trade sale is actually relatively straight
forward. Strategic ventures have few execution risks, can often be sold in less than
two years and have very high ROI. The Angel investors and the entrepreneurial
team can do very well out of the partnership. The entrepreneur brings the product,
energy and opportunity to the venture. The Angel investor brings the knowledge
and resources to prepare the business for sale and undertake the deal.
So what looks like a highly problematic and risky venture on the outside can
be a highly attractive investment opportunity for the Angel and the entrepreneur.
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CASHED UP
Join the Millionaires Club
I was somewhat surprised to discover that 80% of millionaires in the USA
had created their wealth through selling a business. At the time I was researching
the state of angel investing and came across a research article which described
the average US angel investor. The article showed that only 15% of wealthy
individuals made their money through income and the remaining 5% through
inheritance. I was also surprised at my reaction to this information. What I
realised was that anyone with a good idea, determination and willingness to have
a go can join the millionaires club.
My own experience of starting, growing and selling a series of ventures in the
UK and the USA over a 20 year period has certainly shown me that it doesn’t take
a lot to generate an exit value over $2 million. Even a relatively small business
with a few employees can achieve a profit level which can support a sale price
at that level. Even with small businesses, the entrepreneur tragic will undertake
a series of businesses over a lifetime and can put away a few millions through a
series of mildly successful ventures.
In fact, we really should be generating many more millionaire entrepreneurs
than we do. There are countless businesses with growth potential which never get
to realise their potential due to the lack of capability or capacity of the business
owner. If only they had access to business mentoring and growth finance, a
portion of these would go on to generate moderate wealth for their owners. The
underlying reasons for most business failures are a lack of business acumen, a
poor business concept and a lack of funding. While you can’t fix a fundamentally
poor business idea, you can do a lot with a good idea, an entrepreneur open to
learning and access to finance.
In the USA, there are 400,000 active business angels financing, on average, 8
to 10 ventures and providing free mentoring to many more. It is no wonder that
the USA produces so many millionaires. Clearly Australia has the capability to do
something similar even if on smaller scale, however, our angel finance market is
nowhere near as mature, although it is getting there with the formation of many
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more angel groups.
My first business received small investments from a group of angels, all who
were very wealthy individuals. They nominated one of their group to be our
Chairman. He gave freely of his advice, provided a sounding board for our ideas
and introduced a comprehensive financial and operations reporting pack. Without
question, he made a significant difference to our business, kept us from making
some serious mistakes and helped us grow from 3 founders to 160 employees
over a 12 year period. The angels achieved about 250 times their investment
when we sold out. Of course the founders did very well but without the Angel
investment and the mentoring, the venture would never have been as successful.
Over the last decade I have seen hundreds of good business ideas which could
have created new jobs and generated wealth for their creators. Few, however,
were destined to prosper due to the lack of founder business experience. With the
right advice and funding, most of these would have been successful. There were
a lot of good ideas which were wasted.
Clearly, only a small portion of all businesses will grow to any significant
size. You only have to look over the ABS statistics to ascertain that only 9%
of all private businesses employ more than 20 people and only 6% generate
revenue exceeding $2 million. But many under those limits could have been more
successful if they had reached out to the business angel community. Of course,
many would not have been successful in raising finance because they would not
have met the growth potential needed to attract finance but there still would have
been many thousands which would have received advice and funding. If so, we
would have seen a significant increase in the number of millionaires in Australia.
Those new millionaires would have started new businesses, spent part of their
wealth in consumption and given away part to the not-for-profit sector. What goes
round, comes around.
Not all angel investments are successful but the majority are. There are always
risks with emerging businesses; new competition, poor market reception, new
regulations and, of course, management failures. Angel groups tap into the shared
experience, networks and wisdom of their members and thus can assist their
investee firms to avoid basic mistakes. Angels keep their eye on the exit and can
ensure that the entrepreneur has the best chance of walking away with a good
deal of cash, certainly much more than they could have made working on a salary.
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Very few individuals reach a point in their business career where they can
accumulate moderate wealth. Only the most successful end up with a good
superannuation fund and a mortgage free home. The entrepreneur, however,
can achieve that in a relatively short period of time with one successful venture.
Furthermore, it doesn’t need to be one which employs 200 people or takes 20
years. Accessing Angel advice and funding can greatly improve the probability
of the entrepreneur making it into the millionaires club.
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FUND THE EXIT
Raise investment to exit
Remember the Christmas carol ‘Do you hear what I hear?’ There is a line
which goes ‘Do you see what I see?’ I have been reminded of this frequently over
the last few months as I have been asked to mentor some early stage ventures on
the Gold Coast. Almost without exception, I have seen significant strategic value
in these businesses which the entrepreneur hasn’t. While they appreciate the
competitive advantage of their product or service, they only see the business in
terms of its near term growth and are wholly focused on overcoming their growth
constraints. With a little bit of luck they may be able to develop their venture to
5 or 10 or 20 employees over a 2 to 3 year period. What they fail to see is that
a large global corporation would be willing to buy their business for millions of
dollars to take their product or service to a global customer base and that there are
investors who would be willing to fund such a process.
Most entrepreneurs I talk to are locked into a view of business value tied to
generating revenue and profit growth and fail to appreciate that this view limits
their ability to fully exploit their potential. Leaving aside the fact that early stage
businesses have a high failure rate, the growth of the business will be limited by
the knowledge, experience and finance of the entrepreneur. Developing a business
to $2 million in revenue or 20 employees is achieved by less than 6% of all startups. Even after several years of growth, most businesses are worth less than $1
million. But in the hands or a larger enterprise, the same product or service could
be worth many times that.
However, even if the entrepreneur recognized the value of their product
or service to a larger enterprise, they usually don’t have the knowledge or the
capacity to develop their business to create the maximum value of sale. Few
entrepreneurs understand the process of preparing a business for sale. Even if they
were interested in doing so, the advice they would get from the vast majority of
business brokers and advisors would be based on a conventional EBIT multiple
valuation and a local sale. Few brokers and advisors would recognize the strategic
acquisition potential or even understand how to set up a global trade sale. The
entrepreneur is surrounded by advisors and colleagues who only see enterprise
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value in terms what the business itself has achieved not what a potential acquirer
could do with the business.
Even if the entrepreneur could see the potential of a significant sale of the
business, they usually don’t have the resources to prepare the business properly
or to undertake the deal making activities to secure the best buyer. So even when
they see a potential high value exit, they dismiss it because they don’t have the
ability to execute it.
This situation is not uncommon and yet few advisors or entrepreneurs seek out
funding to undertake an exit project. Perhaps it is because they don’t know that
such facilities exist or it may be because they don’t know how such an investment
proposal could be constructed. However, not only is such funding available but it
can come with the knowledge and access to individuals you can execute the deal.
I have recently seen a number of small businesses with well established
products or services which could be sold for millions of dollars which only need
funding for a preparation and deal making project. The project is likely to take
less than 18 months and the finance needed is often only a few hundred thousand
dollars. Even if the entrepreneur gives up a large minority stake to undertake the
project, the return to the investors and the entrepreneur are significant. This is
very fertile ground for an Angel Group investment. Not only can they provide
the funds but they can assist with developing the sale preparation process and can
source the executive talent to set up and negotiate the deal.
Preparing a business for sale at a premium is much more than cleaning up the
accounts, producing an information memorandum and advertising the business
for sale. A proactive approach to a trade sale identifies the potential buyers, sets
up relationship with those corporations and then develops the business so that
the buyer can exploit its potential. The business may be restructured prior to
a sale, products may be modified and new trading relationship developed to
better position the business for sale. A sale strategy developed in conjunction
with an Angel Group would fund and resource that part of the strategy which the
entrepreneur was unable to. Not only can the Angel Group find the investment
funds, they can tap into their member experiences and networks to access the
right resources and connect to the best buyers.
Where an entrepreneur has limited capability or capacity to develop the
business and where the product or service has considerable market potential,
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selling out is a smart move. Tapping into the resources and connections of a local
Angel Group to ensure that the best deal is secured is also a smart move. What
is disappointing to me is that few entrepreneurs even know that this opportunity
exists.
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HIGH GROWTH
High growth potential attracts investment
Even if your business has an outstanding unique product, a significant
competitive advantage and high growth potential, it does not mean you will
be able to exploit its potential. Few businesses can generate the surplus cash
flow to fund a growth exceeding 10% per annum, thus without external finance,
the potential will never be realized. Access to external funding is a necessary
component of the high growth potential venture. Since banks are not in the risk
business, the vast majority of such businesses need to access business angel or
venture capital finance to fund their growth.
Most early stage ventures are only suitable to business angels as their funding
requirements are not excessive and they are often not sufficiently developed to
satisfy the requirements of the venture capital funds. However, before you contact
your local Angel Group you should understand a little about how Angels work
and what they look for in an investment.
High growth potential in itself is only a starting point for a conversation with
an Angel Group. What they really want to know is whether your business can
be developed for an Initial Public Offering (IPO) or sale to a larger enterprise,
a trade sale. An IPO exit is somewhat unlikely as only about 1 in 10,000 early
stage ventures achieve a successful IPO, unless you find yourself in the middle
of a stock market boom such as those which were experienced in the internet and
biotech bubbles. For the average high growth potential firm, a trade sale is a more
realistic exit. An Angel investment will want to know that such a sale is highly
probable within a few years of the investment as this is the only practical means
by which they can liquidate their investment and achieve a healthy return on their
funds.
While Angels focus on high growth potential, few businesses can grow
organically at the rate required to meet their hurdle rate of return. Angels generally
expect to achieve over 20% on their investments but since they experience some
failures, the hurdle rate is set much higher, say at 35-40%. Only an exceptional
business can organically generate a return on an Angel investment above 40%.
So does this exclude Angel investment? Usually, but not if the venture presents a
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strategic exit opportunity.
High growth potential can be expressed in two forms; growing the existing
business or selling out to a large corporation which can execute on the potential.
The latter I refer to as a strategic exit. In a strategic exit, a large corporation
exploits an acquired product or service by utilizing its large customer base and
market power to exploit the acquired asset or capability. It is the power to rapidly
scale or replicate the product or service which can generate significant revenue
for the acquirer. Such an opportunity for the acquiring corporation can be worth
many times the conventional value of the acquired firm. It is these strategic
ventures which Angels Groups seek.
A business with high growth potential thus has two choices, go it alone or
seek out Angel investment for a strategic exit. Given that the value achieved
in a strategic exit is based on the revenue anticipated by the large acquiring
corporation and not on the revenue capability of the selling firm, a strategic exit
may achieve a value on sale which the business alone could never achieve.
The key to a strategic sale is to have a product or service which, in itself, has
the product/market position to generate a very high level of sales if sufficient
resources can be devoted to its development and marketing. Next, the entrepreneur
has to work out which large corporations have the capability and capacity to
achieve those results. The premium on sale is achieved by putting the firm into
a position where multiple large corporations, each which can fully exploit the
potential, bid for the right to be the successful acquirer.
Angels seek out such ventures because they know that such businesses can use
their funding and expertise to achieve a strategic exit. They also know that the
ratio of the exit value to their investment is quite high, thus they have little risk in
the deal. Since strategic exits are based on a product or service which the buying
corporation will exploit and not the revenue and profit achieved by the seller, the
focus of Angel investment is on structuring the product or service for exploitation,
not growing the investee business. Not only is this easier operationally but the
investment risks are lower and the time to exit is often relative short – an ideal
investment profile for an Angel investment.
This is very good news for the entrepreneur. Instead of slowly growing the
business over many years to generate wealth, the entrepreneur can shift gears and
concentrate on developing strategic value. With the help of some Angel investment,
the entrepreneur can readily capture the true potential of their venture, often in
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a relatively short period. Even businesses with significant growth potential will
normally be better off selling out than taking the risk they can realize the potential
themselves. With the sale proceeds, the entrepreneur can start a new business,
acquire one to develop or join the local Angel Group and participate in many
more successful ventures.
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INTELLECTUAL PROPERTY
Leverage IP with Angel Investment

I think there is widespread acceptance that Australians are very good at
invention and innovation and not so good at commercialization. I don’t just mean
the famous gadgets like the hills hoist and the victor mower but a wide variety of
products and services across many disciplines. We punch above our weight even
in the really clever stuff in high tech and biomedicine and yet we see very few
businesses which have successfully brought these amazing products and services
to market. The missing component is entrepreneurship. It takes a special skill
to grow a successful business. Just because you are clever at inventing does not
mean you know anything about business or even have an aptitude or a desire to
participate in the development of a business.
The sad part in all this is that, historically, we have never given much credit
to the entrepreneur’s role in commercialization. As a nation we continue to pour
money into research and development and into commercialization programs to
help inventors, especially our research scientists, bring these wonderful products
to market but generally get it wrong. It is a basic failure to accept that the good
mousetrap still needs a lot of work to take it to market, generally thought to
be $7 for every $1 of research. It is also a failure to appreciate the role of the
entrepreneur in making it happen and a lack of funding and support to develop
potential entrepreneurs so that we have a ready supply of trained people to pick
up the new ball and run with it.
So if you are an inventor with a patented gadget which solves a serious problem,
has a ready made market and can be produced at a price which returns a good
profit margin, where do you go to find an entrepreneur to help you commercialize
your invention? It is not as if they hang out on street corners with signs hanging
around there necks saying ‘entrepreneur here if you need help!’ Even if you do
know some successful entrepreneurs, it does not mean that they understand your
specific market, have the time to help you or have the funds to bring it all together.
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A few years ago you would have been left swinging in the wind, fortunately there
is now a source of help – the Angel Group.
Angels are typically cashed up entrepreneurs who invest across a number
of early stage ventures and provide mentoring to assist in the development of
the business. Unlike the single Angel working alone, an Angel Group will have
20 to 100 members with experience across a wide range of commercial sectors.
They would normally have access within their member base to a wide range of
experiences from which they can find the specific knowledge an inventor will
need to commercialize and invention. Because of their member base, they also
have access to the funds needed to develop and market the underlying products
and services of the new venture.
Policy makers know little about developing a business and taking products
to global markets. They are stuck in the old saying by Ralph Waldo Emerson
‘Build a better mousetrap and the world will beat a path to your door’. Ask any
entrepreneur who has built a multi-million dollar business and they will tell you
a very different story, one of hard work, lots of talented people and many years
of breaking into a competitive marketplace. The invention only starts the journey
but it is far from the solution to effective commercialization. What the inventor
needs to do is to tap into business creation experience, market knowledge, risk
capital and commercial networks. At best the invention represents 15% of what
you need to take a product to market – however, it is often the catalyst for a
successful venture.
What I find attractive about Angel Groups in this context is that you have
access to many talented people who have ‘been there, done that’. Growing a
business is not without its challenges and certainly often littered with mistakes,
failures and wrong directions. Those who make it have some grey hairs which
are worth tapping into. Not only will they help craft a growth strategy which
has a high probability of success but they can often tap into the executive talent
needed to make it work. But it does require the inventor to be open to allowing
someone else to lead as few inventors have the experience or personality to drive
a business. Also, they have to be willing to give up a share of the rewards as
well as accept that the venture will most likely be sold after a few years in order
that the Angel investors see a return of their investment and a profit on their
contribution.
The reason why so many of our great inventions never see the light of day or
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fail to generate the rewards expected of them is because we fail to recognize the
special skills which entrepreneurs bring to the venture. Research institutions hold
on to their IP expecting someone to pay only for the rights to access it or want
so much for their part in the venture that no serious entrepreneur is willing to
participate. But those inventors who are open to participating in a venture with a
group of Angels has a great chance of seeing their invention commercialized and,
hopefully, being rewarded well for their contribution.
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ANGEL GROUPS
The new public face of Angel Investment
Angel Groups in the USA now account for 50% of all Angel investments and
invest in about 15 times the number of ventures invested in by formal venture
capital funds. Furthermore, they achieve a good return on their investments. Angel
Capital Education Foundation reported that, for the 539 Angels surveyed across
86 Angel Groups they reviewed in 2007, the average return on the 1,130 exits of
that year was 27%. However, 20 years ago you would have had difficulty finding
any Angel Groups in the USA. Angel investment in the USA has dramatically
changed over the last decade and is likely to become increasingly important in
early stage private equity financing.
There are several reasons why this change has occurred, not least of these
being the growth in the number of entrepreneur millionaires generated by the
computer, internet and biotech booms of the past three decades who make up the
bulk of the participants. Venture capital funds have moved up market and away
from funding early stage ventures leaving a gap to be filled by Angel investors.
However, probably the most significant factor has been the rise of the public face
of angel investing – the Angel Group.
Historically Angel investing has been the province of a few wealthy
entrepreneurs and the private family investment fund. Angels have shied away
from publicity and worked within their own communities and with their own
private networks. Entrepreneurs seeking Angel finance had to work through a
myriad of contacts to find an Angel. Even then, the Angel may not have the right
experience or interest in their specific sector or venture. While there were informal
Angel syndicates, they still operated under the radar and were difficult to contact.
What we have seen in the USA over the last decade is an explosion in the
number of active Angels Groups. What was once a small portion of all Angel
activity is now about half of all Angel investments. Angel Groups are well
organized, often have a full time or part time administrator, usually have a
website and host a formal program of meetings, entrepreneur presentations and
Angel education workshops. Over 350 Angel Groups belong to the Angel Capital
Association which fosters best practice, provides a library of materials to help
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Angel activity and host an annual conference for Group members.
Australia is running about 8 to 10 years behind the USA in the development
of a formal Angel Group network but is fast catching up, partly due to the
assistance and advice from other Angel associations around the world. Last year
the Australian Association of Angel Investors (aaai.net.au) held its inaugural
conference. There are now over 10 formal Angel Groups which belong to the
Association with more being formed all the time. Even small groups can quickly
go public with the help of an internet based angel group administration software
package called Angelsoft which is provided free to all angel groups worldwide.
This software provides facilities for organizing meetings, submitting investment
proposals, soliciting investment from members and tracking investee firms.
For entrepreneurs seeking Angel finance in Australia, the difference in the last
few years is remarkable. For the first time there is a range of Angel Groups who
have a public presence. Not only can you now find a local Angel Group but you
can contact them directly, find out what type of ventures they are interested in and
submit an investment proposal. No longer do you have to work your network to
find an Angel, you have the ability to connect directly to 20 to 50 Angels. Even if
you are in a highly specialist field, chances are you will find a local Angel with an
interest in what you are doing, or perhaps, actual experience in your field. Since
Angels are now better networked themselves, they can also connect with other
Angel Groups to tap into experience, raise additional investment or find an Angel
who wants to take an active role in some part of the investee’s development plan.
This public presence has considerable benefits for the Angels themselves.
No longer do they have to hide what they do for fear of being approached for
investment by people they don’t know. They have immediate access to a range
of specialist skills from other Angels, can share the due diligence activity and
can spread their investments over a much larger number of investee firms. If they
wish, they can be passive investors in some ventures and take an active role in
others. They can tap into a resource base of standard agreements and have Group
access to IP, legal and accounting services. Perhaps the greatest benefit of Angel
Groups is to allow novice Angels to participate in investing while learning how
successful Angels select, negotiate, manage and harvest their investments.
We still have a long way to go to catch up with the USA in the level of Angel
participation in early stage ventures. At the USA rate, we would have over 25
active Angel Groups with more than 1,250 active members investing in about
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350 ventures a year. On behalf of Australian entrepreneurs, I hope we get there
as soon as possible. If you consider the impact this would have on job creation,
wealth creation and export income, it would be great news for our policy makers.
That being the case, lets hope that they get some Government support to make it
happen.
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MENTORING
Angel mentoring – the missing ingredient
According to the ABS, a start-up has only a 1 in 10 chance of reaching above $2
million in revenue. That should tell you that growing any business to a reasonable
size is challenging but don’t forget that many fail trying. Somewhere between 50
– 60% of start-ups fail in their first 6 years. While there are lots of reasons why a
business might fail, the dominant reasons are; bad idea, lack of business acumen
and lack of funding. The major problem seems to be ‘we don’t know what we
don’t know’ and what we don’t know can hurt us.
If you look at the flip side – what drives business growth, we do have some
good models for what works and what doesn’t in terms of driving growth. They
don’t guarantee growth but they go a long way to explaining why some businesses
experience high growth and others don’t. Regrettably these are only insights as
we don’t have yet a comprehensive theory on firm growth and this does somewhat
limit our ability to fully explain the exceptions. Some businesses simply should
never have survived – but they do and some go on to be large corporations. So
leaving the exceptions aside, the fundamental attributes or growth drivers do
seem to explain most high growth situations.
Most entrepreneurs learn as they go but you have to have a bit of luck to
survive long enough to find out what works and what doesn’t. Even if you are
somewhat successful, it doesn’t mean that you have the right business model or
that some external intervention could not make a fundamental positive impact
on your business. The problem is that there are very few places you can go and
very few people you can talk to in order to get quality (and unbiased) advice. Too
often the spin doctors only want to earn consulting fees but have little substance.
Several years ago I completed a book on the lives of entrepreneurs called
‘Get A Life!’ One of the major insights which came out of my interviews was
the importance of peer-to-peer interaction for many entrepreneurs. By sharing
their business issues in a confidential forum, they were able to tap into a wide
experience base but also received a sympathetic hearing from people who had
‘been there and done that’.
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When I joined the Gold Coast Angel Group I found a similar forum. A band of
successful corporate executives and cashed-up entrepreneurs who all bring their
experience to bear on a business issue. Every entrepreneur who came along for
a meeting or a presentation walked away with invaluable advice whether they
continued in the process of raising Angel capital or not. I also find that Angel
members also benefit greatly from being able to tap into the diversified experience
of the member base.
An Angel Group can be a very positive force for change in a high growth
potential business. Very few individuals have ever grown a substantial business,
raised external equity, undertaken an acquisition or sold a business. It is very easy
to get it wrong and many professional advisors do not have runs on the board either.
But the difference between quality advice from a pool of experienced Angels and
going it alone or following the doubtful advice of a small business advisor can be
staggering. Access to information, experience, networks and funding can make a
substantial difference to realizing the potential in a business. It is not just getting
the strategy right, it also tapping into resources to make it happen.
I continue to be amazed at the depth of experience within the Angel community
which can be tapped by any of the Angel members. In one small meeting I attended
we found one person to assist with a contract in the Middle East and another to
assist with advice on how to deal with a receiver who had control over a potential
investee business. We also found we had someone with 20 years of experience
in telecommunications who could take the lead on an investment in that sector.
What is clear is that this network is available to an investee firm. The
entrepreneur who has the great widget but limited business experience can grow
a decent sized business under the mentoring of an Angel Group. If the business
needs overseas contacts, someone will be found within the Angel community.
If the entrepreneur wants to develop the business for sale, the Group can assist
with identifying buyers, setting up contacts and finding experienced individuals
to help with making the deal.
True – there is no free lunch once you have taken on an Angel Investment.
They will want to see a good return on their investment. But could you be as
successful by yourself? This is truly a case of a small part of a larger pie. It is
certainly the case that you can get caught out by what you don’t know but a larger
pool of expertise will have a significantly improved chance of getting it right and
the advice comes freely with the investment.
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If you have a business with potential and you are open to reaching out for
some quality and unbiased advice and you are willing to give up part of your
business for a chance at greater success, then go and have a conversation with
your local Angel Group.
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SHARING EQUITY
You have to give a little to get a lot
How many times have you been told by business advisors that you would be
better off with a small piece of a large pie than hanging onto your little pie – that is
your very own business. I must have heard this many times in my entrepreneurial
career and I always worry whether the bigger pie may somehow turn out to be
even smaller than the one I have right now. What proof is there that this in fact
works? Afterall, we know that 20% of venture capital backed firms fail and 50%
of angel investments are write-offs or lose money. Doesn’t give you a great lot of
confidence in the process.
Maybe we need to look at it from a different direction. If 80% of venture
capital backed firms and 50% of Angel financed firms have positive outcomes
then that may be a very good result given the nature of risks involved. Perhaps
the question really should be – what would have happened without the additional
capital injection? Would those failures have happened anyway? Alternatively,
what success would the others have without the external finance?
If we look at the major causes of business failure, we can make a judgment
call on these outcomes. We know from a substantial body of entrepreneurship
research that the major causes of business failure are a poor idea, a lack of
business acumen and inadequate funding. Given that the majority of Angels are
successful entrepreneurs, we would hope that they would avoid the poor business
ideas, contribute to the business knowledge of the venture and provide sufficient
finance to overcome any funding shortage. On that basis alone, we would need to
assume that they could dramatically improve a venture’s survival rate.
Even so, we still see a reasonable high failure rate. Clearly you cannot protect
every investee firm from unforeseen competitive developments, man made and
natural disasters or just plain bad luck. Emerging firms do get involved in situations
where uncertainty about the future state of the market is the norm so some are
destined to hit a brick wall. The remainder actually have a very good chance of
very positive outcomes. If the investment screening is done well, chances are
that some of those investee firms will return 10 to 20 times their investment with
the occasional one producing returns of 100 times the investment. Would the
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entrepreneur by himself have produced such a result – probably unlikely.
Should you take the money and be a small part of a larger pie? This very much
depends on the likely size of the pie with and without the external funding. Clearly
you are going to have to give up some equity in return for the external investment.
If you firmly believe your venture would not survive without the extra finance
then the answer is a resounding YES, take the money. If you believe that the
venture can readily fund its own inherent growth and you have the management
experience to drive the venture to a successful outcome - NO, don’t take the
money. The problem really comes down to the grey area – what if you don’t know
what the outcome is likely to be?
This is where a good understanding of high growth ventures is important.
Angels invest only where there is high growth potential and where they can take
the venture to a trade sale or to an Initial Public Offering. If you have the critical
elements of a product or service which satisfies a compelling need, a well defined
and sizable niche market and a good, sustainable competitive advantage, you
have the underpinnings for a good Angel investment. High growth potential
businesses consume cash and rarely generate sufficient cash themselves to fuel
their expansion potential. Thus a venture such as this will be stunted without a
cash injection and will not realize its potential. This is an ideal case for an Angel/
entrepreneur partnership.
With the additional cash injection, the business is able to overcome its growth
constraints and achieve its potential. However, growth is highly challenging even
for the most experience management teams and so the risks are high. This is
where taking a different direction pays off. Instead of growing the business, this
type of venture is almost always better off seeking a strategic sale of the business.
The potential of the business is executed by a large corporation which has the
capacity and capability to do so. The Angel investment is used to prepare the
venture for sale and to set up the deal.
Strategic sales can achieve large multiples of EBIT or many times revenue
in sale proceeds, probably well beyond what the entrepreneur can achieve by
growing the business organically. The sale price is based on what the large
corporation can achieve with the business not what the entrepreneur could do by
themselves. So a business strapped for cash with high growth potential should
seek out an Angel Group which can help prepare the business for sale and provide
the knowledge on how to set up a strategic sale. As a cashed up entrepreneur you
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then get to do another one, go fishing or join your Angel friends in investing in
the next venture.
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INVESTMENT PROPOSAL
The compelling investment concept
We all know that if you want to raise Angel finance, you have to first prove
your business concept! This means you have to have an established business
with real product and real customers and be able to show how the business will
generate significant revenue and profit in the future. One might argue that if you
could do all that, you wouldn’t need the investment.
There can be no doubt that understanding your business concept and being
able to articulate how the business makes money is an essential precondition to
raising external investment. One also must accept that for the last few decades
the criteria used by VC and Angel investors centered on the business concept.
Investments were made in higher growth ventures which could produce a harvest
through an Initial Public Offering (IPO). Since an IPO business is a stand alone
business which must achieve relatively high growth in revenue and profit, this
was not an unreasonable request. The problem is that this entire approach was
flawed.
It is not a proven business concept which the Angel investor should be seeking,
it is an attractive investment opportunity. While there is a close alignment between
the two, they are not the same. A business which has good growth prospects does
not necessarily make a good Angel investment. Given that less than 5% of Angel
investments are harvested through an IPO, the normal exit path is via a trade
sale. If you look at the historical data and exclude the IPO exits in boom market
conditions, what you see is only a very rare IPO, perhaps less than 1 in 100
investments. This leave the trade sale as the normal investment exit objective.
Angels are not in the business of collecting dividends on their investment. They
want to see their investment back and achieve a profit on the funds employed and
that means the investee firm will be sold. So an attractive investment opportunity
is actually one which has a very good potential high value exit. Clearly, that is not
the same investment criteria as the proven business concept.
The reason why the business concept is important is because that is the place
where the Angel investment analysis starts. The Angels wants to know how the
business makes money and what its growth potential is to see if it would make
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a good exit candidate. The best exits are based on strategic value where the
investee firm is sold at a premium to a large corporation who can better exploit
the underlying potential. The business concept will show the market potential of
the venture’s product or service. If the business has products or services which
a large corporation could rapidly scale or replicate to generate large short term
revenue – you have the basis of a strategic sale.
What is often overlooked by business advisors who assist firms to raise
external equity finance is that it is not the firm’s business concept which is critical
in a strategic sale, it is the business concept of the strategic buyer. If the acquiring
corporation already has the distribution channels, the supply chain logistics
capability and the funding to exploit the acquisition, the capability and capacity of
the selling business may be entirely irrelevant. A strategic buyer wants something
which they can exploit, like a great product or service which can be sold back
into their existing customer base. Whether the acquired firm has customers,
distributors, revenue growth or even a profit may make no difference to the value
which they put on the firm. Their estimate of value is based on what they can do
with the underlying products and services not what the selling business has done.
Historically, Angel finance has been seen as external funding to help an
entrepreneur develop and grow their business. Because the conventional wisdom
of Angel and VC finance had developed in the boom markets and especially for
an IPO harvest, investments went into firms with high growth potential. However,
experience has now proved that the IPO was an unrealistic exit strategy and that
investment need to be focused on trade sale exits. This fundamentally changes
the investment criteria. When you then review the trade sale exits, what you see
is that growth firms sold on the basis of their own revenue and profit generating
capabilities generate far lower investment returns than strategic trade sales. A
venture which can produce a good strategic exit is often a very different investment
proposition to a conventional high growth business. It is this realization which
has moved Angel investors away from the proven business concept investment
criteria to those based on strategic value.
The critical question to ask is - What does a strategic buyer need in my
business to make it an ideal acquisition? The strategic buyer is looking for
something which will generate significant revenue by taking advantage of the
resources which already exist within the buyer. They want a proven product
which targets their existing customers, solves a compelling need and has good
sustainable competitive advantages. If you can satisfy those needs, you have the
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basis of an attractive investment opportunity. Of course, it would greatly help
your case with potential investors if you could set out the case for a strategic sale,
including identifying the potential buyers.
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COACHING
Tap into business wisdom
For some time now corporations have been questioning the worth of the
MBA. There have been numerous articles stating that the MBA does not really
provide the experience necessary to create a productive corporate executive. My
own experience provides an interesting parallel, although some several decades
earlier. Even though I had university degrees in economics, accounting and a
Ph.D from London Business School and I was a CPA, I found myself out of my
depth when we started out first business.
What I discovered is that the conventional business degree takes a large
corporate view of the world. Give me a few million dollars and I could build
you a budget, develop a project plan or roll-out a marketing program. But no
one told me that I would have to go door knocking for customers, manage delays
in product development or have to threaten customers to collect cash owed to
me. I can’t recall ever learning how to recruit, motivate and terminate staff or
understand how to get free public relations. When you are building a business on
a shoestring, most of the formal business training doesn’t seem to work.
Without question, I was destined to become insolvent before the business really
got going. However, I was saved by an Angel investor who brought incredible
discipline and a lot of wisdom to the business.
My business partner had done some consulting work for a local corporation
and we had become friends with most of the Directors. When we approached them
for a corporate investment in our start-up they all laughed and stated that they had
a better chance of getting their money back betting on the horses. Given what we
knew about growing a business and the quality of our business plan, I suspect
they were correct. However, they all put in a few hundred pounds sterling and
that helped us get started. One of the Directors volunteered to be our Chairman
and that really saved our bacon.
The first thing he did was to insist on a full management reporting pack. He
also requested us to update our priorities every month. Probably the greatest
benefits were in being held accountable for our performance and having access to
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a person with great business experience.
I think we forget that just being an entrepreneur or an inventor does not
guarantee you know anything about starting, developing and harvesting a
business. What I found was that traditional business education has large gaps in
it when it comes to start-ups. That being the case, finding a quality mentor and
having access to a group of experienced entrepreneurs can be a lifesaver.
I meet a lot of early-stage venture entrepreneurs, many with great innovations,
who are wasting their potential simply because they don’t know any better. Not
their fault, they have the energy, passion and creativity to produce something
which the markets wants but they don’t have the experience to make the most
of it. Regrettably, there are many like them and you know that it will only take a
little bit of bad luck for their ventures to fail.
Even though we think of an Angel as a source of equity finance, perhaps their
greatest contribution is to assist entrepreneurs realize their potential by bringing
their experience and business wisdom to the venture. When you access an Angel
Group, you can multiply that benefit many times as you tap into the collective
experience of the members. What seems obvious to an experienced entrepreneur
is often a revelation for the start-up entrepreneur.
Those ventures which are successful in receiving Angel finance are the
luckiest as they have a longer term connection with the Angel Group. Of course,
one should not underestimate the fact that the Angels actually need the venture
to be successful for them to achieve a good return on their investment. Nothing
motivates an investor like skin in the game.
The investee firms I have met with have an Angel assigned to them as a
Director who has a close relationship with the management team. The investee
firm also provides a regular update to the Group and thus has the opportunity
to discuss problems and strategy with a wider group of experienced investors.
The collective experience is a very powerful force in assisting the venture to be
successful.
During the investment due diligence stage of Angel investment, Angels
will get a very good understanding of the venture and provide feedback to the
entrepreneur on ways in which they could improve their business. Not every
business is suitable for Angel investment but even the ones who have applied for
Angel investment have received free advice and many have gone on to develop
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personal mentor relationships with an Angel who has an interest in their venture.
Being an entrepreneur can be a lonely journey. Very few people you meet in
life have a passion for business or an understanding of the journey which the
entrepreneur takes in starting and developing a business. For a young entrepreneur,
the opportunity to discuss their business with successful entrepreneurs is good for
the soul as well as good for the business. Whether the entrepreneur is successful
in raising Angel finance or not, gaining access to this level of experience is truly
worth the effort.
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HOW MUCH EQUITY
Carving up the cake
Entrepreneurs dread dealing with the allocation of equity in their venture.
Most will freely acknowledge that sharing the equity around is both the right
thing to do but also makes good business sense. They know that key staff who
are also shareholders are motivated to put more effort into making the venture
successful. So why is this a problem?
Basically you can never please everybody and it is very easy to be trapped into
a situation which is sub-optimal for the business. Once the shares are allocated
they are almost impossible to get back and, if you find out that you have given
them to the wrong person, you are not able to correct the mistake. The dynamics
of the business changes over time and what was right for the business at one point
in time may be wrong several years on.
The decisions the entrepreneur has to make are:
•

who should get the shares initially

•

how do you provide for new staff

•

what happens when someone fails to perform

•

how do you cope with people leaving the business; and

•

how do you reward the people who made it successful

Most people who start a business with one or two others often share the equity
equally. However the people who start the business may not be the best people to
manage the business as it gets larger or may not be willing to make the sacrifices
later on to grow it. Once the shares are allocated they can’t be taken back. If they
later can’t agree on how new shares should be allocated, the venture can stall and
will probably never achieve it’s potential. The next phase of the business often
requires the firm to hire some key staff, who may need to be attracted with some
shares or options. When the business is young, the new executives often demand
a significant stake in the business. This can be resented by those that started the
business and they may refuse to agree to any serious dilution of their shares to
people who did not share the start-up risks of the venture.
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You will also inevitably have the problem of shareholder employees who fail
to perform when you really need their equity share to motivate the people who
are. Then there is the problem of staff who leave taking their shares with them
when you believe that the shares should be reserved for the people who have to
stay and make the business successful.
Share allocation needs to reflect a number of contributions including investment
of time and money, contributions of knowledge, reduced salaries, networks, years
of employment and leadership. Not all contributions are equal and there is no
magic formula for weighting them. So how can you best protect yourself against
the most obvious problems and inequalities?
One technique is to build multiple scenarios of what the shareholding could
look like in several years time or at a possible exit point. How should people be
adequately rewarded at that point for their role in achieving the venture success?
You can then show new employees and investors what they would gain through
their participation. Instead of comparing one person’s share with another’s (or
yours), concentrate on what they will get out of the deal and show them how
reasonable that is compared to the risk, time and contribution they are making.
Build an allocation model over time which shows how new staff and investors
receive shares. If you set the expectations correctly, current shareholders at any
point will normally accept the logic regarding new allocations.
Another technique is to use options priced at different price points to change
the allocation at the time of exit. This way, staff that perform well can be
allocated more shares as the value of the venture increases. You can use voting
and non voting shares to determine how major decisions are made. Convertible
and redeemable preference shares can also be used to effect the manner in which
the exit value is allocated. You should consider non share compensation to reward
outstanding performance. Bonuses, commission and profit sharing can take the
pressure off you to allocate shares.
Make sure you set up a shareholder’s agreement that allows you to buy back
shares of staff who leave and to deal with a situation where a small shareholder
can hold you to ransom. Ensure you get good legal and tax advice on the structure
you put in place so that it is both tax efficient and supports the business decisions
you will need to make in the future, especially the option of a trade sale or an IPO.
Most allocation problems can be dealt with effectively if you set the right

42

expectations and provide a fair mechanism for allocating shares and options as the
business develops. If shareholders expect their share will be diluted with external
investment or when key staff are recruited, they will more willingly accept the
change. You can normally gain agreement for an exceptional situation such as a
VC investment, but anything else will be difficult unless it has been planned and
agreed in advance.
Sharing the equity is the right thing to do, but plan for the worst case scenario.
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FAMILY AND FRIENDS
Who stays and who goes?
Very few start-up entrepreneurs have sufficient personal wealth to fully
fund their new venture. After they have exhausted their savings and mortgaged
everything they can, they usually call on friends and relatives to put some money
into their ‘sure thing’. However everything has a price and even money from
those close to you comes with its own problems. While they may not have the
same return on investment requirements as an independent investor, investment
from family and friends does have its own challenges.
New ventures are not without their risks. The research shows that only 4% of
businesses ever get beyond $2 million in revenue and that very small businesses
have the highest failure rates as they have little resilience in them to withstand
either bad luck or poor management. Thus the chance of the new venture losing
the money from relatives and friends is reasonably high.
One of the considerations that the new venture entrepreneur should face up
to is the impact of the venture failing. What happens when the venture fails and
close relatives have invested life savings into the business having been sold on
the dream of owning part of the next Microsoft. Few non-business people really
appreciate the risks of a start-up. Everything appears attractive up front when it
all looks so easy and they are sold on the idea of their young relative growing
a monster company. But when it fails and they accept that their relative simply
never had the experience to make it work, will they really be happy just to write
off the investment, or will this be a life long problem between them.
The same could be said of close friends. Being work colleagues, school friends
or social friends hardly qualifies people to undertake the stress and rigor of going
into business together. What happens when their talent and experience proves not
to be at the level that is required or they don’t really want to put in the time or they
want to have the final say on all the decisions? Then you have a dysfunctional
team that is probably going to make the business fail or you are going to have
to break up the team by forcing them to quit. If they have money invested in the
venture and still own equity, how are you going to buy them out or deal with their
on-going equity interest?
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Many start-ups involve couples, business colleagues, school friends and
relatives. Not all of them will appreciate the time and effort that must be put
into the venture to get it to a reasonably profitable, sustainable state. There are
many stories of partners working long hours, taking low salaries and undertaking
activities that they are not trained for just to survive. Not everyone going into the
venture is capable or willing to put in the effort and time it takes to get something
up and running.
Close money may or may not come with other constraints. If the investor
is working in the business, they may well feel an equal partner and want to be
actively involved in the decision-making on a day to day basis. While this can
work in very small firms, it becomes very problematic as the firm grows. As
more and more staff join and the firm becomes more complex, some more formal
organisational structure is required. At this point, the question of who is boss and
who makes the decisions becomes a real issue of debate and often conflict. With
independent people, this can be more easily resolved. However, when the other
person is your spouse or cousin or best friend, the issue is not so readily resolved.
At the same time, family investors who don’t work in the business may
feel a need to interfere if they see something they disagree with, even without
understanding the situation or the business requirements. So the wife of the cousin
who sees differentials in remuneration or different work loads may feel compelled
to voice criticism to the aunts and uncles. Now the mangers are spending time
defending their actions to people outside the firm who may have no idea of the
pressures they are under.
An issue common to a lot of new ventures by married couples are the problems
that arise when they start a family or they go through a divorce. Where other
owner/mangers are involved and one needs to take time out for a family, this
can create tension and assertions of unfairness and inequality. Where a divorce
occurs, it may be impossible to continue with a close working relationship. The
issue then of ownership and involvement can become a very messy problem,
often resulting in the failure or sale of the firm.
Few ventures get off the ground without money from family and friends but
be aware of the problems that it can bring and bring those issues out in the open
as soon as possible. Most people will accept a sound business case for change.
However you may have to accept some unintended hostility or bitterness if you
have not set the expectations.
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SUSTAINABLE COMPETITIVE
ADVANTAGE
Patents are Overrated
Far too many of my angel colleagues are fixated on patents as the source of
sustainable competitive advantage. While these are often the source of competitive
barriers they are by no means the only effective method for generating high
growth. In fact, there are many situations where the patent itself provides little or
growth momentum.
We need to see a potential investment in a business in more holistic terms
and especially we need to focus on the way in which the business interacts in the
marketplace with its customers and competitors. If you want to drive high growth
then you first need a combination of a well defined large niche market, a robust
channel to market and a product or service which satisfies a compelling need. The
next critical component is to have something which give you a strong competitive
advantage. It is this combination which drives high growth. A patent alone, which
provides some level of competitive advantage is somewhat meaningless without
the other attributes.
Competitive advantage is anything which give you an advantage against
others attempting to satisfy the same need. But there are many points along the
supply chain where you can gain such an advantage. You can control the point
of purchase by ensuring yours is the only product offered. You might have an
exclusive right to a geographical region for the only product which satisfies the
need. If there is a unique component, ingredient or area of knowledge required to
produce the solution, you might own or control the supply. Your objective is to
own the customer solution and there are many ways in which that can be achieved
of which patents are only one of many possibilities.
There are of course a number of more obvious barriers to entry including
brands, copyright, licenses and patents. But being able to take advantage of
significant economies of scale or learning curve effects might give you a cost
advantage.
Patents are useful because they are an obvious source of competitive protection
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but in themselves really don’t drive growth potential. If we focus too much on
the patent element, we are in danger of missing the real growth drivers which are
resident in the problem being solved and access to willing and easily addressable
customers.
Given that most of the Angel exits are via a trade sale, our focus on competitive
advantage and growth potential should be from the viewpoint of the buyer not the
venture itself. It is the ability of the buyer to take advantage of the competitive
advantage position which results in the higher exit values. This is especially
relevant where the venture itself is not able to fully exploit the advantage. For
example, a weak open market competitive position may change dramatically
for an acquirer which can position the acquired product alongside a strong
complementary product or inside a product portfolio. Similarly, a product which
can be sold directly into an existing customer base may be very attractive to an
acquirer even if it not the best stand alone product in the market.
In evaluating a venture, especially for a strategic value exit, we need to take
a broad view of competitive advantage and look at the revenue possibilities of
the acquisition from the buyer’s perspective given the buyer’s ability to exploit
the underlying potential. In this regard, the ability of the buyer to rapidly deploy
and scale the acquired asset or capability is of much more importance than the
strength of any underlying patents.
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VENTURE CAPITAL INVESTMENT
Should you be thinking about venture capital?
Most entrepreneurs are fascinated with the subject of venture capital and most
would like to think that they could develop a business that would attract VC
investment. The truth is that very few understand how it works and, in fact, most
will never receive an investment from a VC fund. Venture capital financing is for
a very specific type of venture and under somewhat unusual circumstances.
Venture capital represents a tiny fraction of the money invested in businesses
in Australia. As at the end June of 2004, the VC sector had A$9 billion under
management while at the end of 2004 the capitalized value of the listed shares
on the ASX were worth A$991 billion. According to my interpretation of the
2001 ABS Venture Capital report, only 4 firms out of every 10,000 registered
businesses in Australia have venture capital investment. I doubt the ratio has
changed since. Many thousands of firms seek venture capital funding but very few
eventually receive funding. According to both the 2003 and 2004 ABS Venture
Capital reports, only about 1% of firms that submitted a venture capital proposal
for review were successful in receiving an investment. The data I have reviewed
from the USA and the UK suggests that similar patterns exits in those countries.
Emerging companies seeking finance are often at the seed or early stage of
their development but only a small portion of total VC investments are put into
these types of ventures. For example in 2003, 55 per cent of venture capital
investments went into various types of buy-outs of existing businesses - the vital
seed, start-up and early expansion phases accounted for only 16 per cent of VC
investments.
Why don’t we have a greater flow of investments into the emerging company
sector? The obvious answer would be a lack of available funds. When you think
of the staggering size of the institutional funds and the private wealth available
this is simply not the case. The answer lies in the lack of suitable management in
both the VC funds and early stage businesses and the lack of ‘deal flow’ that is;
having enough business opportunities of the right type.
The venture capital sector in Australia is only 20 years old with most of
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the expansion in the number of funds and number of venture capital managers
occurring in the last decade. Each fund invests in only about 10 ventures and most
exit within 8 to 12 years. Thus very few VC managers have had a lot of experience
of selecting, managing and exiting from their investments. Each manager is able
to manage about 6 - 10 active investments while reviewing countless proposals.
As at the end of June 2003, the VC sector had only 133 VC mangers managing
850 investments. The lack of experienced managers severely constrains the rate
at which the sector can grow. Since that experience takes some time to acquire,
simply throwing more staff into the sector does not solve the problem – only time
can do that.
There is also a lack of appropriate opportunities to invest. Private investors
have many different types of investment possibilities. Investing in emerging
companies with often unproven products and often unproven management teams
requires a much higher potential ROI than investing in the ASX. This means that
the VC fund has to find opportunities that are reasonably capable of returning
over 25% return on the investment. Since very few ventures are capable of this
type of growth, the number of opportunities to invest is going to be limited. As
VC funds generally have a life of only ten years and the firms they invest in will
be unlisted with no ready market for their shares, the investments also have to
have the potential of an initial public offering (IPO) or a trade sale within a few
years of the investment.
Due to the high level of risks associated with emerging high growth ventures,
VC management take an active role in assisting and monitoring the investee
businesses. The entrepreneur seeking venture capital investment needs to accept
there will be limits on their freedom to manage their business, that they will have
to give up a portion of their ownership and that there is a strong possibility of the
firm being sold within 3 -5 years. Many entrepreneurs are not prepared to accept
those terms.
While there may be many products and services that have the potential
for high growth, there are very few entrepreneurs who have experience with
these types of ventures. The day to day management of the business is left in
the hands of the management team as VC managers are not trained nor have
the time to micro manage their investments. VC managers are predominately
trained in banking and finance. While they may have gained experience over the
years with entrepreneurial ventures, they can’t be expected to have the technical
knowledge nor the market knowledge needed in each investee firm, thus they are
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very dependent on the skill, knowledge and experience of the management team.
Since very few Australian entrepreneurs have high growth start–up experience,
this severely limits the flow of opportunities the VC funds are prepared to invest
in.
However if you can assemble a good management team and find the right
opportunity, present a well thought out growth strategy with a robust exit strategy
you would be in a very good position to secure a venture capital investment.

50

WHICH STRATEGY
When do you choose between developing strategic
value and profits?
Angels need an exit strategy in order to harvest the returns on their investment.
But the choice of how to create exit value is often confused by our view of how
businesses should be prepared for sale.
I often confront entrepreneurs with a stark choice – what is the best strategy
to prepare your business for a sale – build up the profits or develop underlying
assets and capabilities for a strategic sale. You might well ask ‘Why can’t you do
both?”. I am sure that some companies can, but when you look at the processes
involved and the priorities which will place on where to use your surplus cash,
you often see is a clear choice – you don’t have the resources to do both so you
need to decide which strategy is going to give you the highest exit price.
Companies which are sold on an EBIT multiple are those which provide
the buyer with a platform which enables the buyer to generate a stream of
future earnings through the use of the resources contained within the acquired
business. While these might be augmented by the buyer through the insertion
of better processes, more capable management and better funding, essentially it
is the same underlying business which is generating the profit stream. Thus any
acquisition valuation will be based on net present value of those future earnings.
Most businesses fall into this category. Thus financial buyers typically buy retail,
wholesale, light manufacturing, transport, property and services based businesses.
You increase the value of such businesses by reducing the inherent risks for
the buyer, improving the visibility and reliability of future earnings forecasts,
improving on-going profitability, building growth into the business and finding
ways to create growth potential for the buyer.
By contrast, those businesses which appeal to strategic buyers have some
underlying assets or capabilities which a large corporation can exploit through
the buyer’s own organization. Small companies will often develop products
or services which can be sold by the acquirer through the buyer’s very large
distribution channels. In the right circumstances, a buyer might be able to scale
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the revenue by 50 to 100 times that of the seller just by having the right access
to global customers. The key to a strategic sale is to find a large corporation who
can exploit the underlying asset or capability of the seller to generate very large
revenues. In these situations the size, revenue, number of customers or employees
or level of profits of the seller may be entirely irrelevant. It is the size of the
revenue opportunity of the buyer which is the key to a strategic value.
Thus a business which has the right type of assets or capabilities which can
generate such strategic value may be much better off by putting additional effort
into developing those assets and capabilities to provide greater or earlier revenue
generating power for the intended buyer. A higher exit price will be achieved if
the buyer can scale or replicate the asset or capability faster and can integrate the
seller’s business quicker. The only size consideration for the seller is to be big
enough to provide the launch platform for the buyer to fully and quickly exploit
the strategic value.
Strategic sales normally generate much higher exit values. Take the time to
consider how you might develop your business to generate more strategic value.
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CORPORATE INVESTMENT
Minority stake in my business – should I?
When you are raising finance you may have the opportunity to raise some
funds from a corporate investor who works with Angels. You need to carefully
assess their interest before you accept the money.
Large corporations will often suggest that they take a minority stake in an
emerging business. They might be seeking an insider’s view of a developing
technology and want to be able to preempt competitors by making an offer for the
remaining shares before the business is up for sale. They may want the business to
invest in additional capacity and capabilities to support an alliance relationship.
Alternatively, they may wish to invest in the business as a corporate venturing
opportunity to gain a higher than average return on funds employed.
The entrepreneur may be interested in selling part of the business in order to
cash up part of his or her investment. If the shares are invested in the business
it might be a cheap source of capital or a way to gain greater attention from a
strategic partner. Alternatively, it might be used as a hook for a possible future
sale.
Minority investments do not come without their problems. Few knowledgeable
investors make minority investment without conditions. These might include
veto power over executive remuneration, raising new equity or debt, capital
expenditure, dividends and so on. They will normally include a position on a Board
of Directors and the right to replace the executive team if agreed performance
targets are not met. An emerging business which has little formal reporting and
no Board of Directors will suddenly find themselves with a major change in their
performance evaluation and governance environment.
However, for the entrepreneur this can be a way of accessing equity funds and
it could be linked to access to resources, technologies, networks and knowledge.
It is sometimes undertaken to secure a strategic customer or strategic partner
who can advance the progress of the business. It often forms the basis of an
acquisition where the parties have a chance to get to know each other and the
investor has time to fully evaluate the benefits and risks of an outright purchase.
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There are, however, traps and the entrepreneur needs to weigh up the benefits
with the restrictions and loss of flexibility. The agreement may come with a first
right of refusal on the issue of further equity or on the sale of the business. Such
a restriction might scare off potential investors and buyers. There is also the risk
that the investor will not step up to putting in the resources to assist the business
leaving the entrepreneur with an ineffective, if not hostile, minority shareholder.
What the entrepreneur needs to assess are the benefits of having the corporate
investor over the alternative of an angel or venture capital investor, or even if it
would be better going it alone without the interference of an external investor.
If, however, significant progress can be expected by bringing the corporate
investor on board, then the risks may be outweighed by the benefits. Certainly,
the likelihood of an outright sale to the corporate investor would be greatly
enhanced with a minority investment. The difficulty then would be to ensure that
a reasonable market price for the business could be achieved in the absence of a
competitive bid.
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VALUATION
How to Value Your Business
Whenever I get into this specific topic I sometimes think that I am entering the
world of art rather than science. Certainly, from what I have seen over the years,
there seems to be more guess work in the process than science. Most business
owners will be familiar with sales of businesses in their own sector and will know
what the typical valuation formula is. Generally this is some multiple of profit
(normally referred to as time EBIT, earning before interest and taxes), but some
sectors will be a multiple of revenue or a value per client or per member. Few
will, however, understand why a specific multiple applies in their sector.
When I have asked for clarification of the specific multiple which is being
applied, I usually get the arguments that it is ‘typical’ in the sector, that it reflects
industry volatility and risk or that it includes adjustment for industry growth. The
truth of the matter is that most business owners, business brokers and business
advisors don’t know why a specific multiple applies. They just know what norm
has been established over many years and many sales. When you ask ‘How can
I get a higher multiple?’ the answer will be ‘grow faster!’. “How much faster? –
well more!! Not very useful and certainly not very scientific.
Excluding liquidation or break up value, there are only two fundamentally
different models for establishing a value for an operating business. The first is
based on the future stream of free cash flow generated by the business and the
other is the strategic value of the business to a large corporation.
Most conventional businesses, such as retail, wholesale, transport, property,
and services businesses, achieve value by producing profits (EBIT) for the new
owner. It is the size, duration, growth and likelihood of that profit stream that
creates the value. By the way, it is only ever future income streams that create
value never past ones. You don’t put money into a savings account to get the
interest rate the bank paid last year, the only relevant rate is the one they are
going to pay. Thus, it is only projected future profits that are relevant. While past
profits may give you some indication of the likelihood of future profits, you can
dramatically improve your valuation by creating a different future.
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Conventional valuation theory can be applied to business valuations. This is
based on Net Present Value (NPV) of a future stream of income relating to the
initial investment. Once we know the income streams and the discount (risk rate)
to apply to them, we can calculate the value of the investment (or the business in
this case). It then follows that conventional valuation using EBIT multiples should
be able to be expressed in a NPV formula. Thus 2 x EBIT is a 50% discount rate,
4 x EBIT is 25% and 6 x EBIT is 15%. A business valuation can therefore be
improved by reducing the applied discount rate and improving the visibility and
probability of future income streams.
You reduce risk by improving recurring revenue, account penetration,
customer and employee churn and by implementing better systems and processes
internally to set and monitor performance. Visibility of future income streams is
improved with long term contracts, greater recurring revenue and deeper account
penetration as well as establishing good competitive advantage around patents,
brands, trademarks and deep expertise. This should gradually improve the EBIT
multiple. Further increases in valuation will come from increasing sustainable
profitability and building income (EBIT) growth in the business.
This process is fairly conventional. Now comes the clever part! To gain a
premium on the sale you can build growth potential into the business which the
buyer can exploit. Can you identify how a much better funded, more skilled,
more able buyer could grow your business and can you provide the framework
or template for that growth? Where you can set out a path for higher growth and
profits and clearly demonstrate how that can be achieved, it is possible to gain
some of that increased profit in your valuation. You will need to find the right
buyers and you will need to put the business into a competitive bid in order to
extract that premium however.
A business which has underlying assets and/or capabilities which a large
corporation can exploit is a very different proposition. These are business based
on patents, brands, copyright, trademarks and deep expertise. The valuation in
this case is not based on what your business can generate in future profits but
how much profit the buyer can generate by exploiting your underlying assets and
capabilities. Imagine a very large corporation which has a customer base one
hundred times yours which would be highly receptive to your product or service.
The large corporation may be able to quickly sell your product or service into
an existing customer base reaping ten times your revenue, or greater, in the first
year of the acquisition. Therefore, what would your business be worth to a large
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corporation which had a ready market for your product or service? The value of
your business is based on what they can do with your business not what you can
do with it. In fact, your own revenue, profits, customers and numbers of staff may
be quite irrelevant in putting a value on your business. It is now all about them
and not you.
Working out a valuation based on strategic value is very difficult but not
impossible. What you have to do is estimate the revenue and profits that the
acquirer will generate from your business. Thus, if they have a customer base
one hundred times yours, then it might be fair to say that the value is one hundred
times your conventional valuation. Will you get that for your business? Probably
not but you will gain some portion of that value if your set the deal up correctly
with the right potential buyers and ensure you have a competitive bid running
when you come to sell. With strategic selling the task is to work out what you
have or do which could be of interest to a large corporation, identify the potential
buyers, set up a relationship to educate them on your potential and then manage
the final competitive bid. Generally strategic buyers are prepared to pay many
times the conventional value of a business.
If you compare these two models, what you will see is that the value of your
business is solely in the eyes of the buyer and especially in the manner in which
the buyer can exploit its potential. What this should be telling you is that the
identification of potential buyers is one of the most critical aspects of gaining
the best price for your business. The best buyers are the ones which have the
experience, willingness, capacity and capability to best exploit the potential in
your business. Your task then is to create that potential and then find the right
buyers.
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EXIT PREPARATION
Is it worth getting an external investment to prepare
your business for sale
More often than not, the business which you should be selling is not the
business you are currently managing. Why is this? Simply because the business
you are managing may not be the business which offers the buyer the best
potential for future profit. Your business is built around you; your knowledge,
skills, networks and resources. The business which the buyer will manage will
be built around their knowledge, skills, networks and resources. The objective in
selling a business is to find an individual or a corporation who can gain more out
of the business than you can.
Many businesses have untapped potential or can be better managed and
exploited in the hands of better resourced or more knowledgeable buyers. There
is nothing wrong with recognizing that and using that potential to leverage a
higher price. However, premiums are normally paid where buyers can quickly
execute on growth potential in the business. This means that the business itself
has to structure itself to enable such growth potential to be rapidly exploited.
Entrepreneurs tend to forget that the value of an investment comes from
what it can earn in the future, not what it earned in the past. Thus a new owner
who can gain a greater return out of the business is likely to value the business
more because of its higher potential in their hands. In a strategic sale, the whole
basis of the sale depends on finding a large corporate buyer who can exploit
the underlying assets or capabilities of the acquired business to drive large scale
revenue. The reason why large corporations often pay a strategic premium is
because they recognize that they can release untapped potential from the business
by connecting it with their own large customer base.
The maximum value of sale is thus achieved by identifying those buyers
who can best maximize the underlying potential in the business. The current
owner maximizes the sale price by preparing the business so that those buyers
can aggressively exploit its potential. However, the business today may not
be structured appropriately to maximize the sale price in such a deal. Often a
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business needs changes in its organization structure and/or in its products to best
position itself for maximum sale price. For example, parts of the business may
be making a loss and need to be closed down. The company may have patents
filed in one country but not in others. Deep expertise may form the basis of
the business’s competitive advantage but may not have been documented. The
business may need to be broken up into several businesses to find the best buyers
for the individual parts.
If the anticipated increase in final sale price due to restructuring or preparing
the business for sale is significant, it is worth bringing new equity investment into
the business to allow the business to undertake the changes. Such investment can
provide funding for restructuring, preparing for due diligence, identifying and
building relationships with premium buyers and for professional services firms to
support the transaction.
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BUSINESS PLANS
Declare the assumptions underlying your planning
and test them

It is widely acknowledged that business plans are out-of-date as soon as they
are written and yet we still persist on doing them and need them for bank loans
and raising equity finance. Perhaps we should simply accept that they help us
understand a lot about the integrated nature of a business operation and leave
it at that but we should not undervalue what it tells us about what is going on
around us. For any business plan to have meaning, it needs to set out a basic
set of assumptions about its internal and external environment. The exercise of
uncovering and analysing those underlying assumptions is one of the most useful
outcomes of building the business plan.
Think of the impact on your business of some basic trends. Some are very
slow such as population growth, demographic movements, life expectancy,
infrastructure changes, global warming and so on, but these will impact your
business over a ten to twenty year period. Then there are abrupt changes such
as elections, man made and natural disasters, and competitor bankruptcy which
will impact you suddenly. You also need to give some thought to aspects of your
business over which you have no control such as legislative changes on working
conditions, health and safety, input cost changes, currency and interest rate
movements, etc. Even after you have dealt with all those, you still need to have
estimates for elements of your business which you can partially influence such as
employee retention rates, general salary increases, office rental rates and so on.
Even small changes in some of these items can have a major impact on your
business. It is not sufficient to throw them all in a spreadsheet and pretend that
your job is done once you have generated your plans for the following year. The
major benefit comes from testing out different sets of assumptions to identify
just how sensitive your business is to different scenarios. The more sensitive
the business is, the more analysis you need to do of the underlying factor and
the more work you need to do to mitigate the effect or take advantage of the
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opportunity presented.
What you need to do is to take a range of possible, or more pragmatically,
probable outcomes. Thus while you might look at the impact of a borrowing rate
of 20%, it is sufficient to look at a range of 5% to 8% around the current rate. You
could examine retention rates of 50% but if your normal experience is 80%, then
a rate of 70% is probably sufficient. Sales might be growing at 5% but it would
be a useful exercise to look at 8% to 10%. While you need to be very sensitive
to negative impacts and build contingency plans for those, watch out for the
opportunities. What changes can you take advantage of? What would you need
to have in place to react quickly to a positive change? The business plan activity
is your opportunity to protect your business as well as improve it.
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BUSINESS CONCEPT
What business concept is needed to sell
“You have to be able to prove your business model to get the highest price for
your business!” How many times have you heard that and what does it mean?
The underlying message is that value is created in a business if the business can
demonstrate its ability to generate revenue and profits. A valuation can then be
derived by projecting revenue and profit trends and calculating a net present
value for them. If the underlying business model is weak, unproven or volatile,
the projections themselves will be heavily discounted and a much lower valuation
will result.
There is a good bit of truth in this advice providing of course that what you
intend to sell the business you are managing today to someone who will continue
to manage it the same way and in the same product/market environment. However,
there is a fundamental assumption at work here which is that the future will be
the same as the past. We can make significant changes to our business valuation
if we change this statement to; “Your business will have the highest valuation if
it has a business model which can best exploit its potential”. What if instead of
me trying to create the right business model, I seek to insert my business into the
right business model through finding the right buyer.
Too often we are caught up in trying to do everything ourselves instead of
taking advantage of what others before us have already created. For example, I
can connect into a large customer base through a strategic partnership instead of
building my own channel to market. I could buy in critical technology rather than
building my own. I could build a virtual business by outsourcing those things I
don’t do well and concentrating on those things which are core to my competitive
advantage.
What I have to demonstrate to a potential buyer is that they will have the ideal
business model to exploit my potential not that I already have it. The future of the
business will be created by them and not me. Thus their capabilities and capacities
are critical in exploiting the business. If they are able to remove constraints to my
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business model – I will have created the ideal business model through the sale.
You can see this happening in the biotechnology sector. Many drug discovery
and development firms do not have sales channels. Instead of pursuing revenue
they concentrate on R&D to create something which would be attractive to the
large pharmaceutical companies. When they have a drug at the right development
level, they sell out to a business which has the capability and capacity to take it to
market. It is the business model of the pharmaceutical company which is critical
to ultimate revenue generation, not that of the R&D firm.
When you sell a business, you need to seek out a corporation who can best
exploit the potential in the business. At that point, your business model may not
be relevant.
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PART TWO: THE INVESTOR PITCH
There are as many different forms of investor pitches as there are investors. If
you are looking for a silver bullet, there isn’t one! For every investor who prefers
a two minute presentation, there will be as many who want 20 minutes. For every
Angel who wants you to tell them how much money you are seeking up front,
there will be just as many who would rather have that information at the end
when they know what you want to do with the money.
However, don’t be despondent. Over 50% of the presentations I hear are
seriously lacking and almost all of them have some vital bit of information
missing. Rarely have I heard a great pitch. If you can avoid the obvious mistakes,
you will be in the minority and if you can provide the essential information,
you will be well received. There is nothing wrong with generating questions at
the end of a presentation, but what you don’t want is your audience to be left
wondering why they wasted their time because they don’t understand what you
do or what you want from them.
Building a story about your business and being able to present it to different
audiences is an essential requirement for any entrepreneur. If you are looking for
investment, recruiting a key executive, selling to that first customer, borrowing
money from a bank or trying to convince a supplier to give you extended credit,
you need to be able to give a succinct and compelling explanation of your
business. They can’t be expected to wade through all the details of your business
to discover if it makes sense. Unless you can provide a short sharp ‘pitch’ on your
business, you are going to miss out on some great opportunities.
The short version of your investor presentation is often referred to as an
‘elevator pitch’ and is part of the language of venture capital. It derives from
an exercise that MBA students were required to do as part of their training in
entrepreneurship. You are told you have entered an elevator and next to you is a
venture capital executive who will get off the elevator in two minutes. You have
two minutes to present a compelling argument as to why he should meet with you
so that you can explain your venture in more detail. People who work exhibition
stands know the drill very well although they rarely get 2 minutes. If they are
lucky they might get 20 seconds.

64

There is a lot to be learned from building a 2 minute pitch on your venture
and trying it out on people who know nothing about your business. The first thing
you learn is that 2 minutes goes by real fast. You have to use words sparingly and
stick to the most important points. The next thing you find is that your audience
does not understand your business at all. They fail to grasp what a great business
idea you have, how great the product or service is and how important it is that
they invest in it. Basically – they don’t’ get it!! Of course it does not take a rocket
scientist to discover that this is not their fault. You have simply failed to structure
the explanation in such a way that they could understand it. So go back to the
drawing board and start again.
Many people make the mistake of being too technical and providing too
much detail, forgetting that the aim of the pitch is to convince the non believer
about how financially attractive and robust the business venture is. Generally,
the greatest mistake is to fail to provide a clear explanation of the essence of the
business; what problem are you solving, how you are solving it and for whom,
how big is the opportunity, what is your competition and why you think you can
be successful.
For an investor to be seriously interested, they need to see a customer with
a compelling need, a product or service that has unique, hard to copy attributes
which fulfill that need and enough potential customers to make it a reasonable
size business. You have to convince them that you have the team that can execute
on the opportunity. Lastly, it has to provide a good return on their investment
through a public listing or by selling the business within a relatively short period
of time, say, 3 – 5 years. You need to be able to deliver that message in two
minutes. A longer presentation allows you more time to present greater detail but
the core message is the same.
At one investment pitch session for angel investors which I attended, eight
seed and early stage ventures were given 20 minutes to present their investment
opportunity. The presentations varied from poor to very good and from boring
to passionate. However, most of them failed to clearly define the problem they
were solving and why their solution was better than the competition. Some forgot
to provide statistics on market size, what portion they could capture within a
reasonable period of time and how they were going to do that. Not one of them
had a clear explanation of the exit strategy, perhaps the most fundamental aspect
of any angel investment.
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I suspect that with further probing, all of these ventures could have been made
to look attractive. Angel investors are not typically passive investors who put
their money in and wait for the cheques to come; they are active investors who
typically assist the venture to develop. They do not expect the business model
to be ideal at the initial investment stage, but they do expect to be given enough
information to decide whether to spend more time in the investigation of the
opportunity. Most of these ventures wasted their presentation time at this forum
as they were poorly prepared, had failed to test out their presentations with non
expert audiences and lacked practice. Following each presentation, the angel
investors were given an opportunity to ask questions and the teams were able to
see where they had failed to present essential information. Fortunately for them,
they also received some very good advice on areas where their business strategies
could be improved.
Whether you have 20 seconds, two minutes or an hour to present your business
opportunity, you do need to prepare and practice the presentation otherwise you
are wasting invaluable opportunities. As a potential recruit, a prospective customer
or investor, I want to be convinced by both your passion and your argument. If
you can’t explain succinctly what you do and why I should be a part of your grand
venture, why should I waste my time working with you?
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WHAT INVESTORS WANT TO KNOW
Put yourself in the investor’s shoes. Why are they there and what do they
need to know to have an active interest in talking to you further? Remember, they
hear lots of presentations, don’t really care about the product or service and are
really interested in the risks and rewards for their investment. Keep in mind that
without a highly probable exit event, they don’t get their money back and don’t
achieve a return on their investment, so don’t forget about the exit.
While there is no ‘one size fits all’ presentation, the basics should include the
following:
Introductions
Who are you, what is your position in the business and what is the name of
the business.
What does the firm do?
You should be able to state what your business does in a few sentences.
“We provide security safety fences for high rise building developments”
“ We develop skin care products designed for tropical climates”

What problem or need are you addressing?
You would be surprised at how often I ask ‘What problem are you solving?’ at
the end of a product presentation. I hear all about the features and functions,
how it beats the competition and that customers love it, but half the time I
am not told what problem or need it addresses. The key here is to explain
why customers need the product. What pain are you addressing? What need
are you satisfying? Why can’t the customers defer, delay or avoid buying it?
What evidence do you have that your solution is effective and that customers
will buy it at the price you propose?
Who is the customer?
I want to know exactly who the customer is and why they need it. How
do you put yourself in front of your target customer with a compelling
proposition?
What is your competitive advantage?
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A strong competitive advantage means that you solve the problem better
than anyone else and that customers with that need or problem prefer your
solution. You also need to demonstrate that you can protect your advantage
over time through some registered IP (patent, brand, copyright, license,
trademark etc) or a level of deep expertise which is difficult to copy, mitigate,
develop or acquire.
How big is the market?
This is where evidence is required about the number of potential buyers, the
manner of distribution and the conversion rate of prospects to sales.
“In our initial pre-release testing we had a take-up rate of 9 in 10 tradesman.
With 600,000 tradesman in our target region, we can expect sales of $2
million within 2 years of the initial marketing campaign. Replacement sales
are anticipated to be at a rate of 20% per annum.”

What is your distribution strategy?
How are you going to distribute the product and put your product or service
in front of your target customer? There are a variety of strategies which can
be used; direct sales, internet, retail, wholesale and manufacturing license.
Which ones will you be using and why do you think they will be effective in
meeting your revenue and profit targets?
What is your exit strategy?
Unless you have an exceptional high growth venture which could achieve
an IPO, your business will need to be sold in a trade sale to achieve an exit.
What is your target exit date? Which companies have you identified who
would be interested? Why would they buy your business and what is the
estimated sale price?
What do you need to do to achieve the exit?
What are the milestones you need to achieve and tasks you need to complete
to succeed in a trade sale or IPO event? This might include product
development, proof of concept, revenue targets, strategic relationships
and so on. If the exit is a trade sale, you should have selected the potential
buyers, have a plan to approach them and understand why they would want
to acquire your firm.
Who is going to do the work?
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Who is on the management team? What are their qualifications and
experience and which positions need to be filled for you to deliver on your
strategy? Why do you think this team is capable of achieving the milestones
and exit outcome? It is OK to have an incomplete management team but you
should show how you plan to fill those vacant positions.
How much investment do you need?
How much funding do you need, when do you need it and what is the money
going to be used for?
What are you offering the investor?
While this will certainly be negotiated, if you can, you should give some
idea of the level of equity participation and the likely return to the investor.
Be prepared! You may expect to have 20 minutes to present and then be told
you have only 5 minutes. You may anticipate doing a formal presentation to be
told that they only want a short description of the investment proposal.
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THE ELEVATOR PITCH
Sometimes you only have a minute or so to get the message across. In
those situations you need to focus on the essentials and ensure your audience
understands what you do and why they should come and talk to you after your
presentation.
Here are two examples from ventures which I have been involved with. Each
of these presentations could be done is less than one minute.
Investor Pitch for Pioneer Computer Group (1990)
My name is Dr. Tom McKaskill and I am the President of Pioneer Computer
Group, a software development business located in Northampton, UK, with
offices in London, San Diego and Auckland. The business develops, markets,
implements and supports integrated enterprise wide resource planning
(ERP) applications for both discrete and process manufacturers and a set of
software development tools (4GL). The business currently employs 160 staff
and has revenue of $15 million.
PCG has over 200 customers for its ERP systems and over 2,000
customers for its 4GL products spread across 16 countries supported by its
own staff and over 20 distributors. PCG has partly completed the world’s first
4GL, relational database ERP system for process manufacturing which has
received significant interest from early customers, distributors and our major
strategic partner, Digital Equipment Corporation. The process manufacturing
ERP market is anticipated to be the next big growth market in the software
applications space. PCG have just signed an agreement to install the system
in 16 factories of a large UK based manufacturer, the largest manufacturing
software contract signed this year in Europe.
PCG is seeking $2 million to complete the development of the process
manufacturing suite, set up trial sites in the USA and seek a strategic US
buyer for the business. We estimate sales of the new product to exceed $100
million in the first two years of release in the USA giving a potential trade sale
exit value of around $50 million within 2 years.

This explanation would be improved if I had identified the potential buyers
and the reason why they would be willing to pay a premium to buy the business,
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but you can see how much information can be delivered in a brief statement.
Investor Pitch for Distinction Software (1997)
My name is Tom McKaskill and I am President of Distinction Software,
a software development company which provides an integrated suite of
software modules for supply chain optimization for medium sized process
manufacturing companies who manufacture high volume, low priced
consumer packaged goods.
Our product suite optimizes the relationship between retail demand,
warehouse inventory, logistics, manufacturing capacity and raw material
inventory. The package uses a sample of client data and shows a payback
time on the cost of the software of less than 6 months.

The product suite is one of only a limited number of fully completed and
implemented supply chain optimization products worldwide.
The market for such products is growing rapidly and there is keen interest
from large application software providers to enter this market. These products
are highly specialized, take years to develop and are expensive to complete.
Our exit strategy is to sell the business to a global software corporation
providing them with an immediate revenue opportunity within their existing
customer base as well as a strong competitive advantage for future sales. We
estimate an exit price of around $60 million.
We are seeking $2 million to complete multi-lingual translation, multicountry trial implementations and documentation and training material
required for a global release.

This description was my first attempt. Note that I do not mention revenue,
staff numbers or projections. With any presentation, you should improve each
time you do it. It is important to be able to explain your business in one minute or
in a description which is no longer than one page.
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POWERPOINT PRESENTATION
GUIDELINES
There are lots of ways of doing a presentation and therefore there is not one
format which is perfect but the basic rules of presentation still apply.
Do’s of Presenting
•

Outline why you are there

•

Have a logical flow, be confident, positive, focused and professional

•

•
•
•
•
•
•
•

Tell them what you are going to tell them, tell them and then tell them
what you told them
Use photos, diagrams and videos to demonstrate your product
Show you know what you are talking about

Be honest (identify problems, risks, outstanding work)

Tailor your presentation to the target audience (why are they there)
Be realistic and reference your data sources
Limit the number of points to a slide

Use at least an 18pt font. Major bullet points should be at least 24pt

Don’ts of Presenting
•

Don’t make ambiguous, vague or unsubstantiated statements

•

Keep the sizzle down - stick to the meat

•
•
•
•

Don’t use technical or industry jargon

Keep the slides simple and to the point

Don’t be casual, uninterested or otherwise engaged - show you are keenly
interested in the decision
Don’t read and don’t present financials to 3 decimal places.

Powerpoint is a very powerful tool but can be over-used. The slides are there
to allow you to convey information - remember that your audience can read so
you don’t need to read them out. The order of slides allows you to control the flow
and pace of the presentation. You are telling a story, make it interesting but stick
to the central theme.
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Your audience should be able to read everything on the slide within a few
seconds. Don’t put so much information on the slide that it distracts them from
listening to your explanation.

Don’t use small fonts or make the presentation too complex. Use fonts you
can read from a distance. Avoid TLCs and technical jargon if you are presenting
to a non-technical audience. The Audience needs to be able to read the contents
of the slide in a few seconds.
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Ensure the colours you use are easy to read. Put contrasting colours together
so the text can be read easily. Your audience wants to read what is on the slide.

Use large font with contrasting colours so the words don’t merge into the
background. Ensure the colours you use contrast so that differences stand out.
Don’t use complex backgrounds which vary greatly in colour and lose some
definition of the text you are wishing the audience to read. The Audience should
be looking at the words not the background.
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Don’t use fancy transitions or objects better suited to presentations done by
non-professionals. You are presenting to a professional audience so avoid the
gimmicks. Don’t use fun graphics, noises or fancy animations. The audience is
interesting in the proposition not the animation.
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Don’t stand in front of the slides.

Remember why they are there. You are telling a story where the words on the
slides are pointers but the main message is coming from you.
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WHY ARE YOU THERE?
Be very clear in your own mind what you want to achieve from your
presentation and ensure you come back to that at the end. Listen carefully to the
questions and make sure you answer them rather than simply repeat what was in
your presentation.
Learn from every presentation:
•

What went right, what went wrong?

•

Find out where the weak points were.

•

•
•
•

What questions came up later - can this information be incorporated in
the presentation?
Where were you not convincing?

In the story, strategy, concept - what did you miss?
Who or what do we need to do to be successful?

Your presentation is only the first step, you need to have a plan to follow up on
the meeting. Ask for business cards of those who would like a further discussion.
You can also ask if you can send them additional information.
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PRESENTATION CHECKLIST
After you have put your presentation together, check it against the following
list. Depending on the type of business and the type of exit, not all of these items
will be relevant and some will need more detail than others.
Almost without exception, you will have made some assumptions about your
audience, especially their knowledge of your industry and technology. You need
to deskill your presentation for a general audience. The best way to do this is to
give the presentation to people from outside your sector. Try it on friends, siblings,
your spouse/partner/mother and your co-workers. If there is something they don’t
understand or have difficulty following, you need to change your presentation. At
the end of the presentation, you might ask them questions about your business
and investment opportunity and see if they understood it. These days it is not
essential to wear a business suit and tie but neat and professional is important.
•

Introduce yourself and your other presenters

•

What problem or need do you satisfy

•
•
•
•
•
•
•
•
•
•
•
•
•
•

Who are you and what do you do
Is the customer clearly identified

Are you showing why the customer should buy from you
Are you identifying your principal competitors

Are you identifying your sustainable competitive advantage
Are you showing who the management team is

Do you have financial projections with worst, likely and best case
Are you identifying the risks in the deal

What problems are unresolved or needed additional work
Do you have a well defined exit strategy

Have you identified what needs to be done to deliver on the exit event
Have you said why you are there and make the investment request
Is the investment opportunity well defined and convincing.
Are your Powerpoints clear and easy to read

Depending on whether you are a financial or a strategic exit, your explanation
of what is important can be very different. With a strategic trade sale, the key is
to identify the strategic buyers and explain why they would want to undertake the
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acquisition. In a financial sale or an IPO, you need to show that you can create a
high growth venture.
The last time I raised venture capital I did over 30 presentations to venture
capital firms in 5 cities up and down the eastern seaboard of the USA. Each
time I learnt a little more about what they were interested in and refined the
presentation. What I also found was that even the best opportunity had to fit into
their investment criteria, investment portfolio, sector preferences and level of
investment. You may need to do a number of presentations to different audiences
before you find a match.
Some organisations will have a preferred presentation outline which they
would like you to follow. Ask them if they have a specific format which they
prefer. Often they will want an executive summary either in advance or on the
day. This needs to cover the major points of the investment proposal and should
include contact details for those who wish to explore your proposal further. Some
organisation like to have a written business plan available for those who wish to
examine the proposal further.
With formal Powerpoint presentations, many organisations like to hand out
a copy of the slides to the audience so they can make notes during and after the
presentation. Remember to invite the audience to ask questions and offer your
business card for follow-up discussions.
Most investors try to put themselves into the shoes of the target customer and
ask the question “Why would I buy this product and from this firm?” They try
to do this as early into the presentation as possible so they can understand the
business. This means that it is really important to deal with this issue as early into
the presentation as possible. Showing the product, demonstrating it or showing a
short video or photo of it in use can be quite effective.
I have sat through many presentations where I didn’t understand what the
product was or what problem it solved until well into the presentation. The
problem for the presenter was that most of the audience were not listening to
the content because they were still focused on working out what the business
did. You should not be spending more than a minute or so on describing your
product or service. Once the audience understands what you do, move on to
the core of the presentation which is about what you need to do to develop the
business, the investment required and the return which the investors will receive
by participating in the venture. If you are at the idea stage or still developing your
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business concept, simply state that in your presentation, but ensure that your host
understands that prior to the presentation and has the opportunity of setting the
right expectation for those who will be attending.
If you are not sure what level of detail is required in the presentation or are
unfamiliar with some of the terms used by investors, ask your host. You can also
learn a lot about Angel and Venture Capital funding from articles, websites and
books. The more familiar you are with the requirements, the better prepared you
will be to deliver your presentation and answer the questions.
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KINDLE BOOKS BY DR. TOM
MCKASKILL
Masterclass for Entrepreneurs Series
The Masterclass series is a collection of books each comprising a set of
articles published by Dr. McKaskill on a specific topic. These articles have been
published in a range of business journals and/or e-business websites.
Masterclass for Entrepreneurs on Fundamentals: Insights
into the world of the entrepreneur. (47 pages)
Masterclass for Entrepreneurs on Business Growth: Insights on
how to achieve higher growth in your business. (174 pages)
Masterclass for Entrepreneurs on Business Resilience:
Insights on how to achieve greater stability, predictability
and resilience in your business. (98 pages)
Masterclass for Entrepreneurs on Financial Exits: Insights on how
to sell your business to achieve higher EBIT multiples (140 pages)
Masterclass for Entrepreneurs on Strategic Exits: Insights
on how to leverage strategic value to achieve a very
high price when selling a business. (115 pages)
Masterclass for Entrepreneurs on Angel Finance: Insights on
how to successfully fund early stage ventures. (80 pages)
Masterclass for Entrepreneurs on Angel Investing: Insights on
how to develop successful angel investing outcomes. (88 pages)
Masterclass for Entrepreneurs on Acquisitions: Insights on
developing a successful acquisition process. (108 pages)
Masterclass for Entrepreneurs on the Initial Public Offering:
Insights on using an IPO as a funding and exit strategy. (60 pages)

81

Entrepreneurial Practice Series
In depth books examining best practice in specific processes which are key to
the success of an entrepreneurial venture.
Entrepreneurs: The Rollercoaster Ride (165 pages)
Venture Growth Strategies: A practical guide to engineer high
growth into an entrepreneurial venture. (157 pages)
Financial Exits: Sell your business for a high EBIT multiple. (170 pages)
Strategic Exits: Leverage strategic assets to sell your
business for a very high price. (182 pages)
Raising Angel Finance: Securing private equity
funding for early stage firms. (140 pages)
Angel Investing in Early Stage Ventures: A guide to
selecting and managing investments. (153 pages)
Creating an Acquisition Strategy: An entrepreneur’s
guide to pre-acquisition processes. (155 pages)
Managing a New Acquisition: An entrepreneur’s guide
to post-acquisition processes. (87 pages)
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