


Foreword

I am just sitting down to write a few words having used some of my
own time to supervise this project over the last month, and am
realising that those reading this report who know me will be thinking
that, if this is what I do with my spare time, I definitely don’t get out
enough...

But you know what? 1 have had a great time on this project —
working with three very energetic students from Cambridge
University, just as they finish their studies.

They’ve had a fantastic opportunity (and I’m not thinking of the one
to work with me) to get out and hear from real live managers in
substantial private equity backed businesses — the highest profile
companies they’ve been able to find.

I have been staggered by how many people have given them an open
reception and how readily senior execs have shared their thoughts —
thank you for your support. This hasn’t been a formal academic
study but given the methodology and the number of people the
students have talked to, the quick conclusions they have been able to
draw must be robust I would think.

Anyway, working with Cambridge on a project like this may not be
everyone’s idea of a fun thing to do in your spare time but I think it’s
been a great result for all involved. Certainly the topic we
investigated was of interest to me.

My work includes:

—  Consulting to businesses who are thinking of selling to private
equity investors (see www.keenadvice.co.uk);

—  Providing financial training to large banks, accountants and
lawyers on various subjects including how to conduct private
equity backed company buyouts.

So that makes the subject matter here firmly of interest to me,
furthering my understanding of what private equity investors are
looking for. So there you are, not everyone’s idea of a fun thing to do
with their spare time perhaps, but there was a little method in that
madness.

I hope you read the students’ report with as much interest as I have.

Kind regards,

Mark Robson
Tel: 0788 1816038
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Introduction

This study has been a fantastic chance to get some real insight from
executives working in private equity backed businesses.

Aside from looking at what any literature has to say about how to attract
funding, here we have taken a very direct approach: we have just been out
and talked to the people who have recently raised finance!

As part of our work we drew up a list of the largest recent fundraisings we
could find. This was based on a review of recent press, cross checked
against output from a well-known M&A deals database. As a result, we
were able to create a target list of 50 companies that have raised
significant outside funding in the last two or so years.

The next step was to speak to senior directors within private equity
backed companies. Where we obtained an audience, in all cases we were
able to speak to a director-level appointee (managing director, finance
director or similar).

Response rates and co-operation were really very high. Although we
allowed ourselves only a 1-2 week window to contact senior managers
(and these, ordinarily, are very busy people) we managed to get time with
approximately 40% of the companies we approached. We are sure
response rates would have been even higher had we been allowed more
time to complete the work.

Of the people we spoke to, approximately "4 were happy to spend a
significant amount of time with us in face to face interview: speaking
about their companies, their ambitions, and what they had done to attract
outside investment. Other respondents were happy to spend time talking
to us on the telephone.



Our methodology
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Yes we had some ideas about what execs might say. Plenty has been
written on the subject of finance raising and we tried to distill these
thoughts into a structure that could usefully guide our conversations (see
the diagram on the next page).

We didn’t want to pre-empt respondents’ thoughts though; we wanted to
hear from them. In this respect we used a structured interview technique,
starting with a very simple question:

$
%&

What was interesting to us was the extent to which managers agreed with
our (or the literature’s) preconceptions, and the extent to which they came
up with something we hadn’t initially thought of.

The structure diagram was helpful in guiding our conversations, but we
weren’t bound to it. For example, if someone mentioned “management”,
if we needed to, we could use our structure diagram to ask a few more
questions (“what is it about your management team that attracted
investors?”, “how is your team structured?”, “has it changed at all?”,
“what skills and track record do your team members have?”). If they
mentioned something we hadn’t previously thought of, we could still
easily record that.

What we really wanted to avoid doing was conducting a straight-forward
survey and finding ourselves in a situation where respondents are
agreeing with us that something is important simply because we asked
them to tick the box on a questionnaire. What we wanted to do was let
individuals speak but we also wanted to, in advance, educate ourselves
about how we might best be able to draw information out of participants.
In this respect, we felt that our structured interview technique served us
very well.

Our strategy, really, was just to let the executives talk — and talk they did!
As a result of our work, we ended up with comprehensive notes
(amounting more than 30 pages) from conversations with all the
executives who participated in the study, and these have been distilled
into this report.

Of course, we assured individuals that the information they supplied us
with would be kept confidential and, as a result, most seemed very open
with us.



Our methodology

The structured interview

What aspects of your business

What was it about your
management team that was
important?

plan were important?

Management Business Plan

Was leverage involved?

What do you think were the 4 to
5 most critical factors in
attracting private equity into
your business?

Were there many

competitive threats?

Product and technology

Growth potential / Market potential

What was it about your product and
technology that made your company
stand out?

The impact of the growth potential
of your business and market

potential generally in attracting

private equity

What stage of development was your
product at?

Simplified from original version



Summary
The consensus from the executives

1 The management team is crucial

88% of companies say that either the management team as a whole or one
or two key individuals are a key factor in attracting private equity.

2 Having a compelling idea or
product can  overcome  other
deficiencies

In most cases, investors are looking to see a very strong idea or offering at
the centre of any investment proposition. This alone can be sufficient to
attract finance.

3 A product is only as valuable as
the market 1t serves

Investors want evidence that a market exists for the product. If the market
is already in existence, they want assurances that the product will be
competitive.

4 The benefits of a Cambridge
location are mixed

Some companies feel that they have attracted finance as a result of their
Cambridge location, either by association with Cambridge University or as
a result of the infrastructure and skilled labour available in the area. Others
are less positive about the benefits of an association with Cambridge.



1. Management leads the way

“a strong management
team is crucial; it
determines the risk of
the investment”

O

“I and my fellow
founders didn’t want to
hold onto our job titles
too much - the door
was kept open for more
senior people to be
brought in”

« +

88% of executives consider the management team to be one of the most
important factors in attracting private equity to a business. In almost all
the businesses surveyed there are one or more individuals with a long
history of attracting funding to businesses. This is often in the same
industry or related industries and is usually, but not exclusively, in other
high-profile local businesses.
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In many cases, the presence of just one senior board member with a
strong reputation attracts private equity investors, even where the rest of
the team are fairly inexperienced. Many firms have board members who
are themselves venture capitalists. This is not only reassuring to investors
but also gives the company board-level insight of what investors want.

In a number of cases, the management team has changed following
unsuccessful funding rounds. A fresh approach provided by more
experienced executives has been the stimulus needed to secure funding.
This can be particularly appropriate where founders with scientific, rather
than commercial, backgrounds are running the business.

88% of execs say
the management team is crucial

1-2 people The whole
have been team was 88%

crucial crucial
(=24%) (=64%)

0% 100%




2. The importance of the product

Technology is regarded by many of the companies as a critical success
factor in attracting private equity. Peerless intellectual property
presents an opportunity for large profits, given a receptive market.
Technological strength can compensate in the minds of investors for
other weaknesses.

71% of execs say

a unique product is important
‘Sales generally drop

by 70% when your
patent ends”

R

0% 100%

Alternatively, companies operating with established, widely-available
technology will be successful at raising funds if they have the
experience and low cost base to succeed against competitors. They are
attractive to private equity because their reputation and market share
ensures a steady stream of profits into the future.

Companies in our study tended to be in the former category.

Obtaining a patent, producing a prototype or undergoing trials all
significantly improve a business’ chances of obtaining finance. Many
firms which attracted finance were at very early stages of development.
However, only around 23% of technology companies we interviewed
had managed to attract any investment at the prototype stage and, at
that point, relatively small amounts of funding had been advanced by
outside investors.

In addition to this, some companies attracted private equity and
venture capital funding on the strength of their intellectual property
alone. The huge potential of these ideas for development was enough
to give investors confidence. Some of the companies we interviewed
had not even produced a prototype at the time of their funding.



Case study: Company A

The “wow factor”

As part of our work we spoke to a company which specialises in a
consumer technology product.

'ﬂ Company A was formed in 2006 and has spent the last two years
developing its product. So far, turnover has been negligible.
Company A’s key product has just been launched and the company is
gearing up for high-volume sales. Company A has been through one
funding round.

Despite the business not having a financial track record, it
successfully attracted venture finance because of the immediate
appeal of its product, described by Company A’s finance director as a
“wow factor”. Investors felt they could easily understand applications
for the product and why demand would be significant. Ultimately,
Company A has a novel twist on already widely-used technologies.
This also reduces investor risk, with no major technological hurdles to

7
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“When he [the overcome
investor] first saw

the product he felt he

wanted one”

(

In addition, Company A’s finance director felt that the track record of

% the management team was a significant attraction to investors. The
founders had started and successfully sold another business, and had
broad experience in the UK and the US. Although management had
worked within different industries in the past, the team had
demonstrable credentials in carrying out a similar task: servicing
demand created by an innovative application of an existing
technology.

@)

The third and final significant factor was the market potential for the
product: effectively all properties with a broadband connection.

pl0




3. Market potential

“Competition is greatly
overrated... the great
question is how much
market share can be
acquired”

-2y

“the market was
already out there, we
had technology to
represent a more
intelligent way of
doing things”

( *

The vast majority of businesses we questioned feel that they are
accessing a large potential market with strong demand, likely to grow
into the future. Robust demand reduces the level of risk and increases
the returns investors can expect to achieve. A firm bolsters its case
for funding when it can provide a clear indication of market potential
e.g. by pointing to sales of similar products, or through successful
trials of a prototype.

Businesses with a product targeted at an existing market are more
successful in attracting finance than those which attempt to create a
new market space. It helps when the management team can point to
established sales volumes for similar pre-existing products. A
demonstrably better product for an existing market is an easier sell to
investors than a new product that hopes to create its own new market.

Although brand new markets are difficult for investors, a significant
number of the companies we interviewed do focus on new products to
target emerging markets (for example environmentally friendly
products driven by government legislation).

, 1

According to the executives we spoke to, being able to point to
market potential helps raise finance, but market potential on its own
is not enough to attract funding. Successfully raising finance is about
being able to understand and articulate the opportunity as well as
being able to service the opportunity e.g. by adding the right
intellectual property, collective commercial experience and people.

65% of execs say
market potential is important

0% 100%
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Case study: Company B

The funding experience in practice

Company B was formed in 2000 and serves international markets in a
wide range of applications. It has experienced losses to date but
anticipates moving into profit in 2008. The company continues to
invest in further research and technical development and in the
marketing of its technology overseas.

Funding has been raised on a number of occasions, most notably in
2006 when £10 million was raised to see the company through to
flotation. With difficult trading conditions in 2007, flotation now
appears unlikely. More recently funding has been secured to fund the
company’s ambitious growth plans.

“attracting funding is
not industry specific,
it’s type-of- business According to its finance director, Company B has attracted finance

because it has unique technology, widespread brand recognition and

b 29
specific strong intellectual property protection.

( *
O

In addition, private equity investors have been attracted by the vast
market potential for the technology (with a wide range of applications
from motor racing cars to sunglasses).

Finally, the considerable experience of the management team made
the business a more credible proposition when it was restructured in
2005. A new Chairman had City funding experience and the new
CEO had relevant credentials which included growing a similar
business.

pl2




4. The Cambridge phenomenon

“the early small money
is just on who you
know”

=2y -

1 3

Firms in traditional “Cambridge cluster” industries (which we have
classed at one end of a scale where they are developing new
technologies e.g. in healthcare, life sciences or information technology)
are very positive about the benefits a Cambridge location has brought to
their fundraising.

Firms in other industries perhaps modifying existing technologies are
far less enthusiastic about the advantages they get from a Cambridge
location. These companies often tend to see themselves operating
internationally, with a network of relationships that stretches way
beyond the area.

The phenomenon is only
phenomenal for some

Companies
developing brand
new technology

Cambridge location
Important (=76%)

Companies
modifying
existing
technology

Cambridge location
unimportant (=59%)

0% 100%

O

What is clear from talking to all companies is that key relationships and
networks matter. It just so happens that some of the companies we
spoke to had found those things in Cambridge. That doesn’t mean that
other companies who have raised funds have not found those same
things elsewhere.

Those companies which started as spin-offs from the University
certainly do report great benefits from their existing associations. This
is particularly the case where companies have also attracted some of
their funding from Cambridge University sources.

Investors know that there is a large local pool of skilled labour available
in the Cambridge area. Likewise, the availability of laboratories has
facilitated the successful growth of some of the companies we spoke to.
For the right company, being in the right location seems to represent one
small tick in the box for investors.

pl3



Other factors

“Investor management
is the trick of getting
to the next stage”

-2y

“I think of nothing
else but the exit”

-2y

Executives we spoke to recognise the need for the investment to fit
the investor and vice versa. Not all private equity firms are alike.
Different firms invest in businesses at different stages of
development. Many specialise in certain industries and regions.
Different firms may not want to have too many similar investments
within one sector. Many do not invest in high-tech businesses that
haven’t got a product that the investor can easily understand.

At a second funding round, existing investors will want to “vet” new
investors. Not all private equity firms are friends!

4

The majority of the executives we interviewed perceived a clear exit
route as important in persuading an investor to part with funds.

72% of execs say
the exit route is important

0% 100%

Perhaps it’s true what they say about being able to recognise a
venture capitalist (he’s the only one who enters the room backwards
because he’s always looking towards the exit)!



Case study: Company C

How much money could
management make?

By being prepared to take on bank debt as part of a deal,
management can substantially increase their own returns as well as
those of private equity investors.

We looked at a holiday company with high margins, steady profits
and considerable fixed assets. This business has recently taken on a
high level of debt to finance a management buy-in.

The management team had previously been successful with a similar
company, eventually selling to a major international player. This
success, coupled with over 40 years’ experience in the industry,
made the team attractive to investors.

On the basis that:

. The business was purchased by the current management team
at a total value of €40 million or 8x EBITDA;

. The business raised €15 million of debt (3x EBITDA); and
. Forecast EBITDA in three years is €8 million...

5 o+

67 8

This, perhaps, goes some way to explaining why the execs we spoke
to were so enthusiastic about their businesses and what they are
doing!

p15




Conclusions
What’s interesting about all that?

We tried to approach our work with an open mind, not developing too
many pre-conceptions and making the most of the opportunity to hear
from senior executives in high-profile private equity backed businesses.

We thought we might, at best, confirm what some of the literature
points to. Despite, perhaps, few expectations, our conversations
delivered a number of surprises for us (although, in most cases, it’s
really a question of the things execs took the time to emphasise to us).

4 97 :

We expected executives to mention the importance of management
(after all, they are working in the business and backing themselves).
What we weren’t prepared for was exactly how important the 88% of
managers seem to believe they are to the business. According to a
recent survey by accountants Grant Thornton (reported in the Financial
Times May 14 2008) 25% of chief executives are sacked after their
companies are bought out by private equity investors. Don’t these
people realise they can be replaced?

Perhaps the 88% result reflects the fact that we were often interviewing
managers who had been brought in to replace a previous management
team that had underperformed. Perhaps the 88% simply reflects the fact
that management are acutely aware they have to perform. Managers
must be very aware that others see their role as critical, but we can’t
believe that they see themselves as indispensable.

4 91

Given the importance of management and their track record in attracting
finance, it seems that less experienced managers (who can see the
potential and have the product) have a real hurdle to overcome. What
can they possibly do? Again, the responses provided by our execs
provide a few clues. Namely:

—  Attract “big hitters” on to the board — people who have the
networks required to bring in funding, have done it all before,
will back you in front of investors and can validate the
opportunity for outsiders;

—  If push comes to shove, be aware that you might have to accept
that the opportunity is bigger than you are. As founder, it might
be better to retain a small share of a big opportunity than see the
opportunity fade away through lack of finance.



Conclusions
What’s interesting about all that?
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We were surprised by the extent to which execs rated their product and
technology as being important in attracting finance.

Yes, a good product drives a business but we expected managers to be
more focussed on the role of early trade partnerships, customer
relationships, low volume sales and fundamentally the need to be able to
point to a real business rather than a real product.

Perhaps the result here reflects the fact that some of the businesses we
spoke to had attracted finance from a relatively early stage and the
senior managers involved may have a product/ technology background
or at least a key role in making sure that product development
milestones are met.

It does appear from our discussions that the right product (with a few
other things like a market opportunity that can be readily understood, an
experienced team, and a bit of investor diligence that confirms all that)
can almost raise its own funding.

Furthermore, it is hard to imagine a private equity firm successfully
investing in emerging opportunities if the firm doesn’t have access to
the kind of expertise that can help it readily understand new products
and their application. Relying on third party validation of a business
(the experienced managers who want to be involved, the big hitter on
the board, the early relationships with key customers) may not get those
investors in early enough.

4 9

Given that we were talking to some early stage businesses, we expected
that more companies would be developing brand new products to create
brand new markets.

This just wasn’t the case. Most private equity backed businesses are
looking to apply a new product that services an existing and well
understood market opportunity.

From our limited work, it seems that businesses who think they really
have something that could change the way the world works are likely to
have a lot of difficulty attracting funding. It seems that most private
equity investors may also find it really hard to understand the potential.



Conclusions
What’s interesting about all that?
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Although, prior to our work, we had heard a lot about the role of clusters
and the “Cambridge phenomenon” in attracting investment and
supporting development, we were surprised by the number of businesses
who just didn’t mention any cluster effect that might have helped them
attract finance.

Yes relationships are important, and certain businesses find those in
Cambridge. However, for many businesses, it seems that they can find
and develop those required relationships from almost any particular
geographic location. For the businesses that are operating
internationally, location seems to become almost irrelevant very early
on. Just based on talking to the key execs within private equity backed
companies, for most of them Cambridge doesn’t seem to be the centre
of any particular universe.

4 9:

We admit, after running the numbers for the case study around
Company C (the mature business, the one that expects to grow, and can
attract debt as part of its finance package), we were staggered at the
amount of money management might reasonably expect to make.

We’ve had a really interesting time working on this project, and are very
grateful to the companies we spoke to for sharing their thoughts so
openly with us. Thank you all. Your support has been incredibly

encouraging.
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