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EXECUTIVE SUMMARY

The supply of dsart-up and early-stage equity finance is becoming more dependent on
business angels, wedthy individua investors. The reasons for this include changes in the banking
sector, which have made lending to small enterprises unattractive for banks due to low margins and
high overhead cods. In addition, venture capita funds are often not able to accommodate the large
number of smdl deds with heavy due diligence requirements. Particularly in current difficult market
environment the cgpability of business angds to continue investing is a valuable fegture.

Business angels provide both financing and managerial experience, which increese the
likelihood of dtart-up enterprises to survive. Business angel networks bring together angels and
increase the efficiency of matching angels and entrepreneurs by making it likdier that angds find
suitable entrepreneurs.

The fundamenta nature of the business angd market is informa. Mogt angels share a desre for
anonymity, and are unwilling to divulge information about ther invetment activities. Thus al
inferences about the true and potentid size of the angd investment market are based on guesswork,
and there is no way of knowing whether a sample of angels is representative or not. The absence of
data precludes statistics-based benchmarking and caution is needed when drawing conclusions
concer ning the whole angel market. More data is needed from the angel investment market in
order to make rational and well-grounded policy decisions.

Capital gains tax has a direct effect on the return of investments. A tax environment that
encourages risky investments can be favoured by ether with low capitd gains tax for business angd
investment, or by introducing tax breeks for eigible investments that make business angd investments
attractive.

Raising awar eness about the benefits and services of business angels and angel networks is the
firsd step in increesing business angds investments. Informing potentid angels and entrepreneurs
about the advantages of business angel networks takes time and concentrated efforts of networks
and the public sector.

The entrepreneurs  prospects of success in atracting business angel investment can be improved
through increesng the investment readiness of entrepreneurs. This is important because
entrepreneurs need to understand the differences between sources of finance and the specific
concerns of busness angels.

Business angel networks need to protect their integrity and reputation. One way of doing so isto
introduce a code of conduct, which, dthough it can not guarantee behaviour, can act as a reminder
of critical issues to be addressed. In the end it is the red integrity of the angdls, entrepreneurs and
networks that determines whether the market operates according to high ethicd standards.

Business ange networks often have difficulties in securing funding for their operating expenses. As
their sarvices are essentid in a functioning business angd market, many networks receive public
support from locd, regiona or Member State authorities.

Asaconcluson, thereport recommends the following.
Sustained awar eness raising campaigns are needed in many Member States and in the
candidate countries to present the benefits of the business angel market for potentiad angels and
entrepreneurs.



M or e data should be collected from the business angel marketplace to increase the ability to
make informed decisons.

At European level, a business angel panel should be created to discusstopical issues
afecting the angd community.

The Member States should pay attention to the effects of taxation on business angd activity.
Busnessangd networ k operations should receive support from loca and regiond
authorities.

Business angd networks should promote high ethical standards through transparency and by
adopting a code of conduct.

1 INTRODUCTION

1.1 Aim of thereport

Informa individud investors, busness angds, finance and advise a large number of Sart-up
companies. By sharing their experiences and expanding the financing opportunities of entrepreneurs
they contribute to growth and employment, and make European culture more entrepreneuridl.

The supply of start-up and early-stage equity finance has become more and more dependent on
business angels, as venture capitd funds are not able to accommodate a large number of small dedls
with heavy due diligence requirements. The traditiona European source of gtart-up and early-stage
financing has been bank lending, but it has become unattractive for banks due to its high overhead
costs.

Recognition of the importance of business angels and angel networks at public policy leve is needed
to create an environment favouring their investments. The focus of this Benchmarking business angels
project report is in the possbilities of public sector to simulate the activities of business angels and
business angdl networks.

The project has been carried out by an expert group that was set up by the Enterprise Directorate-
Generd of the European Commission. The expert group was composed of experts nominated by
governments and private sector experts. This combination provided to be a very fruitful basis for the
work of the group.

The project was anchored on the observation in severd forums that the potentia investment capacity
of busness angels in Europe had not been fully utilised. In many Member States the activities of
busness angd networks had not developed enough so that they could effectively facilitate the
matching of investors and projects. The benchmarking project aimed to find the best practices and
st up benchmarks so that the Stuation could be improved.

The objective of the benchmarking exercise was originaly worded “Improve SMES' access to seed
and early stage capital by increasing awareness in the Member States of the potential of
business angels to provide such capital, which banks are reluctant to do.”

The garting point for the benchmarking project was provided paticulaly by the Multiannud
Programme for Enterprises and Entrepreneurship (2001-2005). In it the Council emphasised the
importance of business angels for an entrepreneurid economy: “In response to the conclusions of
the Lisbon European Council of 23 and 24 March 2000, this programme will foster in
particular [...] measures to encourage proximity financing, and in particular to develop

1 2000/819/EC



networks of Business Angelq ...] ”. Other relevant background documents include the Risk Capita
Action Plan of 1998 and its yearly follow-up reports’, and the BEST Report of 2000°. The fessibility
study on the potentia of business angels networks in Europe (1998)* led to a pilot action to support
the setting up of busness angd networks. This pilot action was conducted under the third
Multiannual Programme for Enterprises (1997-2000)°. The problems of the angd market were
highlighted in the Commisson Communication “Sudaning the commitments, increasing the pace’ in
November 2001°.

1.2 Structure of thereport

The fina report has been written by the Commission services based on the outcome of the expert
group medtings’. The Commission services also prepared two documents outlining the purpose and
the dements of the project for the expert group to discuss and comment. The members of the group
contributed documents on Member State policies, on the experiences of angd networks, and key
gatigics. The am was to create a common understanding of the problem, to define key areas of
public action, and to establish the benchmarking dements. The expert group met Sx times from
October 2001 to September 2002.

This report is structured as follows:
Chapter 2 outlines the policy context of this exercise.
Chapter 3 sets out the benchmarking framework.
Chapter 4 looks at public policies on the operating environment of business angels.
Chapter 5 reviews the possihilities of partnering with angd networks.
Chapter 6 looks at improving the matching of angels and entrepreneurs.
Chapter 7 contains the conclusons and recommendations of the report.

The target audiences of this report are al those responsible for or working with SME finance issues
in the Member States and in the candidate countries.

2 POLICY CONTEXT

2.1 Efficient and integrated capital markets

The Commission’s programme for devel oping the European risk capita markets has been outlined in
the Risk Capitd Action Plan with the overdl god of removing regulatory and administrative barriers.
Such markets support the development of an entrepreneuria culture that is essentid for economic
growth and job cregtion. Over the last 20 years there have been 35 million jobs created in Europe,
compared to 68 million in the US. In relaion to the GDP, the number of start-up companies in
Europeisonly hdf of that in the US.

The god of the Risk Capitd Action Plan is that European entrepreneurs should be able to access the
right financing, at the right price, a the right place and at the right time to develop their enterprises.
There is a recognised market falure in financing the beginnings of a new enterprise, the seed and

2 SEC(1998)552 final, COM (2000)653 final, COM(2001)605 final, and COM (2002) 563 findl..

% SEC(2000)1825.

* Dissemination Report on the Potential for Business Angels Investment and Networks in Europe, 1998.
® 97/15/EC

® COM(2001)641 final.

" For members of the expert group, see the annex.



early sages. This is commonly caled the equity gap. It is often viewed as a supply problem, but in
redlity it is a problem of both supply and demand. Besides the need for the supply of seed, start-up
and expansion capita, entrepreneurs need to be willing to accept, and be active in seeking the
participation of private and ingtitutiond equity investors.

A grong equity culture helps the financing of start-up enterprises. There are severd dementsin an
equity culture. First, a widespread and consastent demand for equities for investment purposes
requires that indtitutiona and individua investors have the will and the means to accept the risks and
the rewards of equity investments. The investment policies and regulations of investment and pension
funds are important in dlowing this. Second, large and liquid stock markets and low-cost brokerage
sarvices promote equity investments. Efficiency and transparency in the stock markets increase trust
and low broker margins encourage entry and exit. Third, avibrant risk capita market where business
angels and venture capitd funds provide capitd for rgpidly growing companies, and successful
companiesissue sock through initid and secondary public offerings provide the sock markets with a
congtant supply of new equity issues. The prospect of a successful initid public offering of shares as
an exit route for an investor is an essentia incentive encouraging investment in very risky sart-up
companies.

The emergence of such an equity culture can effectively be promoted through public policies. The
European-levd Risk Capitd Action Plan is increasing the liquidity and efficiency of the European
market through liberdisation, remova of barriers, harmonising legidation and favouring competition.
At nationd level, many Member States are using tax incentives to encourage risk capita investments.
The common aim is to provide the necessary conditions for the creation of wealth and jobs through
entrepreneurship. Combined with regulations that enhance trangparency, increase confidence and
protect investors, these measures form the basis for developing a more entrepreneuria culture.

Europe lags behind the United States in the development of a risk capitd market. The US has
sysematicaly used tax incentives to favour equity invesments. It promotes individud share
ownership through tax advantages granted to the 401(k) private pension schemes. Employees can
invest up to 9% of their income into tax-deferred savings accounts (taxes are paid when the funds
are drawn), and the funds invest largdly in the stock market. The risk capitd markets dso benefit
from invesments by these penson plans. In addition, many investors like universities (which invest
their endowments) are not taxed. For individuals the capitd gains tax usudly only goes up to 20%.
Further investments are provided by the developed corporate venturing sector.

The development of the US risk capitad markets has been helped by the Smal Business Investment
Companies Program (SBIC) initiative. It supports privately owned and managed investment firms,
which use ther own capitd and funds borrowed a favourable rates with Smal Business
Adminidration (SBA) guarantee. The investment firms provide equity capita, long-term loans, debt-
equity investments and management assistance to qudifying smal businesses. The totd SBIC
financing in fiscal year 2001 was $4.5 hillion.

In conclusion, liquid and well-functioning capitd markets are essentid in creeting an entrepreneurid
culture. Public policy initiatives can contribute to the development of a well-functioning capita
market, including the informa risk capitd market where business angels operate. An entrepreneuria
culture and efficient financid markets feed each other, as successful entrepreneurs contribute funds to
the further development of an investment market supporting more start-up businesses.



2.2 Role of business angels

2.2.1 Definitions and operating model

Busness angels are individuas who invest capita in, and bring entrepreneurid know-how and
experience to enterprises with growth potentid. Business angels can overcome the information
problem plaguing banks and venture capitd funds. They can make invesment decisions using their
knowledge of the fidd, and their gppreciation of the potentia of the company they are investing in.
Business angels investments can be both early stage and expansion, and they can have a leveraging
effect for other sources of funding, including bank loans and formd venture capitd. Thus, busness
angds are a key link in the financing and business development chain from dart-ups to listed
companies.

Business angels are often viewed as preferring local projects because they want to be in regular
contact with the manager of the enterprise. The enterprises into which the angdls invest have often
been within two or three-hour drive from the base of the business angd, and dthough some of this
might be attributed to difficulties gathering information, it is dso rdated to risk management. The
busness angels can exert closer control over the activities of a company when they are
geogrephicaly cdose.

However, this modd is changing. Paticularly in sectors like high-tech, where the number of
companies in a given niche market can be very smdl in the whole world, business angels do not see
the geographic location of the company as a limiting factor. On the contrary, they are willing to invest
in rlevant companies dl over theworld.

Informa investment has been around in Europe for a long time, but business angd networks are a
newer phenomenon. Business angel networks are organisations that are set up primarily to facilitate
the matching of angels and entrepreneurs. The reason for matching services is that the ange
investment market is characterised by an information gap on both sdes. The entrepreneurs are not
finding angds that would be interested in them, and the angels are not able to find enterprises that
would fulfil their criteria These problems can be dleviated by business angd networks that make the
meatching process more efficient.

A study? made for the Commission in 1998 estimated the potential for business angdl investments to
be between €10 hillion and €20 hillion a year. Compared to the investments of the whole European
venture capita industry, which made €4.1 billion worth of seed and start-up investments in 2001°,
the potentia is congderable. The number of active business angels in Europe was estimated to be
about 125 000, and the number of potentid investors was estimated to be one million.

Although business angds often invest individudly, other forms of invesing are possible, including
investing as a group. This group can be an informa syndicate or a formaised company. Individua
angds can dso invest through a company for taxation or other reasons. Particularly in the US,
business angdls invest mostly by usng syndicates, and forma business angel networks are much less
important than in Europe.

The multiplicity of gpproaches and the low profile of business angds make the collection of datistics
on angd activities difficult. Currently data is only avallable about busness angds affiliated with

® European Business Angels Network (1998) Dissemination Report on the Potential for Business Angels
Investment and Networks in Europe.
° EVCA Yearbook 2001.



networks, which cover only a smdl part of the total angel activity. However, due to the informa
nature of the market, there will dways be limitsto the satisticd information available.

The underlying assumption of this paper is that the matching services of business angd networks
increase the likelihood of angds finding suitable entrepreneurs and vice versa. The transparency and
information provided by the angel networks should trandate into a greater number of financing dedls
than would otherwise have been the case. Unfortunately the lack of ded data makes this assumption
hard to prove. One conclusion has therefore to be that there is an urgent need to gather more data
from the angd investment market in order to make rational and well-grounded policy decisons.

2.2.2 Business angel financing

Enterprises consder access to finance as a long-term congtraint to growth. The latest survey*® notes
that 18 % of European SMEs regard the cost of finance, and 19 % the availability of long-term
finance, as a condraint for expanson. This problem is worse for gart-up companies without
collatera, credit history, or track record. It is dso particularly acute in countries where loan finance
has traditiondly been prevdent. Only 2% of UK companies consder lack of equity finance as a
mgor obstacle in their long-term expansion plans, whereas 19 % of German companies do.
However, the problem with such surveys is that they might suffer from success bias as firms which
are not able to start, or fail quickly, because lack of finance, are not represented in them.

The changes in the banking sector are making banks more reluctant to continue their low-margin
activities, of which SME lending is one. The expert group viewed increasng business angel
investments as one way to counteract the withdrawa of some banks from SME financing. This could
be the case paticularly in financing innovation, which requires equity investments because of its
inherent riskiness and because companies are often unable to provide collatera for bank loans.
Consequently, banks are unwilling to lend to innovative start-ups, and risk capitd is the best source
of financing for them. The core problems of riskiness and large overhead costs dso deter venture
capitd funds from investing small amounts, whereas business angels can overcome these condraints.

As a consequence of the changing banking sector, development of the financid markets, and the
increased sophidtication of entrepreneurs, Europes smal and medium-sized enterprises are
increesingly looking a dternatives to loan finance. The dternaives include equity, debt-equity
combinations, leasing, and guaranteed |oans and equity.

The European risk capitd market has developed condderably over the last five years, and the
availability of risk capita has increased. However, supply and demand do not necessarily mest, as it
dill is difficult for start-ups to get enough capitd for thar early needs. Many inditutiond venture
capitd investors claim that there is no shortage of venture capita, only a shortage of good projects.
However, this clam has to be seen in the context of the venture capitd market, which is focused on
larger projects a the later Sage of enterprise development. Furthermore, under the prevailing difficult
market conditions, venture capitd funds are protecting their existing portfolios through additiona
investmentsin their existing dients and not investing in new dart-ups.

The high due diligence costs for smdl deds keep forma funds in many cases away from early-stage
financing, and European venture capital has been active in financing management buy-outs and the
later stages of firm development. Only 17 % of forma European venture capitd in 2001 went to
seed and dart-up investments — athough measured by the number of companies, the 3 300
companies recelving seed and dart-up finance were 40 % of the totd. An additional 3 700

19 Grant Thornton European Business Survey 2002.



companies got expanson capita. By its nature the venture capital market is very sdective and funds
tend to concentrate on large investments. The average Sze of an investment in companies under 200
employeeswas €1.15 million in 2001. This figure has shown arisng trend following the increase of
funds flowing to the venture capitd industry** The European averages hide big differences between
Member States, and in some of them the venture capita Stuation is considerably worse.

In the United States equity culture the venture capitd industry is more mature and the sze of
average venture capita investment has increased rapidly to over $10 milliort?. This is despite the fact
that roughly 25 % of new enterprises start with an investment of less than $5 000. Furthermore,
50 % had less than $25 000 and 75 % less than $100 000. The US angels have historicaly financed
ten times more gart-ups than venture capitd funds, and there are an estimated 400 000 business
angels investing $30 to $40 billion per year in 50 000 enterprises™®

The financing problem is particularly acute during the time the enterprise has not reached the size that
most venture capitd funds require. Business angels can be a crucid bridge between the initid
invesments of the entrepreneur, family and friends, and the later involvement of other investors,
including venture capita funds and the public sector. There are various forms of cooperation
between angds and venture cgpitd funds, including sequentid investment, ded referrd, and
coinvestment. However, cooperation between angels and other investors is only achievable when
there is enough trust between them, based on, for example, previous reationship. The different
motives, expectations, and the exit horizons of angels and other investors can create difficulties that
are sometimes hard to overcome, but cooperation has potentia. This points to a need for
trangparency, increased cooperation efforts between investors, and possibly a quality assurance
scheme by the networks.

Finance is only part of the contribution of a proper business angd to a company. Arguably the most
vauable contribution is experience, both in the operating field of the company, and in generd
management. Lacking manageria experience is a problem for growing start-up companies, and
contributes to their high mortdity rate (more than haf of European enterprises cease activities within
five years of their creation). Furthermore, angels have usualy a wide network of contacts that can
benefit a sart-up company.

Entrepreneurs are congtantly emphasising that the experience of the business angels is even more
important for them than the actud financing”> Particularly for technology-oriented start-ups this is
crucid, and these have ranked business and strategic advice as the firg thing they wanted from their
investors, followed by money and contacts®

It is widdly recognised that a different set of sKills is needed in setting up a company, which is an
entrepreneuria activity, and in managing the growth phase, where the emphads is on managerid
skills. As busness angels are experienced entrepreneurs, they can provide crucid hands-on
manageriad experience, which reduces the risk of fallure. In Germany, the average time spent on an

" EVCA Y earbook 2002.

12 According to NV CA Y earbook 2002 the average deal size was $11.7 million.

B3 Usfigures from Sohl Jand Sommer B (2002) Angel Investment Activity: Funding High Tech Innovations.

¥ Harrison R and Mason C (2000) “Venture Capital Market Complementarities: The Links Between Business
Angels and Venture Capital Funds in the UK”, Venture Capital 2, 223-242; and a study by A Riding on high-
tech firmsin Ottawawhere 57 % of angel-backed firms got venture capital funding, whereas only 10 % of those
without angel support got it.

> Lindstrém G, Olofsson C (2001) “ Early Stage Financing of NTBFs: An Analysis of Contributions from Support
Actors’. Venture Capital, 3:2.

1° Red Herring, June 2002.



investee company was 3.2 hours per week and other estimates include figures of up to 8 hours per
week.

In conclusion, business angels are becoming more important as an investor classthat is able to bridge
the investment gep that exists between the proximity financing of family and friends, and formd
venture capital. The angels are dso replacing bank lending, as these are reluctant to invest in risky
dart-ups. Angdls provide both financing and managerid experience, which increase the likelihood of
dart-up enterprises to survive. The effect of angd investments can be increased by public or private
sector co-investment, and it can have a 9gndling effect for venture capital funds a a later sage. For
public sector investments, the respect of state aid rulesis necessary.

2.2.3 Types of business angels

The fundamenta nature of the business angel market is informa. Mot angels share a desire for
anonymity, and are unwilling to divulge information about ther invesment activities Thus dl
inferences about the true and potentia size of the angd investment market are based on guesswork,
and there is no way of knowing whether a sample of angdls is representative or not. This points to a
need for caution when drawing conclusions concerning the market. It dso makes a full-fledged
dtatistics-based benchmarking report impossible.

The angd investment market is o heterogeneous. There are very wedthy investors that invest up to
€500 000 - €1 000 000, and there are angd syndicates that invest up to €4 to €5 million. Both of
these compete with smdler venture capitd funds. Particularly the emergence of larger syndicates in
the most developed market, the UK, is taking it towards the US model, where syndicates are very
common. As the angdl market matures in Europe, angd networks might need to pay more attention
to benefits of, and support needed for syndication. Business angd networks need to take this
complexity of the marketplace into account when devising strategies to activate angdls, and the same
holds for policy makers when designing poalicies favouring angd invesments.

The chdlenge is to get potentia angels that are interested, but have not yet made investments, and
inactive angels, who might dready have some experience in inveding, to dart invesing actively.
According to astudy17, an important barrier was that the risk of informa investments was perceived
to be too high. More information and persond knowledge of the entrepreneur could lower this
obstacle. Other studies have found that difficultiesin finding good projects and entrepreneurs prevent
angels from investing. Business angel networks matching services can expand the pool of projects
and angds available, and in this way increase the likelihood of a match compared to the case where
the angels work individuadly. In addition, awarenessrasng campagns help both angds and
entrepreneurs to appreciate the opportunities provided by informa investing.

Taking into account the heterogeneity of the angel market, it would seem that the best way of
simulating it would be to create favourable framework conditions. This would point towards policies
promoting an entrepreneurid culture in generd, raisng avareness about the potential and benefits of
an angel market, and formulating policies that support the market.

Y Mason C. and R. Harrison: Strategies for expanding the informal venture capital market. International Small
Business Journal, vol 11, pp. 23-28.
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2.3 Business angelsin Europe

2.3.1 Business angel investments

A large mgority of business angd dedls are done by angels and entrepreneurs not registered with a
network, but the networks provide vauable data on deds done through them. In addition, studies
and surveys on business angds in various Member States establish the basic features of the
marketplace.

Most business angel network activity in Europe is concentrated in the large Member States, as the
United Kingdom, Germany and France have between them over 80 % of business angd networks.
The estimated number of active angels in the UK is 20 000 to 40 000, who make about 3000 to
6000 investments yearly, investing £0.5 to £1 hillion (€0.8-1.6 hillion)*. In Germany, the actud sSze
of the informa market was about haf as big as the forma venture capital sector measured in tota
invested amount, but the informa sector funded more companies™

According to the European-level survey made for this report, the sampled business angel networks
indicated that their average investment size was €200 000, athough it varied between €40 000 and
€750 000. In the United Kingdom, about haf of angels invested more than £50 000 (€78 000), and
in Germany 75 % of investments were less than €500 000 Around one-third of investments
involved two or more business angels in a syndicate. Business angels invest in avery smdl proportion
of investments that they see for example in the UK typicaly a least seven out of eight opportunities
are rejected.

One in five invesments in the UK# had an average annud return of 50 % or more; 33 % of
investments involved a totd loss;, and 13% of investments ether generated a partia loss or broke
even in nomina terms. The anges means of exit inthe UK areligted in table 1.

Table 1. Business angdl divestmentsin the UK

Written off asaloss 40 %
Trade sde to another company 26 %
Sold to other shareholders 16 %
Sold to athird party 10%
Floated in the stock markets 8%

It isin the nature of the market that many investments loose money and lead to business fallures. The
Mason and Harrison study found that the median holding period was four years for a profitable exit,
two yearsfor afalure, and Sx years from a“living dead” invesment.

One key factor that hinders a rapid expanson of business angd financing is the critical mass needed
for ared take-off. If angelsinvest in 5 % to 15 % of the opportunities presented to them, the number
of business angels needs to be 7 to 20 times the number of enterprises funded. If the number of

'8 C Mason and R Harrison (2000): “ The size of the informal venture capital market in the UK”, Small Business
Economics, 15, 137-148.
9 European Business School (2000): Business Angels. Die Bedeutung von Informellem Beteiligungskapital fiir die
Entwicklung von Internet/E-Commerce Griindungen in Deutschland.
® The UK figures quoted are from Mason C and Harrison R (2000): “The Size of the Informa Venture Capital
Market in the UK”. Small Business Economics, 15, 137-148. German data from: FH Hannover (2002) Business
Angelsin Deutschland, thg, Deutsche Ausgleichsbank.
2 UK Data from Mason C and Harrison R (2002), “Is It Worth 1t? The Rates of Return from Informal Venture
Capital Investments’, Journal of Business Venturing, 17, 211-236.
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companies that could benefit from business angd funding is about one in twenty, then optimally there
should be between 7 and 19 million business angelsin the Member States. The task is enormous.

2.3.2 Business angel networks

Business angel networks facilitate the matching of investment demand and supply. Thelr services can
include ded matching, training and investment preparation. The pioneer anong European nationa
networks has been the Nationd Business Angels Network (NBAN) in the UK, which has been the
mode for severd other nationa networks.

The development of business angel networks in Europe has acceerated since the establishment of
the European Business Angel Network (EBAN) in 1998. EBAN has been able to raise the profile of
business angel investing, to spread experience and good practices between Member States, and to
influence public policy in order to support angel network activities.

There ae saverd types of European angd networks, most of which are smal. Many regiond
networks can be more like investment clubs, whereas some of the larger regiona networks resemble
a nationad angd network. There are also networks that concentrate on a certain industry or sector,
and the frequency of meetings and contact forums of the networks vary grestly.

Usudly the networks have few pad employees. The Business Angds Netzwerk Deutschland
(BAND) conducted in 2001 a survey of the active business angel networks in Germany?> which
noted that on average the German networks employed 1.6 persons. The average number of
registered business angels per network in Germany was 25, and there were on average 9 dedls per
network per year. In France the number of angels per network was usualy between 15 and 100, but
two commercia networks had 300 and 500 potential investors.

Only some business angels and entrepreneurs operate through networks. According to the survey
made for this report, about 19% of potential contacted business angels showed up as registered
angds, and about 2% of new entrepreneurs contacted a network.

The legd form of business angel networks vary, but in many cases they are non-profit entities. For
example, 47 % of the German networks were formed as an initiative, 38 % were an associaion
(Verein), 17 % had a limited ligbility sructure (GmbH), and the rest had not decided their
organisational form. France had both non-profit (16) and commercid (16) angd networks.

The United Kingdom angel market is the most developed in Europe, and annua surveys have been
conducted for severa years on the market. Based on these surveys, the UK business angd market
looks like the following.

The number of networks is stable, around 50;

In the financia year 1999/2000, 386 registered business angels invested over £28 miillion
(€44 million) in 215 UK based companies,

Almost one third of the businesses supported by a business angdl attracted other sources
of finance as wdl (from banks, venture capita funds, governments, and other business
angds). The additiona investment sources increased the invested amount by £51 million
(€80 million).

Most of the money went into seed, start-up and early stage companies in a wide
range of sectors.

2 BAND (2001) Eine empirische Studie des Business Angels Netzwerkes Deutschland.



Best practice case 1. Business angel panel in Germany

The Business Angel Netzwerk Deutschland (BAND) in cooperation with two univergties and a
media company has launched a business angel panel comprising around 30 business angels that give
every quarter information on their activities. The participants have been sdlected taking into account
regiona baance.

The data collected includes investment sector, geographical focus, views on the development of the
market, and the motivations of the angd. Furthermore, the pand replies to questions about the
transfer of know-how, dedl flow and invested amounts — in tota, 16 regular, mostly multiple choice
guestions. These are complemented with one or two topical questions every quarter, and the
participants are expected to evauate the mood of other angels.

The results are reported in a specidised magazine and in other media so that the answers of
individual angels can not be recognised. Usudly the deta is complemented with interviews and
entrepreneur portraits.

Moreinformation: www.ba-panel.de
Best practice case 2: Business angel data collection in the United Kingdom

The annual data collection from UK angel networks has been going on since 1993. It was origindly
sponsored and published by the British Venture Capitd Association (BVCA), but now the funding is
shared between BVCA and the National Business Angd Network (NBAN), and NBAN is
responsible for the publication. Professor Colin Mason from the University of Strathclyde does the
data andysis and writes the yearly report.

Of the NBAN member networks, 22 participate in the survey, and the results are vaued more for
the trends over time than actud figures, as it is known that the networks only represent a smal
fraction of the angd invesments. The questionnaire details each invesment made through the
networks, including data on the investee company, invested amounts, syndication, and possble
coinvestments.

More information: www.national busangels.com

In Italy, 12 regiond networks have been created during the last three years and these have nearly
300 accredited business angels. In 2001, 6 dedls were concluded out of more or less 70 business
opportunities presented to the BA community.

In Denmark, in addition to the nationa network, five regiona networks were cregted in the firgt half
of 2002 and these have so far concluded eight dedls, dl of which were made by a syndicate of at
least three business angdls. All Danish networks are supported by the public sector. The modd in
Finland is not built around a forma network, but around the Finnish Nationadl Fund for Research and
Development, which manages a marketplace for pre-seed technology companies and business
angels. It aso offers syndication opportunities for the angels.

Some angel networks have been set up — or are in the process of doing so — aso in the candidate
countries. This could provide the countries with an avenue towards an evolving entrepreneuria
culture. A better availability of money can encourage entrepreneurs to come forward with their
projects, and at the same time angdl investments can increase confidence in the enterprise and in the
whole economy.

The lack of comparable data makes it difficult to draw strong conclusions. The data problem can be
addressed ether by using the UK practice of collecting data through the business angel networks, or




by using the German approach of nationa business angel panels where a group of sdlected angds
reports regularly on their investment activities.

In conclusion, dthough the number and activities of business angd networks have grown rapidly, it
dill has along way to go before it reaches maturity as measured by a stable and sufficient dedl flow.

2.3.3 Number of networks

The number of business angd networks in Europe has grown rgpidly in the last few years and most
countries have a nationa network and severa regiona ones. The sizes and operating methods of the
regiona networks vary between countries reflecting loca conditions, but the rgpid increase in the
number of networks indicates that there has been a need for them, and that they are serving a
purpose.

Table 2. Business angd networksin Europe

Angd networks Enterprises Networksin

2002 % of EU total '000s % of EU total 2001 1999
Bdgium 7 4% 545 3% 6 2
Denmark 6 4% 180 1% 4 0
Germany 40 25% 3550 18% 36 3
Greece 0 0% 800 4% 0 0
Spain 2 1% 2700 14% 1 1
France 31 20% 2490 12% 24 3
Irdland 1 1% 95 0% 1 1
Italy 13 8% 4125 21% 6 0
Luxembourg 1 1% 20 0% 1 1
Netherlands 2 1% 555 3% 2 1
Audria 1 1% 225 1% 1 1
Portugal 1 1% 685 3% 1 0
Fnland 1 1% 210 1% 1 1
Sweden 1 1% 270 1% 1 1
United Kingdom 50 32% 3490 18% 49 49
European Union 157 100% 19 940 100% 134 64

Source: Enterprise data from the Observatory of European SMEs (2000); Network data from EBAN and the
Member States.

2.4 European policy context

2.4.1 Risk Capital Action Plan

The underdeveloped risk capital market in Europe means that entrepreneurs and companies are
highly dependent — much more than in the US — on bank loans and overdrafts for early-stage
financing. Loan finance is usudly aless flexible, more expensve, and less secure dternative than risk
capitd and frequently available only under favourable economic conditions. The collatera required
by banks usudly poses a particular problem for SMEs and loan finance is particularly ingppropriate
for high-tech start-ups where cash flow in the early stage is either negative or very limited.

The Risk Capitd Action Plan (RCAP) has identified Sx categories of barriers tha hinder the
development of risk capitad markets in Europe. These categories are: (1) market fragmentation, (2)
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indtitutions and regulations, (3) taxation, (4) paucity of high-tech SMEs, (5) human resources, and
(6) culture. The am of the RCAP is to remove these bariers to dlow the development of a true
Europe-wide risk capita market.

The European Council has regularly? emphasised the importance of completing the Risk Capitd
Action Plan by 2003, and considerable progress has been made in achieving this target. Severa
legiddive initigtives are currently waiting for the approva of the Council and the European
parliament.

2.4.2 Results of the pilot action on business angels

The Business Angdl Network Pilot Action was launched as an answer to the feasibility sudy of 1998
under the Third Multiannua Programme for SMEs (1997 — 2000)* to promote business angel
networks in order to increase informa private investors investments in entrepreneuria firms. It
sought to address the culturd issues preventing entrepreneurs from seeking finance from the informa
sector and to transfer good practices in running angel networks across Europe. The programme
funded three types of actions:

Dissemination actions to heighten awareness and spread good practice.

Feashility studies to test the vaidity of the angd network concept in aparticular area.

Network creation projects setting up and supporting the creation of new networks.

The pilot action was designed to address a number of supply and demand sde problems, like
information and education, structural problems, the negative perceptions of many entrepreneurs and
angels, vighility, and good practice transfer. The pilot action dedt with these problems through
promoting the creetion of angel networks across Europe and improving the environment for angel
investments. In addition to direct project support, the pilot action aso gave support to the creation of
the European Business Angdl Network (EBAN).

The main findings of the programme evauation were the following.

Awareness raising: In addressng the problems of accessing finance and in response to the
continuing informa equity gap, entrepreneurs need to be educated and trained in how to heighten
their vighility to, and communicate with, the right type of financier & each stage of enterprise
development. At the same time, the potentia benefits of risk finance, combined with persond
involvement, that business angels can bring, need to be communicated consgently to
entrepreneurs as an dtractive and gppropriate source of early stage funding. There is an
opportunity for good practice transfer.

Networ k funding: Important features of good angel network cregtion projects are activities that
are focussed on facilitating effective person-to-person contacts between well-prepared
entrepreneurs and well-motivated angels, supported by appropriate codes of conduct on both
sdes. The consensusis that public funds are needed to ddliver this capability.

Network benefits: The direct impact expected from business angd network cregtion projectsis
in terms of increased facilitation capacity leading to aflow of new dedls. Wider impacts are likely
to be fdt in the locd and regiond angd communities, rather than the in broader condtituencies
that virtual and cross-border networks set out to deliver. However, ongoing BAN sustainability
will need longer than the 2 years given to the pilot projects.

% Conclusions of the Lisbon, Stockholm and Barcel ona European Councils.
 97/15/EC



Matching process: Informd investment is a highly persona process and individua experience
suggests an angd prefers to be near to the entrepreneur as part of the conditions necessary for
running a successful network. All parties agree that invesment events are a suitable medium
through which meetings can take place. High vishility of networks through direct targeted
marketing creates the greatest awareness among angels and entrepreneurs.

Networking in Europe: The best results of the pilot action as a whole are seen to be in the
post-investment stage, particularly in networking and relationship building across Europe. Angel
network management experience remains a problem for attaining desired impacts, partly dueto a
lack of operating tools. Although the programme is expected to have a favourable impact on
knowledge about EU based BA activity, thereis concern that it is not sufficiently “mainstream” to
have a substantial impact.

With regard to the relevance of the pilot action, the report found as follows.

Projects selected: The range of projects was relevant to the problems encountered and to the
ams of the business angd network pilot programme. However, some projects were less relevant
than others and there could have been a greater variety of themes (e.g. awareness raisng
projects). More atention could be given to the gppropriateness of organisations hosting angd
networks to ensure that they are relevant to supporting network godas. The presenting of projects
depends on the equity culture, ie the acceptance of externd investors, which is less developed in
some Member States.

Small action: Although the overdl redevance of the pilot programme can be discerned, its lack
of vighility and the tiny budget dlocated to such a large issue make its overdl relevance
questionable and it seems likely that any new funding needsto be directed in new ways.

Integrated policy: It is consdered relevant to continue to deploy public funds to encourage the
Speedy delivery of a more widespread angel network capability and capacity across Europe. If
such support is to address the continued market failure a European level, integration of business
angel rdated initidives into maingtream entrepreneuria networking and entrepreneurship policy

and programmes is necessary.
The effectiveness of the pilot action on business angd networks was summarised as follows.

Limited impact: The range of projects studied in the report included one or two that have been
effective, but overdl the contribution to programme objectives has been smdl. However, it is
important to remember that the business angel network community is gill in its start-up phase.
The main impacts are that awareness has been raised and a European network isin place, and it
can be said that the pilot programme has levered alot out of asmall budget.

Lack of vigbility: The programme has been severdy hampered by its lack of vighility to the
main players in the angel and angel network community across the area. Because there has been
limited awareness of the existence of a business angel network pilot programme, there has been
little effort to ensure tha the projects were effective and the lessons from funded feasbility
studies and network creation projects were absorbed and disseminated.

Follow-up needed: For the programme to have a longer-term impact, it will need some follow-
up on the bads of a new design. An improved impact will be a function of greater vighility,
increesed leverage on policy and the incuson of any initigives in the mangream of
entrepreneurship policy.
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The evaduation results make it clear that the scope of the pilot action was limited both in funding
terms and in length. However, the evaduation results point out that the benefits of network-building
are consderable, and maingreaming business angel related measures into generd policy frameworks
could produce better results.

2.4.3 Helping innovative companies

The Commisson is fadilitating the financing of innovative enterprises through an investor identification
and guidance sarvice, Gate2Growth. The service is operated by a team of investment andysts with
venture capitd or entrepreneurid  background, and it has an online database of investment
opportunities. Since its start in March 2002, 1300 entrepreneurs and 60 active investors have
registered to the database. The initid experiences in terms of the vaue added the service brings to
entrepreneurs  investment readiness have been pogtive. The first operations aso clearly confirm that
the current dtuation in the financid markets is darting to hamper entrepreneurid activity. The
database dso has 150 registered service providers and innovation professonas who provide
entrepreneurs with business planning tools, access to expert advice and business plan diagnogtic, a
database of appropriate business support services and specialised workshops. To increase the
readiness of entrepreneurs, the service will pay paticular atention to advisng entrepreneurs in
preparing a business plan.

The Gate2Growth.com website functions aso as a sngle access point and an operationd platform to
thematic networks of early stage venture capital investors, incubator managers, managers of industria
liason offices a universties and research indtitutes and providers of entrepreneurship training. This
makesit easer for innovative entrepreneurs to identify the most appropriate support available locdly.
Gate2Growth will dso establish partnerships with loca operators of business plan contests, business
angd networks, and investment forums.

3 BENCHMARKING FRAMEWORK

3.1 Modd of interaction

Optimaly a benchmarking exercise needs a quantifiable set of indicators that can be used to establish
the benchmarks and to highlight differences and identify best practices. Establishing the methodology
for benchmarking business angels requires a detailled look on the different aspects that might form the
basis of abenchmarking exercise, and determining their gpplicability.

However, goplying a full-blown benchmarking modd into the business angd investment arena poses
problems. Essentidly the lack of comprehensve daia precludes quantitative andyss and
comparisons based on gatigtics. Although the number of public policies that are specificdly amed at
business angdls is aso limited, the focus of the benchmarking exercise should be on those public
policies that are beneficid for the development of amature business angd investment market.

On the basis of discussions in the expert group the key areas where public policy can have an effect
on business angd investments can be grouped as follows:

Policies developing a favourable operating environment for business angels,
Palicies promoting the sustainability of business angd networks;
Policies facilitating the matching of entrepreneurs and investors.
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The modd of interaction viewed in the context of this benchmarking exercise is in figure 1. This
benchmarking study is limited to viewing policies that are rdlevant to business angdls and business
angel networks. More genera policies towards entrepreneurship, and specific policies towards, for
example, incubators have been explored dsawhere®. The public policies of the Member States
towards business angels and angel networks are usudly fairly recent and mostly limited to one or a
few agpects of the business angd market. This makes any systematic comparison and evauation of
policy initiatives difficult.

Figure 1. Modd of interaction

Operating environment

Business angel

Incubators, VC funds,
development agencies,
banks, stock exchanges, etc.

|

Business angel n

V

Entrepreneur

Matching process

The difficulty to directly observe the phenomenon of busness angd investment has limited the
ambition leve of this sudy. Most business angd investments are done privately without the help of a
network — and never reported anywhere. Due to the nature of the market, comprehensive gatistics
are not possble not even desrable, as an intrusve data collection effort might discourage
investments. Even when dedling with angd networks, the number of successful dedls is probably
understated in cases where a success fee is charged, as this can act as a disncentive to report
successful dedls.

While keegping in mind that business angel networks capture only a fraction of the dedls, they arein a
key pogtion to facilitate the matching process and to achieve leverage through cooperating with other
actors supporting entrepreneurs, like incubators and development agencies.

3.2 Benchmarking approach for business angels

Benchmarking is a framework for learning form best practices, but the variety of policies to be used
in this context is limited. As with other public support policies, those aimed at supporting the business
angd community should have clear targets, effective implementation mechanisms, and they should be
regularly evauated. The busness angdl network industry is il in its infancy and this benchmarking
report can only be the first step in developing palicies in the Member States.

% See the Report on the activities of the European Union for SMEs from 1997 to 2000, COM (2001) 98 of 01.03.2001
and the report on Benchmarking the management of incubators. (These areavailable at
http://europa.eu.int/comm/enterprise/entrepreneurship/promoting_entrepreneurship/index.htmand
http://europa.eu.int/comm/enterprise/entrepreneurship/support_measures/incubators/index.htm).




The firg policy area concerns policies affecting the operating environment of both individua angels
and networks. For networks the issues concern mostly the regulatory environment, and for individua
angd s the key policy factor istaxation, asit influences the expected net return on investment.

Cresating a sustainable business angel investment market requires that the business angel networks are
successful in creeting awareness about the angel market, in upgrading invesment readiness of the
entrepreneurs, in maintaining their own qudity, and in financing their operations. The successful
completion of many of these tasks requires along-term partnership with public sector ingtitutions.

Ultimady the activities of busness angd networks should be seen in the successful maiching of
investors and projects. Business angd networks can increase the quality of their projects by
cooperating with other organisations, like incubators, and can provide other investors with quality
assurances. By cooperating across borders, networks can increase the likelihood of matches in niche
markets like high technology. Carefully amed public policy measures can provide essentid support
for these activities.

Although optimadly a benchmarking exercise should use quantifiable performance indicators, in the
case of the busness angd market this is not feasible a this sage. However, in genera the best
practice pollaesshouldfulfll the fallowing criteria
Relevant: The best practice cases should help business angels and angdl networks.
Applicable: In the right context, any best practice should be trandferable to a set of
different cultures, not only in asingle lega or adminigrative framework.
Implementable: The best practices and indicators identified should be implementable
for the Member States.

The best practices under each of the three policy areas are grouped under operating environment,
network activities, and matching process.
- Operating environment: Taxation and regulatory environment.
Network activities: Radng awareness, investment readiness, training activities,
network integrity and qudity, and financing of angd networks.
Matching process. Efficiency, leverage and cooperation, integration, and cross-border
activities.

4 PUBLICPOLICY AND THE OPERATING ENVIRONMENT

4.1 Entrepreneurial culture

Entrepreneurship is an engine for innovaion and growth. Stimulating this engine increases the
dynamism of the European economy so thet it can better sustain growth, increase wedth and add
jobs. Entrepreneurship is needed in dl phases of the business life cycle, from smal start-ups to big
companies. The European Union has set itsdlf the god to become the most competitive and dynamic
knowledge-based economy in the world and it needs a strong entrepreneurid culture to achieve this

god.
Entrepreneurship is a multidimensiond attribute, which is conditioned by both the individud’s
motivation and cgpacity, and a culture vauing and encouraging such atitudes. Differences in

entrepreneurid, culturd and financid traditions mean that entrepreneurs have different attitudes and
face different environments dso when trying to find financing.
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In many Member States entrepreneurs vaue their persond control over the company more than the
growth posshilities that could be achieved by bringing in outsde shareholders. This reduces the
number of good projects on the demand side of equity finance, at the same time that the supply sde
(venture capital funds, business angds) has not yet been fully developed. Although educationd and
information campaigns may be used to overcome this cultural barier, it has been argued® thet the
most effective way of encouraging entrepreneurs to accept equity finance are tax incentives.

4.2 Taxation

4.2.1 Introduction

The taxation of risk capital and equity invesments has a direct effect their attractiveness. This
meatters, both on the demand side (the high growth SMEs seeking finance) and the supply side (the
inditutional and individud investors). The sability and predictability of the overdl tax environment is
aso important. As can be expected, the tax picture in the European Union is a complex one, varying
considerably from one Member State to another.

Capitd gains tax (GGT) affects angel investors through two channds. Firs, CGT gpplies to the
disposa of assets and hence affects the rate of return on investments. It influences decisons by
individud investors, financid inditutions and venture capitdidts to invest in early start-up companies.
Second, CGT can affect the remuneration packages that are in the form of assets, usudly stock
options. The ability of start-ups to offer stock options is often needed to attract quaified personne
and achieving growth. Although stock options have recently falen into disrepute, particularly when
used in larger companies, for many smaler high-growth companies they provide one of the few
available remuneration options.

The Commission views company taxation as an important dement affecting the functioning of the
internal market. Since 1990 the Commission has produced three communications” and severd
directives on company taxation. However, the taxation of individua persons has not been part of any
of these exercises. Mot business angels invest as private persons, and for them the most important
tax isthe cgpita gainstax for individuds.

4.2.2 Capital gainstaxesin the Member States

Comparing capitd gains taxation schemesin the Member States is difficult, astax rates, rules,
exemptions and qudifications abound. The most important features of the capital gainstax regimesin
the Member States are in table 3.

Table 3. Capital gainstaxation of individualsin the Member States

Member Capital gainstax for Notes

State individuals

Belgium No CGT, except for Taxable at 17% (pluslocal taxes) if a participation of morethan 25%in
professional investors. aBelgian company is sold to aforeign company. If the sellerisa

professional investor, capital gains are always taxable either as
ordinary income (when held lessthan 5 yrs), else at 17% plus local
taxes.

Denmark If held lessthan 3 yrs, If shares held less than three years, loss is only deductibl e against
between 38.5% and 59%. | capital gainson other shares disposed of within the three-year period.

®Harrison R and Mason C (1995) “Final Review and Evaluation of Five Informal Investment Demonstration
Projects’, report to the Small Firms Policy Branch of the DTI.
#'SEC(90)601, COM(97)495, and COM (2001)582.



Member

Capital gainstax for

Notes

State individuals
If held at least 3 yrs, 28% | Losses on quoted shares held for at least three yearsisonly
up to €5 337 and 43% if deductible in gains on quoted shares held for at least three years.
over. No CGT if total L osses on non-quoted shares that are held for at least three yearsis
value of quoted stocks deductiblein shareincome. The tax value of an exceeding lossis
during the last three deductible in tax from other income.
years prior to the sale has
been less than €16 817.

Germany No CGT for sharesheld If shares held under 1 yr or if the participation is substantial (1 % and
over 1yr, if the over), only half of the profits are subject to income tax (2002: 19.9 % to
participationislessthan | 48.5 %; 2003/4: 17 % to 47 %; 2005 onwards: 15 % to 42 %, with a
1%. 5.5 % surcharge of theincome tax liability). In this case also half of the

losses incurred are deductible.
No CGT for shares sold by an incorporated company.

Greece No CGT for stocks A 5% tax on every share transaction for companies not listed in the
quoted in the Athens stock exchange.
stock exchange.

Spain 18% Progressive rate of up to 48% if held less than one year.

France 26 % Payable only if total proceeds exceed €7 623 / year. Losses are
deductible up to €15 200/ year from taxable income. After five years
only social charges haveto be paid. 25 % of investmentsin non-
guoted SMEs can be deducted from taxable income. The company’s
turnover must be below €21 million and its bal ance sheet less than €10
million.

Ireland 20% €1 270/ year tax free. For investments of over 5 yearsin non-quoted
stocks, income tax relief of up to€31 750/ year is available. Roll-over
relief isavailable for employees and directors of companies (and
trading companies). Losses can be charged against CGT in
subsequent years.

Italy 125% If the participation exceeds 2 % - 5% in listed companies or 20 % -

25 % in unlisted companies, CGT is 27 %.

Luxembourg | No CGT if held over 6 If holding is over 25% or held less than 6 mths, progressive income
mths. tax.

Netherlands | 1.2 % for gainsexceeding | If holding isover 5%, taxed at arate of 25%. Tax relief available for
athreshold (€18 146 to investments in start-up companies.
€240 166 depending on
tax bracket).

Austria No CGT if held over 1 If the participation is 1 % of shares or more (in the last five years),
year, and theinvestment | investment incomeis subject to half of the average rate of the total
shareislessthan 1 %. income (up to 50 %) for investments held more than one year.

Portugal No CGT if sharesheld
over 1 year, otherwise
10 %.

Finland 29%

Sweden 30% If anindividual sells sharesin acompany, and the sum of the
company’ sfinancial assets, liquid recourses and similar assets
exceeds half of the payment for the sold shares, the gain on such sale
will be deemed as salary for the seller. The tax rate is between 30 and
55 % for private individuals. The individual needsto pay social
security charges of 24.26 % on the gain. If the sharesarein aprivately
held company, 50 % of the gain istaxed as salary income and 50 % as
capital income. The maximum taxed gain is capped at €418 000.

United 10% to 40% Depends on the tax band, €11 977 / year tax-free. Tax rate tapering to

Kingdom 10% for business assets after 2 years. Deferral of tax charge when

reinvesting the profits.

Sources: Member Sates; Enterprise Directorate-General; EVCA; Finnish Foundation for Share Promotion.
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The table shows a wide variety of notiond tax rates, of which some have associated incentive
schemes tha can benefit busness angd invesments, others have not. Making a meaningful
comparison is difficult, but there are clear criteria that can be used to evaluate the gpproaches. The
initid premise isthat business angels do not need a specific tax regime, but an overal framework that
does not punish risk-taking should be encouraged.

In generd, a Imple, equitable and readily understandable tax code is a good god in a democratic
society. Furthermore, as investments in start-up companies are an effective way of creating wedth,
jobs and growth, capitd gains should not be punitively taxed, as they are the reward for investments
into risky enterprises. A reatively low level of capitd gains tax (for example, below 20 %) would
then be the public sector’s contribution to leveraging investment in start-up companies. In addition,
the system should not penalise investments in unlisted equity as opposed to listed stocks.

Specific tax relief schemes for individud investors can encourage repeeted investments. Whether or
not tax incentive schemes are desirable in overal economic terms, legdly permissble or practicaly
useful within the specific desgn of atax system is, however, another matter. The tax relief schemes
should not lead to perverse incentives that distort economic calculaions. An dternative for incentives
isto have alow capitd gainstax rate for longer-term investments, whereas shorter ones are taxed at
higher rates.

Although the provison of risk cgpitd cannot form the angle most important eement to take into
account while designing the dructure of tax systems, care must be taken to avoid unintentiona
negative effects on this activity. Thus, the Structure of any nationd tax system should not hamper the
positive ams of risk capitd, innovation and R&D. On the contrary, specid tax regimes have been,
and should continue to be, used to encourage these activities, provided they meet the requirements of
the Code of Conduct on business taxation, EU State Aid rules and other commitments of Member
Statesin the EU tax arena.

According to available research?®, CGT can be harmiful for the development of a high-quality venture
capitd market. Raisng taxes has a paticularly strong effect in reducing the willingness to invest.
Conversdly, reducing taxes and increasing tax reief increase the willingness of angels to inves.
Acceptable levels of taxation are a necessary, though not sufficient, condition for the growth of the
angd investment market.

As opposed to individuas, invesment and penson funds do not usudly pay taxes for their capita
gains, but the individua investors to these funds pay taxes ether on the dividend they receive or on
the capitd gains they receive when sdling their shares. Here the possible different tax trestment of
dividends and capitd gains sets different investment vehicles into unequa position, particularly if the
rules about the share of ownership in many Member States are taken into account.

Non-resdent individuas are in most cases exempt from CGT in the country of the investment under
double taxation tregties, but they pay the CGT in their country of resdence. There are exceptionsin
some countries if the ownership exceeds 25%, or if the investments are predominantly in red edtate.

As apoaint of comparison, in the United States capitd gains are taxed a 10% to 28% depending on
the individud’s tax bracket. Haf of the gain is excluded if the investment was made to a quaifying
smdl busness and held for five years.

% See Keuschnigg C and Nielsen S (2002) “Start-ups, Venture Capitalists, and the Capital Gains Tax”, Universitét
St. Gallen Discussion paper 2002-05; Mason C and Harrison R (2000) “Influences on the Supply of Informal
Venture Capital in the UK: An Exploratory Study of Investor Attitudes’, International Small Business Journal,
18(4), 11-28; and FH Hannover (2002) Business Angelsin Deutschland, thg, Deutsche A usgleichsbank.



In conclusion it might be noted that there is no one and only good approach to capita gains taxation.
The practicd possihilities to improve the Stuation depend on the design of the exigting tax system and
the palitical willingnessto changeit. The ample dternative is the abosence of capita gainstax. A more
widely used is the introduction of investment breaks that make business angd investments atractive.

Tax advantage can be implemented in different ways, one of which is to have tax deductions up
front. Another is to reduce the CGT rate, athird isto dlow the rollover of capita gains, and afourth
is the possibility of offset losses againg capitd gains. In the UK, business angels have indicated a
preference for front-end tax relief.

Best practice case 3: Capital gainstax in the United Kingdom and Belgium

The expert group identified the capital gains tax regimes of Belgium and UK as good candidates for
best practice in the European Union. Of these the Belgian one exempts most capita gains from tax,
and the UK one provides incentives that favour long-term investments in companies.

The UK capital gains tax regime encourages investment in early stages for expanding companies. It
has limitations that are designed to discourage investment in speculative ventures like property, and it
encourages the investments to be held for periods of over three years.

The firgt part of the UK system is an income tax relief for investments, which lowers the net cost of
the investment made. For example, if an investor makes an investment of 150 000, the up-front tax
relief of 30 000 makes the net cost only 120 000.

Furthermore, capitd gains tax can be deferred if an invesment of smilar Sze is made with the
redlised profits. The tax is only payable when the shares are findlly disposed of. For example, if the
capitd gain at the end of the investment is 150 000, and a smilar investment is made, the net cost of
the investment is 90 000 with the saved 60 000 payable only at the fina disposal of shares.
However, the last component is an exemption system in cases where the investment has been held
for a least two years.

The benefits can be combined to lower the effective cost of investment. This approach can effectively
increase the supply of funds for investment, particularly if the rollover has to be done within a set time
period.

More information: www.inlandrevenue.gov.uk, fiscusfgov.be

4.3 Regulatory environment

4.3.1 Administrative hurdles

Securities market legidation can have an impact on the activities of business angd networks if it
places atificid limitations on them. In addition, uncertainty about the application of capitd market
rules to business angd networks should be avoided, as such uncertainty could easily destroy any
momentum the nascent business angle market might have achieved.

At European leve the drive towards a sngle market means that legidative and other proposals are
being adopted in view of completing the Risk Capitd Action Plan by 2003, and the Financid
Services Action Plan by 2005. It isimportant that the needs of the developing venture capital market
are taken into account in these proposas. The Commisson’s amended proposd for a Directive on
Prospectuses® includes an exemption where SMES can raise €2.5 million in a year without having to

% COM(2002) 460 final.
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iSsue a progpectus. This exemption addresses directly the business angel market and makes possible
its unhindered devel opment.

The functioning of the angd networks are sometimes limited by nationa regulaions or ther
interpretations. Mot Member States have concluded that business angd networks do not make
investment recommendations and are thus exempted from the legidation concerning investment
advisory providers. However, the attitude towards the networks charging fees varies. In Belgium no
fees can be asked from entrepreneurs. In the UK the networks can have a success fee but if they
were to make profit they would fdl under the financid services regulations, which would require
additional qudifications. In generd, the UK networks needed to be approved by the Financiad
Services Authority or be part of an economic development inititive.

Although there are minor regulatory issues that concern business angel networks, in genera they
seem to be able to operate without regulatory obstacles in the Member States. It is important that
both the Member States and the European ingtitutions keep the needs of the informa venture capita
market in mind when drafting legidation. Due to the informa nature of this market, this task is not

aways essy.
4.3.2 Policy devel opment

As the number of angd networks has grown, and they have become more vishble, the Member
States have gradudly incorporated business angd friendly measures into their economic policies.
Some Member States are experimenting with specific indruments aiming a supporting angel
invesments. Thus, in Audtria the public SME development agency, AWS, can issue guarantees for
business angd invesments. Belgium is working on policy initiatives favouring angd investments, and
the UK has announced a series of pilot projects to promote investment readiness.

However, as opposed to policies creating favourable operating conditions like low taxation and
liquid financid markets, oecific public investment support schemes must aways respect the Sate ad
regulations for SMEs as laid out by the Commissior™.

5 PARTNERSHIPWITH BUSINESSANGEL NETWORKS

5.1 Raising awar eness

Rasing awareness about the benefits and services of business angels and angd networks is the first
sep in developing the business angel market. Both potentia angels and entrepreneurs need to be
aware of the advantages of busness angd networks. Rasng awareness is an activity where
sustained efforts are needed, and where public-private partnerships have shown their usefulness in
many countries. Angel networks play an important role in the process, as they spend condderable
amounts of time to identify potentiad business angels and to bring business proposas to ther
attention.

As business angd networks are a new phenomenon in many places, awarenessraising is also needed
in the public sector a both nationd and regiond level. Experience shows tha achieving media
coverage is an effective technique for railsing generd awareness. In genera, such awareness raising
would aso need to include discusson on the adminidrative, legad and fiscd environment in which
business angels and business angel networks work.

%0 2001/C 235/03, 21.8.2001.
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Awareness raising has many aspects. Networks in the Netherlands, Italy, Audtria and Belgium have
used seminars to inform potentid business angels and entrepreneurs about the advantages of the
business angel market. Such seminars typically bring together experienced angels and both successful
and potentia entrepreneurs to share information about the marketplace. In general, avareness railsing
is a dow process, and specific intensive awareness raising actions can be needed for three to five
years before ther results can be seen.

Best practice case 4: Awarenessraising in Austria

The publicly financed and AWS-linked Austrian 12 angel network has paid particular attention to
media coverage. It has actively sought to be presented in various media — newspapers, magazines,
and television — throughout the country. It has developed an extensive internet Site and it uses loca
partners in dl of the provinces to promote the idea of informa investment, and it has tried to locate
archangels to support the recruitment of new angelsto the i2 network.

The i2 has ds0 been organising seminars for entrepreneurs that have aimed to enhance their postion
in negotiations with potentia investors. These training sessons carry a participation fee of €100 for
members and €150 for non-members. These seminars have served both training and awareness-
raising purposes. They have included examples from experienced business angels, presentations from
successful entrepreneurs that have received business angel financing, and presentations from bankers
and consultants on the investment process. The i2 has aso published guidelines for entrepreneurs
providing information on the private investment process.

Moreinformation: www.innhovation.co.at

5.2 Training of angelsand entrepreneurs

Training of angds and entrepreneurs in finance is one way of improving the probability of matching.
That said, there are agpects in the rdaionship that are difficult to introduce into forma training
programmes. These include the willingness for teamwork of both parties and building trust. In many
ways business angd syndicates are a good way of transferring practica knowledge between
experienced and less experienced investors. Syndicated investment is common for example in
Denmark.

Business angels often need to be encouraged to expand ther horizons from the markets and
geographica locations they know best. This can be a particular problem if the angels have made their
money in the traditiond sectors, but the opportunities are mainly in the technologica area. These
obstacles can be overcome by having the angds join syndicates and helping the angds through
independent due diligence services™.

Many networks arrange training programmes and seminars for both sides to darify the expectations
concerning power sharing, investment protection, exit, and other reevant issues. Another popular
form of experience transfer is the coaching of new network executives by older ones. This holds dso
a European leve, where many recently established networks can benefit from sharing of experience
with other networks. To this end EBAN has organised seminars on the management of business
angel networks, and hasin genera raised awareness about network activities.

¥The obstacles are found in Mason C and Harrison R (2002) “Barriers to Investment in the Informal Venture
Capital Sector”, in: Entrepreneurship and Regional Development.
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Best practice case 5. Schools of business angelsin France and Spain

The French naiona busness angd network France Angdls is putting in place a training initiative
cdled I'Ecole des business angels, which ams to increase awareness among investors, and to
recruit new investors giving them high quaity training sessons.

The programme contains issues like profiling typical business angels and their investment horizons,
expectations concerning reward and exit, the place of busness angels in the financing of an
enterprise, the complementarities and conflicts between different financiers, and the steps in angel
investments (including legal and taxation aspects). Thereis information on how to become a business
angd and on the aspects of entrepreneur—angel relationship. The reationship is looked at through the
expected contribution of the angel in financing and in decison-making, the contractud relationship,
the organisation of information-sharing, the access to the angels network of contacts, and the
different exit routes of the angdl.

The XIP, private investors network of Cataonia, and the business school IESE in Barcelona have
established a school for business angels that, besides training, seeks to provide a platform to alow
the exchange of information and experiences. The programme is managed by an academic team from
IESE, and includes presentations from diverse outsders, including entrepreneurs.

More informeation: www.franceangel s.org, www.cidem.com

In Germany a comprehensive guide® provides information on al aspects of gtarting an enterprise.
The guide covers the features of the risk capitd market in generd, and the business angel market in
paticular. It explores the foundations for cooperation between entrepreneur and angd, the
preparation of a detailed business plan and the selection of projects by the angels. The guide dso
covers the legd aspects of cooperation including avoidable migtakes, the problems of ongoing
cooperation, and the ways to terminate the cooperation. The guide aso has an extensve section on
business angd networks, their operations and tasks, and the rules governing them. The economics
ministry of North Rhine-Westphaia has commissioned a detailed study® on training of business
angels, including pilot seminars, with the view to develop a coherent gpproach to angd training.

Sweden and Finland have used business plan competitions amed at fostering entrepreneurid spirit in
univergties. The Danish Business Angd Network has arranged a skill-developing seminar for 24 of
its angdls aming to focus on the reationship between the entrepreneur and the ange, to have the
angels networking, and to exchange experiences. The seminar was organised around the socid and
behaviourd aspects of ange-entrepreneur relationship, from the viewpoints of angels, researchers,
and entrepreneurs. The seminar concluded that business angels need openness, frankness and
humility when dealing with the entrepreneurs. This psychologica approach provided the participating
angels with new perspectives, dthough initid resstance towards the concept of training had to be
overcome. The group discussons and experience sharing were insrumenta in transforming the
seminar to alearning event.

Fundamentally the business angel networks are a sart-up indudry like any other. A long time is
needed before their efforts produce visble and lagting results. Only after concentrated efforts of
networks and the public sector can we see the emergence of serid angels investing over and over

% “Ejn Beitrag zum Wissenstransfer zwischen Wissenschaft und Unternehmen: V ademecum fiir
Unternehmensgriinder, Business Angels und Netzwerke” . Published by the Stiftung Brandenburger Tor der
Bankgesellschaft Berlin and available from
http://www.stiftung.brandenburgertor.de/wissenschaft/index_vademecum.html .

¥ BAAR (2002), “Qualifizierung und Zusammenarbeit im Markt desinformellen Beteiligungkapitals’.
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again, experienced network managers that can sustain networks throughout the business cycle, and a
widespread awareness of the benefits of business angd investing.

5.3 Investment readiness

A feature of the whole venture capitd market, incduding the busness angd part, is its
competitiveness. Only the best projects get financing from angds, and only a few of the financed
projects grow rapidly. Thereis no way to know beforehand which enterprises will be successful, and
there will be falures a large number of projects will not be sdected for investments, and a large
number of investee companies will fall or will not grow.

The progpects of success in this competitive process can be improved through increasing the
investment readiness of entrepreneurs. This is an important eement in the matching process, as the
entrepreneurs need to understand the differences between sources of finance and the specific
concerns of the business angdl.

Investment readiness can be defined as the entrepreneur’s understanding of and responding to the
investor’s concerns when presenting the project. The key toal in this respect is business plan. Often
entrepreneurs are not able to put themsaves in the shoes of the investor, and are unable to fashion
their proposds so that the prospective business angels would get the information they want. Areas
which usudly need to be addressed by the entrepreneur are the vauation of the company, the
probable exit strategy, the protection of minority shareholders, the taxation consderations, and the
need for due diligence.

According to researci™ on the public support policies of severd Member States, the most effective
ways to dimulaie the venture capitd market concentrate on the demand Sde. This means
overcoming the uncertainties and resstance of the entrepreneurs, which are heavily culturd issues
that depend on the educationd system, business climate, administrative traditions and public paolicy.

The gap in entrepreneurs understanding of investor requirements can be addressed through various
support services. As an example of such services in condructing an dtractive business plan in the
framework of the European Union's eContent programme was the “aRe’ project in the UK. It
provided the entrepreneurs seeking financing, for example, with a self-assessment tool on their
investment readiness, with capacity-building services, with information access and with a matching
sarvice. The project noted that there are no easy solutions to raising finance, and even with an
investment ready proposd, the average time entrepreneurs spent in seeking investors was 12 to 16
weeks.

Another example of an investment readiness service is run by the Finnish Nationd Fund for Research
and Development. It gives grants of up to €33 600 to entrepreneursin the pre-seed stage to prepare
a viable busness plan and to prepare the management team for business angd funding through its
subsequent matching service.

Business angel networks have actively tried to provide training services for the entrepreneurs seeking
informal investors. Of German networks, 25 % provide such services, and 58 % plan to do so™. But
even though an entrepreneur’s proposal might be technicdly investment reedy, in the find anayds it
is the “atractiveness’ factor that determines whether a busness angd decides to inved.

¥ Harding R (2001) “Plugging the Knowledge Gap: An International Comparison of the Role for Policy in the
Venture Capital market”, Venture Capital, 4, 59-76.
% BAND (2001).
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“Attractiveness’” includes the overdl presentation skills of the entrepreneur, the persona chemistry
between the investor and the investee, and the overdl potentid the investor sees in the proposd.

Best practice case 6: | nvestment readiness pilot projectsin the United Kingdom

The UK Small Business Service has launched a series of pilot projects to demonstrate the usefulness
of investment readiness education and support. The pilot projects concentrate on SMEs with growth
potentiad and aim to educate the entrepreneurs about the available types and sources of private
sector funding. The projects will dso groom sdected businesses to investment readiness so that they
are ready to present their proposals to potentid investors.

The six pilot projectswill be run by regiona and locd private and public bodies dl over the UK. The
firgt results from the pilot projects should be available towards the end of 2002 and these should
contribute towards a nationad programme of regiona investment readiness services.

More information; www.sbs.gov.uk

5.4 Quality and integrity of networks

5.4.1 Codes of conduct

Business angel networks are services based on trust. The business angels trust that the networks
have a sdlection of good projects available for them, and that the networks do not waste their time
for low-quality projects. The entrepreneurs trust that the angel network provides them a good
opportunity to present their project to serious, interested investors. The entrepreneurs need to be
assured that the confidentidity of their information is preserved, as the networks are not subject to
legidation on banking secrecy. Thus, the strength of their brand is the key asset in business angel
network operations.

For thisreason it is not surprising that codes of conduct have become common among business angel
networks. Such codes provide one tool to uphold the standards of the network brand through
clarifying the principles of behaviour of dl stakeholders, enhancing trangparency and increasing trugt.
Codes of conduct have been introduced for both the angel networks and for the business angels
themselves.
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Best practice case 7: Codes of conduct in Belgium and Denmark

The European Business Angel Network (EBAN) has introduced a moded code of conduct for angel
networks. Among others, this code has been adopted by the Belgian association of business angel
networks (BeBAN) The EBAN code covers the following aress.

Need for openness in their relations with entrepreneurs, business angels and other

networks,

Maintaining the good standing and reputation of the network;

Avoiding funds with suspicious provenance;

Need for contractua relationship between angels and entrepreneurs

Limiting the spread of company information to ingde the network;

Forbidding networks to invest sgnificantly in the investee companies,

The networks should preserve their impartidity even if they have introduced a success

feg

The networks do everything to protect the confidentiaity of informeation.

The Danish Busness Angd Network (DBAN) has introduced ethicd guiddines for individud
busnessmgelscontanlng the following eements:

Maintaining the good standing and reputation of business angels,

Maintaining the standard of investments and adhering to the code of conduct;

Avoiding funds with suspicious provenance,

Forbidding cash payments to the angels,

Presarving the confidentidity of information;

Regtraining from defamatory statements against other angels,

Full disclosure of information in syndicated investments;

Duty to provide gatistical information to the network;

Forbidding the abuse of information received.

More information: www.beban.be, www.dban.dk

The objective of a code of conduct isto give standard guidelines how a network should operate. The
expert group was hestant to extend the contents of such codes of conduct too far, as the market
should indicate the right operating method in various cases.

A code of conduct could be complemented with the exchange of good practices between networks.

One example was the growing trend of organising business plan competitions. This was consdered a
good exercise for the entrepreneur and the winning business plans would have a better chance to find

an angel. According to the expert group this kind of cooperation should be encouraged but not

written into a code of conduct.

The question whether the business angd networks themsdves could invest in the companies listed in
their matching servicesis an interesting one. For example, the Belgian BeBAN code of ethics forbids
such practices, except a smal share up to 5 % as a compensation for networking services. The
LINC in Scotland has introduced such a practice to increase the likelihood of sdlf-financing of the
network.

In conclusion it is clear that codes of conduct are only guiddines, pointers towards issues that need
to be taken into account when matching investors and entrepreneurs. Codes as such can not
guarantee behaviour, it is the red integrity of the angels, entrepreneurs and networks that determines
whether the market operates according to the principles listed. Codes of conduct can provide
information for public policy purposes about the attention to Sandards of fairness.
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5.4.2 Setting up and operating angel networks

Setting up a business angd network requires often cooperation with banks, regiond development
agencies, professond service providers, and naturally business angds and potentid investee firms. In
many cases existing angd networks provide logistical support and expertise for new networks, as do
nationa business development agencies.

Since its inception EBAN has provided a forum for exchanging information, for person-to-person
networking, and for establishing best practices among network operators. In large countries with
numerous angd networks (United Kingdom, Germany, France), a nationa network of networks
provides a forum for cooperation, and the Nordic countries are looking at the possibilities of setting
up atransnationa network of networks.

Identifying actual and potentid business angd's to form a network can be difficult. The usud method
is that of person-to-person networking, working from one angel to another. Finding potentia
investee companies can be easer, as these can be located through many of the stakeholder
organisations, including development agencies, incubators and banks.

Network building in the candidate countriesis more difficult than in the Member States, asthey arein
the early stages of developing a functioning risk capitd market. Consequently, the candidate
countries require consderable support and assistance in setting up and managing angel networks.

It is clear that the concept of business angd networks is taking hold in most Member States. The
United Kingdom is the most mature business angel market in Europe. There the networks have often
operated for severd years, and both their operations and their financing have stabilised. Germany,
France, United Kingdom and Denmark have the highest number of networks in relative terms (the
number of networks in relation to the number of SMES).

Outsde the Member States countries, there are angdl networks operating in Norway, Switzerland
and Monaco. In the candidate countries, there are network activities or interest to start such activities
in Mdta, Sovenia, Romania, the Czech Republic, Hungary and Poland.

5.4.3 Inclusiveness

The business angel community does not yet reflect the diversity of European society. Both women
and ethnic minorities are underrepresented, and this can only change in time when enough successtul
entrepreneurs from underrepresented groups join the angel community. However, to achieve this
god, awareness-rasing campaigns should specificdly target this aspect and particularly encourage
underrepresented groups of potentia angels to join and become active.

This is important dso because the underrepresented groups can be primarily active in other areas
than the current angels. For example, women might be more active in services, care and education.
The existing gatistics give some support to this assumption. In Germany™®, adthough both mae and
femde angds invested overwhemingly (over 50 %) in information technology, women invested more
in the service sector than men.

There are initiatives that am to address the imbaance in the angd community. As an example, in
Sweden a professona women's network Hernova (partidly financed by the European Socid Fund)

% FH Hannover (2002), “Business Angels in Deutschland”, tbg, Deutsche Ausgleichsbank. Concerning the
differences, it should be noted that due to the small sample the differences they were not statistically
significant.



istrying to match women entrepreneurs and investors, and has launched an angel network, HerBAN.
This development is also supported by Nutek, the Swedish Business Devel opment Agency.

5.5 Financing angel networks

Potentid financing sources for business angd network activities include public grants, success fees,
membership fees, training fees, and sponsorship. Around haf of the angel networks receive at least
some public support from local, regiond or Member State authorities. Many angd networks would
not exig without this financia support, particularly in the beginning of their activities. However, the
grounds for granting such initid support should be transparent and non-discriminatory regardless of
the legd form or status of the network.

Public sector support has aso been channelled through the European Regionad Development Fund at
leest in Belgium and the United Kingdom. Some networks receive sponsorship from banks,
accounting firms, law firms, factoring companies or stockbrokers.

One way of partid sdf-financing is a fee-based system, which is common in the UK. A fee can be
ether a mix of regidraion fee and a success fee, or a regidration fee only. The regidration fees
usudly range from £100 (€162) to £300 (€488) and the success fees from 1% to 5 %, dthough
some success fees are negotiable. A success fee can lead to deals not being reported to the network
in order to avoid paying the fee. As an dternative source of financing some UK networks charge a
fee for £650 per presentation of a project.

The financing of the networks seems to have an effect on ther investment activities. The publicly
supported UK angd networks have an average angd investment of £95 000 (€149 000), whereas
the average for commercia networks was £182 000 (€285 000). Furthermore, 70 % of the
investments of the publicly supported not-for-profit networks were for start-up and early stage,
wheresas this figure was only 40 % for the commercia networks.

The UK experience shows that the publicly financed and the commercidly-oriented angel networks
tend to serve different segments of the market, as the transaction fees of the commerciad networks
tend to be higher, which squeezes out smdl investors. On the other hand, atoo strong public support
component can have an impact on the image of the networks. If they became identified with public
sarvice inditutions, this might reduce thelr atractiveness from the individuad business angd’s point of
view, as they might identify the networks with bureaucracy and rigidity. However, in particular in the
awareness raisng stage a public support element is mostly necessary, especidly because this is a
generd requirement for the angd market to take off.
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Best practice case 8: Financing of a network in the United Kingdom

Linc Scotland is an independent, not-for-profit network that in 2001 facilitated investment in 24 high-
growth companies, which raised over £5 million from member angels. This in turn levered dmost
another £10 million giving total funding raised of just under £15 miillion.

Linc Scotland finances itsdf through a variety of sources. The sponsors include TSB, the Bank of
Scotland, the Roya Bank of Scotland, the Centre for Entrepreneurial Finance, Scottish Enterprise,
TechnologyVentures and the regiona funds of the European Union. Regiond funds cover about 40
% of thetotd.

It dso collects a membership fee of £150 €235) from business angdls, a regidtration fee of £75
(€117) from entrepreneurs, and a success fee of £350 (€547). It has aso introduced the practice of
taking asmadl equity share in companies to increase the likelihood of sdf-financing.

Moreinformation: www.lincscot.co.uk

6 MATCHING ANGELSWITH ENTREPRENEURS
6.1 Matching Process

6.1.1 Network practices

The matching process between a business angel and an entrepreneur is a persona one, which limits
the number of potentid entrepreneurs one business angd can meet. Many angdls dso have a desire
for privacy, which works againg their getting an adequate dedl flow. The common complaint that
angds lack sufficient quality investment opportunities probably reflects the relative isolation of many
angds. This contrasts with angels that communicate with their network and seek vighility — and get
the ded flow.

Business angd networks provide an opportunity for angels to increase the number of potentia
projects they can shift through, and aso an opportunity for networking and vishility. The
geographical and interest area limitations of angels might lead to a limited ded flow from smdl
networks. Although ultimatdy business angd deds depend on persond contact, through efficient
presdection methods, networking and marketing opportunities the networks can substantialy
increase the possibility of finding the right persons.

Regardless of the preference of most business angelsto invest in projects that are within a reasonable
distance from their base, they usudly make dlowances for extremely interesting projects. For most
busness angels the accesshility of the entrepreneur's location is more important than drict
geographica proximity, dthough three quarters of both angds and entrepreneurs in Germany are in
cities with over 100 000 inhabitants.

In the vag mgority of cases (85 %), German networks require a busness plan from the
entrepreneurs, 52 % require an executive summary, and 33 % have a specific questionnaire —and 14
% have a detalled enterprise profile. To screen the proposas, most networks used interna
resources, athough 9 % used a business angel committee. The average length of the screening
process was 11 days and 22 % of the screened projects were alowed to the matching stage.

The German matching practices were divided between a matching meeting (57 %) and individud
meetings (43 %). For actua ded clogng, individud matching was preferred because it offered

32




discretion, efficient use of time, and individud attention. The researchers assumed that individua
matching aso provided a higher rate of success, dthough individua matching limits the sdection on
both the angdl and the entrepreneur side.

Germany has an internet-based pre-matching service called the Business Angdls Forum, where so far
1500 entrepreneurs have presented their projects. This has generated about 30 000 contacts
between angels and entrepreneurs, and about 4 % of entrepreneurs have found an angd and 23 % of
the angdls have invested in a project from the forum.

As a business angd might not be able or willing to contribute the amount of funding an entrepreneur
needs, groups of business angdls can combine their forces and form an investment syndicate. Such
syndicating helps the business angdls to diversfy their risk, provides a wider experience base for the
entrepreneur, and aso provides opportunities for inexperienced business angels to learn from more
experienced ones. The evidence on syndication is patchy, and the willingness of angels to participate
in syndication seems to vary greatly. Various sudies in the Netherlands, the UK, Denmark and
Finland have put the share of syndicated deds between 25 % and 45 %. In Germany, most
networks (88 %) had angdls that were willing to participate in an angel syndicate, and 29 % of the
deds were syndicated. In the United States syndication is prevaent, as the operating mode of
business angels is based on groups of angels acting together in most dedls.

For culturd and geographic reasons the mgority of busness angel deds are ill nationd, but thisis
liable to change, as even start-up businesses became more internaiondised. Particularly in high-tech
many European enterprises have presence in the Slicon Valey area, and benefit from the US
business ange investments. Smilarly, European business angels invest in enterprises there. Such
powerful clustering effect is less present in Europe, dthough the expert group has seen some
evidence on transnationd invesments in Europe when the fisca and regulatory environments have
been right.

For individua business angels that have a through knowledge of ther fidd and have the contacts,
transnationd investing is feasble. To simulate such transnaiond investments, business angds should
have access to matching and support services also across borders, dthough localy oriented business
angel networks rardly offer opportunities outsde their area.

6.1.2 National matching services

Nationd and transnationa information exchanges provide an efficient tool to increase the reach of
business angels, and to expand the potential set of projectsin abusiness angd’s area of interest. The
use of internet as the main screening platform has expanded congderably.

In Germany, the Business Angels Forum is an internet-based pre-matching service, where so far
1500 entrepreneurs have presented their projects, which has generated 30 000 contacts between
angels and entrepreneurs, and 4 % of the entrepreneurs have found an angel from the forum. The
operaing profile of this tool is somewhat different from the UK Bestmatch (see below), as in the
forum the entrepreneurs are d o active in trying to find an angel, whereas in the Bestmatch business
angels are looking for suitable enterprises.

In Denmark, the Danish Business Angel Network has a dte offering a matching service between
angels and entrepreneurs. The sarvice uses search agents to match the profiles of angels with
projects by using preferred amounts, regions, stages, need for specific skills and preferences for the
exit period.



Best practice case 9: Bestmatch in the United Kingdom

In the United Kingdom the Nationd Business Angel Network (NBAN) has a service cdled
Bestmatch, which is a collection of investors and entrepreneurs whose interests are tended by the
NBAN network of associates. It is a means of connecting investors and entrepreneurs using the
expertise of associates. Bestmatch is an information exchange, using technology to communicate
essentia business data and to follow potential deals to conclusion. It is supported by the Department
of Trade and Industry, the London Stock Exchange, and most magjor UK banks,

Through the Bestmatch service business angels get a database of growing businesses looking for
investment and skills in line with their sdection criteria. The access is password protected, and
registration provides the angels with other benefits. Currently it has over 2000 angel profiles and in
the last reporting year there were 9375 completed applications in the service.

For entrepreneurs looking equity funding the service includes an associate to help, guide and advise
on the suitability of their proposad and how best to present it to potentid investors. The investment
project is published in the NBAN monthly bulletin for Sx months, and for a year on the webdte,
without disclosing identities. In eighteen months to the end of 2001, about 500 angels invested in 290
busness opportunities, in tota £44.3 million (€69 million). Many of these deds attracted
coinvestment from banks and venture capita funds.

NBAN has dso recently introduced a corporate venturing service that can identify areas of
complementary interest between large companies and smdler enterprises

Moreinformeation: www.bestmatch.co.uk

6.2 L everaging effects through cooperation

6.2.1 Cooperation with other types of investors

The leved of financing needed depends on the enterprise, and some of them can use a combination of
financing sources, whereas others can not benefit from business angels or venture capitd funds at al.
Under these circumstances cooperation of finance providers can yield results that would not be
avalableif the financiers acted aone.

Business angd networks can cooperate with each other, with incubators and with venture capita
funds to leverage their experience and provide a referral service for each other. Cooperation
between business angel networks is the first step in enhancing operations. For example, the German
networks listed the following as the most important areas of cooperation: exchange of good practice,
arranging common forums, providing common training programmes, and providing a second chance
for busness plans.

Incubators can act as a pre-screening service for business angels. Start-ups that work with an
incubator have aready passed the basic hurdles, and the incubator can provide opportunities for
learning between enterprises, and the incubators can exploit economies of scae in their support
operations. Business angdl's can benefit from the presence of a cluster of potentid investee firms, and
the entrepreneurs can benefit from an integrated support environment.




According to a UK study®, there are potentidl complementarities between business angels and
venture capitd funds. Particularly business angdls can benefit from these complementarities, but the
rel ationship was deemed more often positive than negative for both angels and funds, and dso for the
investee busness. A paticular aea where the potentid of synergies could be explored is
cooperation between business angels and corporate venturing.

In Germany™, 64 % of angdls view their experiences of coinvestments as good, particularly in terms
of pooling expertise. Cooperation was successful adso with the public Technologie-Betelligungs-
Geschellschaft mbH (tbg) of the Deutsche Ausgleichsbank (DtA), as this participation had a
tendency to shorten the time to contract. In genera, German angels often saw the participation of the
public sector ingditutions (tbg or KfW) in deds as crucid.

Cooperation between incubators and business angels can enhance the possihilities of providing
entrepreneuria expertise. For example, five Danish regiona angd networks connected to incubators
were set up in 2001, and the experiment has helped to maintain a constant dedl flow.

Another form of cooperation is to combine angd investments with equity guarantees from a public
sector entity. In Austria the i2 network works in cooperation with the SME development agency
(AWS) and guarantees angel investments againg totd loss up to €20 000, or 50 % of invetments
up to €2 million.

The Itdian Business Angels Network (IBAN) cooperates with the Italian venture capital association
and abank activein dl of Italy. The bank seesthat besides branding and public relations reasons, the
cooperation can reduce its risks in SME lending, give opportunities for providing new services,
provide investment opportunities for the bank’s customers, and provide opportunities for private
equity invesments.

¥Harrison R & Mason C (2000) “Venture Capital Market Complementarities: The Links Between Business Angels
and Venture Capital Fundsin the UK”. Venture Capital, 2, 223-242.
*¥FH Hannover (2002) Business Angelsin Deutschland. tbg, Deutsche Ausgleichsbank.



Best practice case 10: Regional cooperation in France

In France there is a new cooperative effort trying to combine investments of business angds and
regiond venture capital funds. The effort has been launched by Union Nationale des Investisseurs
en Capital pour les Entreprises Régionales (UNICER), and ams particularly to combine the
management and business experience of the business angels with the larger resources and more
methodologicd gpproach of the regiona investment companies. The total investment is usudly
between €300 000 and €2 000 000, with the business angd part being between €45 000 and
€170 000.

Although the extent to which business angels are involved in deds varies, they represent between
17 % and 40 % of UNICER dedls over the last four years. Often business angdls joining forces with
other investors set up ajoint-stock company, which provides a beneficia venture fund tax regime.

A critical success factor in such cooperation is the willingness of the business angdl to accept
additiond partners and to work with them. The regiona venture capitd funds can bring in financid
and legal expertise that not all business angels have. The focus of investmentsis at seed stage.

More informeation; www.unicer.asso.fr

Pooling the expertise of different organisations active in SME financing can make the financing
process more effective. Incubators, venture capital funds, public SME development agencies and
others can increase their cooperation to provide better services for their clients.

6.2.2 Integrated approach

The process of nurturing an enterprise is along one, and the entrepreneur needs support at al stages.

If the entrepreneur has information on the financing possibilities, on the steps to take and hurdles to

cross, the likelihood of success should increase. This points to a need to connect the different

enterprise support mechanisms o that resources are used efficiently, and the entrepreneurs have a
graduation path in front of them.

Cooperation between universities and research indtitutes, incubators and financiers has been singled
out a European levd as a crudd factor in increesing the amount of financing available for
commercidisation of research. This has led to the development of European-leve finance forums,
where for example, entrepreneurs of biotechnology and financiers interested in this area can mest.

Denmark is exploring the idea of a busness angd co-investment fund that would be closdy
associated with regiond angel networks. Such a fund would attach itself to projects dready selected
by business angdls. The main priority for the fund would be to cultivate close ties with business angdls
in order to ensure a steady ded flow. Co-investment funds need professond management with
which the business angels fed comfortable with so that they are willing to share the risks and returns
of their investments.




Best practice case 11: Project pipdinein Finland

Finland has a project preparation and funding model based on a public-private partnership targeting
particularly pre-seed technology companies, and organised by the National Fund for Research and
Development. The mode is designed to put pressure on entrepreneurs with good idess to write a
business plan and get financing quickly.

The system canvasses project proposals from incubators, technology centres and knowledge centres
through four Technology Trandfer Centres (TTCs) operating in conjunction with the leading
universities of the country. These TTCs canvas entrepreneurs’ proposals (so far 250 proposalsin 10
months) and select the best (54 were sdected) for the investment readiness programme, where the
entrepreneurs get a public grant for business plan development.

Those sdected are given a two to four month timetable to develop a business plan. A regularly
convened panel evauates the business plans in one day and good ones are incorporated in a nationa
matching system, where business angels can select the ones that interest them. Currently there are
about 100 participating angels, but the target is to have 200 by the end of 2002. So far out of 20
business plans in the matching system six have received funding.

If needed, angd investment can be complemented with Sitra participation. For Sitra, these are low-
risk and low-cogt investments, as the evauation system guarantees the quality of the proposas and
Sitra does not need any evauation and management capacity of its own. This type of public-private
partnership acts as a lever to activate private money by providing a “force-feed” mechanism for
enterprises, and by showing the public sector commitment to the results of the sdlection process.

The Finnish experiment combines an active project search process with investment readiness
preparation, business angd matching, and introduction to venture capital funds. The catdys in this
process is the public sector through its specidist organisation, the Nationa Fund.

Moreinformation: www.Strafi

6.3 Cross-border activities

Regardiess of the efforts to unify the European financid markets, cross-border cooperation in the
busness angd market has been dow in darting. Transnationa cooperation can provide new
opportunities for the sharing of knowledge and experience within a relatively homogenous area
Transnationd networks could become an important first step in increasing the internationa contacts
of business angds, especidly when the regiond investment modd is being surpassed in aress
requiring specidised knowledge.

One attempt at cross-border cooperation is the current exploratory work that aims to set up a
Nordic Business Angel Network, which would connect the nationa networks in Denmark, Norway,

Sweden and Finland. This cooperation would expand investment possibilities from what is available
in any one of these smdl countries by using a shared dectronic matching platform. If such a Nordic

Business Angel Network is established and proves successful, it could provide vauable lessons for

other cross-border business angd initiativesin Europe.

The Connect network that seeks to link high-tech entrepreneurs to a variety of resources they need
is adapted from its American origins to the European environment in Sweden, United Kingdom,
Denmark and Norway. Besides giving drategic advice to the entrepreneurs, it includes a financia
forum that provides a meseting place for investors and entrepreneurs.
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The business angd networks are aso increasing their cross-border activities. A German-Itaian
network operates successfully in both countries. In Audtrig, the Innovationsagentur provides
opportunities for internationd partnerships for its investors through partnerships in South Tyrol and
Bratidava. In Bratidava it works in cooperation with the Slovak Guarantee and Development Bank.
Other networks are crossing borders and expanding particularly towards the candidate countries. In
markets where investment activity is underdeveloped, angd investments are dso going into traditiona
sectors, like congtruction.

The unification of European risk capitad markets will increase the potentid and the pressure for
cross-border cooperation. Increased efficiency and the spread of best practices make such
cooperation desirable, particularly towards the candidate countries.

7 CONCLUSIONSAND RECOMMENDATIONS
7.1 Conclusions of the analysis

Operating environment

Taxation Capitd gainstax has adirect effect on the return of investments. A tax
environment that encourages risky investments can be favoured by either
with low capitd gainstax for busness angel invesment, or by introducing
tax breaks for digible investments that make business angel investments

attractive.
Regulatory It isimportant that both the Member States and the European indtitutions
environment keep the needs of theinformd venture capitd market in mind when
drafting legidation. Due to the informa nature of this market, thistask is
not dways easy.
Network activities
Raising awareness Ralsing awareness about the benefits and services of business angels and

angd networksisthefirg step in developing the business angdl market.
Both potentid angels and entrepreneurs need to be aware of the
advantages of business angd networks. Raising awvareness is an activity
where sustained efforts are needed, and where public-private partnerships
have shown their usefulness in many countries. At European level, EBAN
should continueits effortsin this area.

Training activities Business angdls often need information and training to be able to fully utilise
ther potentid. Many networks organise training for both business angds
and entrepreneurs.



I nvestment readiness

Network integrity and
quality

Financing angel
networks

Network efficiency

Leverage and
cooperation

Integration

Cross-border activities

7.2 Recommendations

Investment readiness can be defined as the entrepreneur’ s understanding
of and responding to the investor’ s concerns when presenting the project.
The prospects of success in seeking finance can be improved through
increasing the investment readiness of entrepreneurs. The entrepreneurs
need to understand the differences between sources of finance and the
specific concerns of the business angd.

The objective of acode of conduct isto give standard guidelines how a
newly established network should operate and to increase the confidence
of investors. To increase their inclusveness, the networks and public
ingtitutions should have awvareness-raisng campaigns that pecificaly
encourage underrepresented groups of potentia angels to join and become
active.

Potentid financing sources for business angel network activitiesinclude
public grants, success fees, membership fees, training fees, and
sponsorship. Around haf of the angel networks recelve at least some
public support from locd, regiond or Member State authorities. Public
sector support has adso been channelled through the European Regiona
Development Fund.

M atching process

Business angels can increase ther vighility and ded flow through angdl
networks. Nationa and transnationd information exchanges provide an
efficient tool to increase the reach of business angds, and to expand the
potential set of projectsin abusiness angd’s area of interest. The use of
internet as the main prematching or screening platform has expanded
consderably.

Business angd networks can cooperate with each other, with incubators
and with venture capital funds to leverage their experience.

The process of nurturing an enterpriseis along one, and the entrepreneur
needs support at al sages. Thereis aneed to integrate the different
enterprise support mechanisms so that resources are used efficiently.

The unification of European risk capita markets will increase the potentia
and the pressure for cross-border cooperation. Increased efficiency and
the spread of best practices make such cooperation desirable, particularly
with the candidate countries.

1. Raising awareness of business angels and angel networks.

By supporting the early stages of the development of a functioning business angel market in
partnership with the private sector, the public sector can cost-effectively contribute to its overdl
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economic development and job creation goals. Sustained awareness-raising campaigns are needed in
al those Member States and candidate countries where the business angel concept has not yet
reached a criticd mass. Such campaigns should be arranged by the public and the private sector
acting in partnership. The campaigns should increase the leve of knowledge of both entrepreneurs
and potential angdls, including angels from underrepresented groups.

2. Cadllecting data from the business angel marketplace

Business angels contribute to the development of new enterprises by providing equity investment,
manageriad experience, and their own contacts in the business community. Business angels are an
important factor in sustaining new enterprises, and through that the economic development of an
area, and an economy. To increase the vighility of the market and to support the public policies
aming at supporting the angel market, a concentrated Europe-wide effort is needed to gather more
data on business angels.

3 Creating a business angel panel to discuss topical issues affecting the ange
community.

Its informa nature leads often to alow vighility of the business angd investment market. To address
this and to provide a forum where business angels could discuss topicd items and report on thesg, it
is recommended that an European-level business angd pand is convened in cooperation with the
actors representing the risk capital community. Such a pane would help the European Business
Ange Network in increasing the vighility of the angels a European level.

4. Paying attention to the effects of taxation on business angel activity.

The taxation of risk capital and equity investments has an effect on thelr atractiveness, as it directly
affects the return the investor receives from his investments. A tax environment that encourages risky
invetments can be favoured by low capita gans tax for busness angel investments, or by
introducing tax breeks for digible invesments. An unfavourable taxation framework might deter
investments and thus act as adrag on wedlth and job cresation.

5. Ensuring public financing of business angd network operations

Many angel networks dready receive public support from locd, regiond or Member Stae
authorities. Public sector support has aso been channelled through the European Regiond
Development Fund. This public sector support enables the networks to increase investment
readiness, facilitate matching, organise awareness raisng, traning and other support activities.
Through these activities the networks support loca wedth and job creation. Particularly locd and
regiona authorities can regp great benefits for ther region through active business ange networks,
and they should serioudy consder financid support programmes particularly for newly established
business angd networks.

6. Promoting high ethical sandards of business angdl networks

Many angd networks aready subscribe to a code of conduct, but more should be encouraged to do
s0. The development of the business angel marketplace is best supported by transparent rules of
behaviour promoting high ethica standards for both investors and entrepreneurs.
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