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1 Director General’s foreword

| am pleased to present the AlC’s 5th annual survey of Venture Capital
Trust (VCT) investment. As well as exploring broader trends, this report also
provides examples of companies which illustrate the transformative potential
of VCT investment.

VCTs address market failures which prevent smaller UK businesses securing
development capital. These problems are compounded where businesses do
not have sufficient collateral, or trading track record, to convince banks to act
as a source of finance.

The AIC’s previous surveys have demonstrated that VCTs are successfully
targeting smaller businesses and are making a valuable contribution to
economic and employment growth. This year’s results reconfirm this positive
impact. | am grateful to the VCT fund managers who have helped the AIC
collect this information.

Whilst the UK economy is recovering, conditions on the ground for many
SMEs remain difficult. In this environment, VCTs continue to provide
invaluable assistance to small businesses up and down the country and
in all sectors of the economy.

Without the tax incentives provided to VCT investors, the capacity of the
sector to raise funds would be fundamentally compromised. In many ways
the Government is the biggest investor in the VCT sector. It is therefore vital
that VCTs offer value for money to the taxpayer. | am confident that this

is achieved. Tellingly, for every £1 of initial tax relief, an average investee
company sees its turnover rise by £6.46.

The VCT scheme is subject to European State Aid approval. In 2012 the
Government secured support for the scheme from the European Commission.
This deal agreed the most generous scheme of its type in the EU and was

a significant achievement for the UK. The Commission has since revised the
State Aid rules and VCTs will need re-approval. The evidence in this report
demonstrates the continuing need for targeted support for SMEs, as provided
by VCTs.

The success of VCTs in delivering long-term improvements to their portfolio

companies is reflected in investor demand. The sector raised £435.7m in the
2013/14 tax year. This is the third highest annual fund raising ever achieved.
The total assets of the sector now stand at £3.2bn.

| look forward to VCTs continuing to support SMEs as part of the
Government’s efforts to promote the UK’s long-term economic growth
and prosperity.

lan Sayers
Director General, AIC

For every £1 of
initial tax relief,

an average
investee company
sees its turnover
rise by £6.46

VCTs target
small businesses
with growth potential
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2 Executive summary

B39 =2 [ [y

Investment

£2.6m

Average size of VCT investment per SME

Turnover

£9.8m

Average turnover increase in each SME since VCT investment

Employment

49

Average number of new employees per SME since VCT investment

Exports

32%

Proportion of SME investee companies who exported in 2013

Research and development

26%

Proportion of SME investee companies investing in R&D in 2013
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3 Overall impact

VCTs pool retail investors’ money and employ professional
fund managers to provide capital to SMEs with growth
potential. Ordinarily, individuals are not in a position to
identify and invest in SMEs. In the absence of tax incentives
these businesses would also present too high a risk to
attract significant investment.

Without VCTs, many investors would have little choice but to
allocate their resources to other sectors. VCTs therefore play
a unique role and are able to deliver significant additional
resources to support UK smaller businesses.

VCTs typically invest in newly issued unquoted shares
and debt of a diverse range of privately owned, innovative
companies with the capacity to deliver high growth. They
can also purchase newly issued shares of companies that
are traded on the Alternative Investment Market (AIM)
with similar characteristics.

VCTs facilitate growth by
offering finance and skills
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Investment

VCT investments are targeted at small businesses seeking start-up, early
stage or expansion capital.

The financial crisis has seen small businesses face challenges in securing
bank lending. VCT funding has helped in this environment. It also addresses
an ongoing structural issue affecting SMEs seeking between £250,000 to £5m
— the so-called ‘finance gap'’. This level of investment is beyond the means of
most individual investors, but too small to be attractive to traditional private
equity firms to invest.

VCTs are also able to help companies reinforce growth, target new
opportunities or provide support through difficult trading periods with
the provision of follow-on funding.

VCTs currently have investments in 821 unquoted and 269 quoted companies.
This report explores the impact of £1.04bn of VCT investment into 404 SMEs.
This represents £722m in initial support plus £315m of follow-on investment.

Average investment  85% of initial £200m of new and

size of £2.6m per investments in follow-on investment

company the finance gap was made into 129
identified by companies in 2013
Government
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Turnover

VCTs and their managers have strong incentives to deliver shareholder
returns by seeking out companies with growth potential.

As well as providing capital, VCTs provide management expertise to
secure growth in their portfolio companies. 76% of investee companies
had a representative of the VCT management team join their board.
However, investing in small businesses is a risky process and not
every investment will be a success.

Total turnover more  Average turnover 82% of companies
than doubled from per company have seen an
£1.85bn to £4.90bn  increased by £9.8m increase in

— an increase of since investment turnover since
£3.05bn or 165% VCT investment
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Employment

There is no one ‘typical’ VCT investee company, but those likely to secure
capital will be actively seeking to grow and develop their business model.
VCT support enables them to create jobs.

Sometimes developing businesses will mean some reductions in headcount
but, overall, the process creates a more robust and sustainable platform

for growth in the future. Information was provided to the AIC regarding
employment for 257 SMEs.

12,707 new jobs 49 new employees 80% of companies
created since VCT on average per have seen an
investment taking investee company increase in

the total to 27,581 employment since
employees — an VCT investment

increase of 85.4%
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Exports

The 2013 Lords Select Committee on Small and Medium Sized Enterprises
report ‘Roads to Success: SME Exports’ noted that “companies which are
innovative and imbued with a competitive ‘entrepreneurial spirit’ are more
likely to be successful exporters”. The report estimated just 20% of UK
SMEs export — a greater proportion of VCT investee companies sell into
foreign markets.

As some of the most innovative young businesses in the UK, VCT investee
companies are keen to take advantage of this potential. VCT funding helps
deliver this aspiration.

32% of investee £784m of overseas = Overseas markets
companies derived earnings reported accounted for 39%
some of their by investee of the turnover of
income from abroad companies in 2013 exporting investee
in 2013 companies
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Research and development

Investments in research and development can help spur a company into
the next phase of growth, through improving existing products or developing
new ones.

Many VCT investee companies are involved at the cutting edge of scientific
and technological development, with VCT funding helping to support their
R&D activities.

26% of companies These companies Average spend
reported making an  invested £91m in per company that
investment in R&D R&D in this period invests in R&D

in 2013 of £970,000
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4 Impactin 2013

VCTs seek to have an immediate impact on companies they invest in.

The AIC collected comparable employment data for 30 companies and
turnover data for 42 companies who received their first VCT investment
in 2012. In their first full year of trading post-VCT investment these
companies each created, on average, 11 new jobs and saw their
turnover increase by £1.1m.

Turnover growth in 2013 for companies receiving first VCT investment in 2012

2012 119.4

2013 165.8
\ \ \ \ \
0 50 100 150 200

Turnover (£m)

Employment growth in 2013 for companies receiving first VCT investment in 2012

2012 1,598

2013 1,937
\ \ \ \ \ \
0 500 1000 1500 2000 2500

Employees
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The boost provided by VCTs is not a one off; benefits are sustained over the
investment period.

SMEs that received VCT investment prior to 2012 also grew during 2013.
The AIC collected comparable employment data for 190 companies and
turnover data for 198 companies.

In 2013 alone, average turnover increased by £1.3m and 6.5 new employees
were recorded per company. This illustrates the longer term impact that VCTs
can have on a company’s growth.

Turnover growth in 2013 for companies receiving first VCT investment pre-2012

2012 3,476.0
2013 3,726.4

500 1000 1500 2000 2500 3000 3500 4000

Turnover (£€m)

Employment growth in 2013 for companies receiving first VCT investment pre-2012

2012 21,243
2013 22,47
\

500 1000 1500 2000 2500

Employees
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My best investment
Robert Whitby-Smith, Albion

PSE

PSE is a world leader in Advanced Process Modelling. It helps

major companies transform their processes to allow them make better
decisions, improve their products and implement more effective
research and development.

PSE supplies over 60 Fortune 500 process industry companies including

5 of the 6 oil majors, the large pharmas (GSK, Pfizer, Lilly), P&G, Nestle and
Toyota. It operates in the UK, USA, Germany, Japan, Korea, Saudi Arabia,
China, Thailand, Malaysia and Abu Dhabi. PSE is a spin-out of Imperial
College London, and its software is also used for research and teaching

in some 200 universities around the world.

The investment

In 2007, the company sought funding to accelerate its product development
and to scale its sales and marketing resources. Bank finance was unavailable
as the business was breakeven. Albion funds invested £1.5m.

Impact of investment

Since 2007, PSE has expanded from 41 to 128 employees with new hires
including a Chief Operating Officer, Chief Commercial Officer and head of
software development. Albion has introduced consultants to assist with areas
including pricing and IP strategy. Revenue has grown from c.£3m in 2007

to c.£11m in 2013 of which ¢.£9m are non-UK sales. PSE is profitable whilst
investing heavily in R&D (c.£4m p.a. fully expensed).

www.psenterprise.com

PSE
[]

]
|
— !

Robert Whitby-Smith, Albion

ALBION

“Beyond the
financial aspects,
the involvement

of Albion Ventures
in PSE’s Board of
Directors has been
immensely helpful
in providing a
rigorous framework
for establishing

an ambitious and
robust strategic
direction for PSE.”

Professor
Costas Pantelides
CEO, PSE
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5 A value for money intervention

The Government offers retail investors a 30% income tax relief on investment
in a VCT. This makes the UK taxpayer the biggest investor in the success of
the VCT scheme. The track record of VCTs in supporting growth demonstrates
that this commitment secures real value for money.

Information provided by 208 VCT investee companies showed they paid
£352m in tax in 2013. This is equivalent to 89% of the total tax relief paid on
the investment in these companies, in just one year of operation. While it is
not possible to say that none of these revenues would have been available
without VCT investment, it is likely that the tax paid by these businesses would
have been far smaller if VCT investment had not been available to support the
development of these companies.

On average VCTs invest in companies for between 5 and 7 years (although
some remain invested for much longer). When VCTs do seek an exit, they
want to secure the most value possible for their own shareholders. They have
strong incentives to make a sale when the company is in a stronger position
than on investment, but still has the capacity to deliver future growth. This
approach attracts the best possible price for the shares they are seeking

to sell.

9 VCT fund managers provided details of their divestments in 2013. Of the 47
companies reported, the vast majority of these saw the VCT exit the business
as a going concern.

VCT divestments 2013

i B Trade sale
83% of investee

. ) B secondary market
companies exit VCT Y

M saleto management
M Administration
M Other

portfolios as thriving
businesses

© Association of Investment Companies 2014
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My best investment
Paul Beaumont, Downing

Kidspace Adventure Holdings

Kidspace Adventures Holdings Limited (‘Kidspace’) operates indoor play
centres and a themed outdoor adventure centre (Hobbledown). It has a
reputation for providing modern, market leading children’s play facilities
and high levels of professional customer service.

The investment

In 2012, the management team was seeking new investment to develop and
launch the Hobbledown site from an existing children’s farm in Epsom, Surrey.

The company was unable to secure bank funding for the purchase and
redevelopment of the Hobbledown site. This reflected a combination of a high
loan to value for an unproven business, significant capital costs and bank
aversion to development and construction risks.

However, we liked the Kidspace model and the management. Through
Downing VCT funds we were able to provide an alternative source of finance,
and supplied £5m of capital to support the company’s development.

Impact of investment

During the redevelopment, the build costs increased which would have caused
delays and additional problems for the company. However, Downing VCT’s
flexible approach allowed this issue to be easily addressed.

As Downing VCT funds hold investments in other leisure and childcare
businesses, the Kidspace management team was able to benefit from
Downing’s support network and sector expertise. Each year Downing
organises a forum for the various childcare businesses in its portfolio where
the management teams can meet, discuss trends and strategy, and share
best practice and resources.

The new Hobbledown site now employs approximately 45 full time equivalent
employees. Since investment the Kidspace group has increased its overall
headcount by around 80 to 150 full time employees.

The business has also seen a significant increase in revenues from
£2.7min 2011 to £5.5m in 2013.

www.kidspaceadventures.com
www.hobbledown.com

KIDSPACE

Paul Beaumont

Downing

“VCTs, in particular
those managed by
Downing, provided
us with a source of
funding at a time
when the banks
were seemingly
closed for such
business. The
support and advice
from Downing
throughout the
build phase of the
business and in
day-to-day strategy
is invaluable.”

Richard Farley
Managing Director,
Kidspace
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6 Capacity for delivering further growth

2013 saw the VCT industry record its third highest annual fund raising with VCTs have up to
£435.7m of capital secured for investment in SMEs. The total assets of the £800m of available
VCT sector now amounts to £3.2bn. . .

capital to invest

VCT fundraising since 1995/6 in SMEs

800

700

600 —

500 +

400 —

300 +

Funds raised (£m)

200

100 +

0,
0 g % o T 9 @ € B0 S
P PP P S N SR P L
NN qmmm%m%m%%r@mr&mm

Tax year

VCTs are allowed three years to identify and make suitable investments.
This reflects the time required for VCTs to identify businesses with
complementary needs and objectives and allows the parties involved

to undertake due diligence.

Taking the figure for total fundraising for the last three years (including 2013)
into account, a conservative estimate suggests that VCTs have up to £800m"
of available capital to invest in SMEs.

This indicates that, with an average investment size of £2.6m, the current
resources available to VCTs will support funding for around a further 300
enterprises seeking development capital. On current trends, these
businesses will create over 14,000 new jobs.

The sector’s capacity to create growth will be enhanced as existing
investments are realised and these returns are reinvested into other eligible
businesses (without receiving any further tax reliefs — thus enhancing the
sector’s value for money offering).

12013 fundraising £435.7m, 2012 fundraising £403m, 2011 fundraising £331m. Calculation VCTs provide long term,
assumes 2% management fee, with 66% of 2011, 33% of 2012 and 0% of 2013 funds repeat investment to
assumed to be invested already. UK SMEs

© Association of Investment Companies 2014 15
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My best investment
Tim Levett, NVM

Alaric Systems

Alaric Systems is a global provider of fraud prevention and payments
processing products. Over the last decade its products have come
to be recognised as global leaders in the payments sector.

The investment

The Northern VCTs, managed by NVM Private Equity, first invested in Alaric in
2000 when it was at a very early stage. £3.4m of total funding has supported
the commercial development of Authentic, Alaric’s card authentication system,
and Fractals which is a card fraud detection system.

Impact of investment

Launching products to improve the operations of major financial institutions
takes significant time and resources. This was the case with Alaric and

the Northern VCTs supported the company with four rounds of funding to
good effect.

Alaric now employs over 100 staff and has blue-chip customers in Australia,
South-East Asia, Europe, Central America and the USA — including banks,
processors, payment service providers and retailers. In December 2013 the
company was acquired by NCR Corporation in an $84 million transaction.

www.alaric.com

48n
aee
ar

alaric

o
Tim Levett, NVM

nv

private equity

“‘“NVM has been a
major support over
the years, providing
both finance and
commercial input.
The finance from
NVM has helped to
ensure we have got
to the stage where
things are really
booming. NVM’s
faith in our vision
back in 2000 is
paying off now.”

Mike Alford
Managing Director,
Alaric Systems
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Appendix 1: Data breakdown

Investment

Total VCT investment received by UK SMEs (1997-2013)

120 —
100 —
80 —

60 —

40 —
N I
0
0-1 12 2-3 3-4 4-5 5+

Investment size (£m)

Number of investments

VCT investment received by UK SMEs (2013 only)

50 B New investment

M Follow-on investment

Number of investments

0-1 1-2 2-3 3-4 4-5 5+

Investment size (£Em)
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Total current investment received by sector and region (1997-2013)

)
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REGION Investment|39.9 167.7 16.6 5.8 92.2 269 154 77.0 143.2 721 63.9 38.2 60.3 2019 128 438
(Em)
East 3.6 3.6
Midlands
East of 229 6.3 79 8.7
England
London 3179 14.8 451 64 4.5 251 1.0 151 28.3 420 27 40.8 216 174 476 5.5
Midlands 160.4 8.0 289 2.3 1.3 22.8 0.3 170 35.2 10.3 3.5 6.3 19.4 51
and East
Anglia
North 26.9 11.4 0.3 6.1 4.7 0.3 2.4 1.7
East
North 80.8 5.8 9.0 3.8 3.0 2.9 327 84 5.4 5.7 41
West
Northern 7.0 0.7 6.3
Ireland
Scotland 21.9 1.6 7.0 5.9 41 2.0 1.3
South 253.4 8.1 421 41 131 259 16.4 5.5 30.7 3.9 4.9 2.7 90.7 0.5 4.8
East
South 121.6 3.2 16.9 21.2 5.8 217 2.6 10.3 3.7 10.8 254
West
Wales 4.4 4.4
West 10.8 2.0 8.0 0.8
Midlands
Yorkshire 7.1 0.4 4.0 2.7
and the
Humber
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Employment

Employment growth since investment by region

Main area of operations

Number of
investee companies

Total new employees
since investment

Average change
per investee company

East Midlands

1

-2

-2.0

East of England 3 -3 -1.0
International 36 1,015 28.2
London 59 4,339 73.5
Midlands and East Anglia 32 806 25.2
Nationwide 18 766 42.6
North East 14 785 56.1
North West 15 2,339 155.9
Northern Ireland 3 290 96.7
Scotland 4 62 15.5
South East 46 1,144 24.9
South West 18 1,091 60.6
Wales 4 2 0.5
West Midlands 2 29 14.5
Yorkshire and the Humber 2 44 22.0
TOTAL 257 12,707 -

Employment growth since investment by sector

Sector

Number of
investee companies

Total new employees
since investment

Average change
per investee company

Biotech/Pharma

15

259

17.3

Business services 42 2,554 60.8
Construction 3 19 6.3
Energy 2 1 0.5
Energy (renewable) 10 38 3.8
Environmental services 3 146 48.7
Financial services 4 649 162.3
Healthcare 22 829 37.7
Leisure/Hospitality 24 3,017 125.7
Manufacturing/Engineering 25 699 28.0
Media 13 309 23.8
Other 12 263 21.9
Retail 12 712 59.3
Technology/IT 64 3,245 50.7
Telecomms 5 87 17.4
Transport 1 -120 -120.0
TOTAL 257 12,707 -

© Association of Investment Companies 2014



Going for growth
VCT investment 1997 to 2013

Turnover

Turnover growth since investment by region

Main area of operations

Number of
investee companies

Total new turnover
since investment (£m)

Average change
per investee company (£m)

East Midlands

1

5.7

5.7

East of England 3 -7.8 -2.6
International 36 124.3 3.5
London 61 700.6 11.5
Midlands and East Anglia 32 140.6 4.4
Nationwide 20 164.7 8.2
North East 16 844.0 52.8
North West 17 92.5 5.4
Northern Ireland 3 51.9 17.3
Scotland 5 17.7 3.5
South East 62 41741 6.7
South West 42 134.5 3.2
Wales 4 -0.8 -0.2
West Midlands 6 356.8 59.5
Yorkshire and the Humber 4 10.7 27
TOTAL 312 3,052.5 -

Turnover growth since investment by sector

Sector

Number of
investee companies

Total new turnover
since investment (£m)

Average change
per investee company (£m)

Biotech/Pharma

12

34.9

2.9

Business services 48 1,498.0 31.2
Construction 4 6.9 1.7
Energy 2 0.5 0.3
Energy (renewable) 46 21.5 0.5
Environmental services 3 28.8 9.6
Financial services 5 41.0 8.2
Healthcare 26 193.2 7.4
Leisure/Hospitality 27 172.7 6.4
Manufacturing/Engineering 23 121.9 5.3
Media 1 93.5 8.5
Other 15 105.8 71
Retail 12 276.8 231
Technology/IT 72 469.8 6.5
Telecomms 5 18.9 3.8
Transport 1 -31.7 -31.7
TOTAL 312 3,052.5 -
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2013 performance

Performance of companies receiving first investment in 2012

Number of employees Turnover (£Em)

Number of reported companies 30 42
2012 1,598 119.4
2013 1,937 165.8
Total change +339 +46.4
Average change per company +11 +1.1

Performance of companies receiving first investment pre-2012

Number of employees Turnover (Em)

Number of reported companies 190 198
2012 21,243 3,476.0
2013 22,471 3,726.1
Total change +1,228 +250.1
Average change per company +6.5 +1.3

© Association of Investment Companies 2014 21
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Appendix 2: Methodology

VCTs currently have active investments in just over one thousand UK SMEs,
and since their inception will have invested in — and successfully exited from
— significantly more. Collecting detailed data on these investments is difficult.
This survey records the impact of £1.04bn of investments into 404 SMEs
from 1997-2013. This data provides a strong indication of the impact of

VCT investment. The consistency of results with previous surveys supports
this view.

The turnover and employment findings do not analyse companies receiving
first-time investment in 2013 as this time frame is not sufficient to identify the
impact of VCT investment.

Data for 2013 investments has also been excluded for the sections on R&D,
exports and taxation as this covers expenditure that cannot yet be linked to
the VCT investment.

Details of the size of data pool used for each section is detailed below:

Category Number of investee companies
Investment 404

Turnover 312

Employment 257

Exports 116

R&D 94

Tax 208

Calculating tax relief

VCT shares are listed on the London Stock Exchange. An upfront income
tax relief is available to retail investors subscribing to new VCT shares i.e. on
launch of the VCT or when a VCT raises new money. VCT income tax relief
benefits have changed over time as detailed below:

6 April 1995 6 April 2000 6 April 2004 6 April 2006
to 5 April 2000 to 5 April 2004 to 5 April 2006 to date

Amount of income 20% 20% 40% 30%
tax relief on
subscription
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VCTs must adhere to a number of rules to secure this relief (and the other
benefits of VCT status) set out in legislation. These include a requirement that
70% of their investments must be in ‘qualifying investments’ e.g. shares in
SMEs which carry on certain qualifying trades.

Tax relief calculated throughout this report assumes that VCTs invest 70% of
available funds in qualifying investments. Most mature VCTs usually hold 80%
or more but this calculation assumes the minimum to ensure a conservative
assumption of the cost versus benefit.

Similarly, the calculations in the report assume all investors receive an upfront
income tax relief of 40%. Again this is designed to ensure a conservative
estimate which maximises the possible cost to the taxpayer for the purposes
of analysis as the 40% relief was only available to VCT funds raised for 2 of
the 16 years of the VCT scheme and 40% money must have been invested for
the first time between 2004 and 2009. Otherwise investments will have been
made either from VCT funds benefiting from a lower rate of relief, or where the
investment is being recycled (in effect without the benefit of any further upfront
income tax relief).

Example calculation

Total qualifying investment 70p
Total VCT funding (70p + 70%) £1
Total income tax relief (£1 x 40%) 40p
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