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The back of the envelope calculation made by potential investors in a new business.
The moment an Executive Summary talks about the sum to be raised, potential investors with any experience will all start doing a mental back of the envelope calculation, and it will always be the same one.

Say you want to raise £250/-.  Most plans assume, sensibly, that they need to offer financial investors a good return within 5 years, and most in fact use the full year figures of the 3rd full year of operation as the basis for calculating.  Practically speaking this is probably too short a time, specially in today’s market.  The 4th year is usually better.  Note that often forecasts are not made beyond 3 years though.

The trouble with today’s market is that the exit multiples that everyone had become accustomed to now look high.  Another factor is that expectations are by no means the same for all investors.  So, if you are an individual expecting EIS benefits, your initial cast is reduced by the ingoing tax incentive and your exit is increased by the favourable Capital Gains Tax treatment. 

 In practice, although they may mention EIS qualification,  Executive Summaries ignore this, and simply assume that all money and all expectations are the same.  But the individual’s position explains why in general private investors are more generous in the deals they allow entrepreneurs.  This is odd in one respect – that private investors are generally less able to produce follow-on investment when another round is needed, and so are less able to protect their own and their founders’ share of a business than professional investors with deeper pockets and more experience. 

 It is specially a weakness of being a private investor that if a business begins well and then needs more money, the person investing that further money usually does very well – ‘ You are doing well, yes, but without my money you are bust, so I want a big share please.’  This is hard to resist so those taking investment in should be aware of it, as should the initial investors. Ideally our shareholders can follow on. 
Ignoring the bad times of the past 2 years, the industry yardstick of the past few years has been a 30% Internal Rate of Return.  This note does not go into the definition of that,  nor the effect of gearing put in (to date) by private equity houses.  It means in effect just more than doubling your money in 3 years.  Private individuals are very pleased to double their money, but even they will look for the chance of more than that when they do their back of the envelope calculation.  The chance of 5 times is perhaps the standard mark.  That will be affected by factors including how many investments the person makes, how much risk they are prepared to see, what they think the chances of an exit are and whether further funding is forecast to be needed.  A fund putting in ungeared investment – e.g. a VCT, may look for the chance of 10 times their money to come back.  Note that the potential scale of the business is an important consideration.
Returning to the back of the envelope, if £250/- is to be raised, and let us take an exit of 5x as the example, the investor starts by wanting to know what £1.25m will represent as a proportion of the value of the business on exit.  Let us say that the Summary indicates saleable profits of £500/- (and this note does not go into the question of where saleable profit is struck in the P and L account) then the investor will say to himself ‘Well I think that a buyer might pay 7x for that profit, so the exit value of the business will be £3.5m.  Out of that I want £1.25m to make my 5x return on £250/-, so at exit I will have to own 35.7% of the business.’  So as soon as the sum of £250/- is mentioned in the Summary, you can see that to enable him to work his envelope sum out, you will have to give the investor the basic package of  the 3rd year profit figure, an indication of the exit multiple that you believe you can achieve, an indication of the likelihood that further funding will be needed (if it is, the investor will have either to assume a level of dilution or assume what further money they will have to put in and at what price) and an indication of confidence that there will be willing buyers.  Also an indication that the buyers will believe that in their hands the business will continue to grow and whether they will need the founders to help them grow it, and with what incentive.  
If the Executive Summary or, more usually, the entrepreneur verbally, explains that the investor of £250/- in this case is expected to take a 10% stake, then you will see that the pitch is in trouble.
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