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Executive Summary
Background

1 The High-Growth Start-Up Unit was established by Scottish Enterprise (SE) in 2002.  It was developed in response to the findings of a review of the Business Birth Rate Strategy which established that although high-growth start-ups made an important contribution to delivering economic impact, achievement of improved rates of high-growth start up would require a specific and targeted approach.  High-growth start-ups now feature as an indicator in Smart Successful Scotland as well as being one of the targets in the SE Operating Plan.  

The High-Growth Start-Up Unit

2 The Unit was established as a national resource.  Its target has been to establish 55 high value new starts over a five-year period, achieving a total valuation of £275m in their first three to five years of trading.  It has developed a distinctive approach.  

· There has been a focus on start-ups characterised by innovation and potentially disruptive technology.         

· There is a small core team.  All have come from a technological background and have been involved in start-up businesses.  They have been recruited to create a high calibre team providing intensive support. 

· The Unit creates virtual teams around each start-up; there is a lead adviser, drawing in specialist support from a network of private sector providers and other team members as necessary.

· Management teams have been augmented where appropriate through the introduction of high quality external business supporters.

3 The Unit expects that this will be a long haul business with the elongated timespan from idea generation to market entry associated with technologically related products.  Market circumstances since the Unit was formed, with the collapse of the dot.com bubble, have meant that what was originally a challenge has become doubly so.  

Quantitative Impacts
· The Unit has supported 74 businesses since 2002; 52 are currently trading.

· It has helped supported businesses raise nearly £34m in funding.

· It has increased the rate of formation of high growth start-ups (defined in employment terms) by 13% per annum; this rate could rise to 28% by 2010. 

· ‘Gross’ performance so far amounts to £28.4m sales, £17.5m GVA with 490 high quality jobs. 

· Displacement is very low (4%) and the GVA/turnover ratio high (58%) among the assisted businesses.

· ‘Net’ performance so far is 480 jobs and £16m GVA.

· Net performance in 2010 could be between £128m and £256m GVA.  

 Positive ratio of net GVA to total public sector costs so far is 2:1; the ratio by 2010 could be between 16:1 and 32:1.

 Average valuation among those trading appears to be around £4.1m with a current overall portfolio value of £215m.  

The High-Growth Start-Ups 

· Most have emerged independently from the private sector with about one third spinning out from HEIs.

· The most significant sector is computer/software; the spread includes manufacturing, engineering, energy and electronics.

· There is defensible IP in over 90%; the businesses are characterised by ‘leading edge’ technology.  Nearly 90% of staff are graduates or PhDs. 

· Markets are worldwide. 

· Average employment per business is nine and average turnover around £800,000.  One is trading at £4.5m.  Another employs 65 people; this business has already raised £11m in Venture Capital and is currently seeking another substantial sum.

The Unit’s Contribution

4 The most common forms of support delivered to the high-growth starts-ups by the Unit have been in raising finance, business planning and IP, though there has also been support in dealing with other issues including advice on company structure and investigating markets.  The contribution in assisting companies to raise loans, grants and equity has been absolutely crucial to the development of the businesses in most cases.  The Unit is rated very highly for almost all forms of support that it has provided.  Highest scores of all are for being a ‘place to go to for support and advice’, the intangible value of which is significant for the businesses.  The individual advisers from the Unit are themselves rated very highly.

Market failure and Additionality 

5 There is no evidence that the private sector would provide the support that these businesses have received either in a financial or a developmental sense.  Market failure continues to exist, exacerbated by market conditions since 2002.  It relates to the provision of finance for early stage ventures, especially in technology sectors, and the time taken for new technology companies to develop.  In the terms used by the Treasury, market failure is ‘economic efficiency’ and ‘additionality’ in nature.  This is reflected in the scale of deadweight associated with the Unit’s support.  Without it, 60% of the outputs of these businesses would not have been achieved.  

Cost of the Unit

6 The costs of the Unit have been approximately £2.5m over the past five years.  Around £0.5m of this has been recovered through the European Social Fund.

Main Conclusions of the Review
· The Unit is held in very high regard among its clients, the network of private sector professionals it works with, and colleagues within SE.  

· It has addressed market failure and has made a contribution to the achievement of the aims of Smart Successful Scotland.  

· The rationale for involvement in technology-oriented companies has been borne out by experience.    

· The entrepreneurial approach which the Unit has generated has struck a chord both with client businesses and with service providers in the private sector.    

· One reason that businesses place a high value on the advice of the Unit is that it has no commercial axe to grind.  Advice is provided purely in terms of the best interests of the business. 

· Grafting on external commercial experience and expertise to business founders who have not come from a commercial background is a difficult area where personal chemistry is important.  There have been some excellent examples of success in this area.

· The business model which has been developed works.  It takes the relationship between development agencies and businesses several steps forward.  There is much in the Unit’s capacity to engage with the private sector and to present an entrepreneurial face to its clients which deserves wider application. 

· The value for money of the Unit, taking account of the other public sector costs, has been reasonable so far and will be very good by 2010.    

7 The two main performance targets for the Unit, numbers trading and valuation, are set to be achieved.  Most of the businesses supported display the characteristics of leading edge technology, high growth potential companies.  Overall we can conclude that the Unit has been very effective indeed.  

8 There is therefore substantial evidence from this review to support the continuing existence of the Unit for at least another three years.  By that time the Unit would have been in existence for eight years - sufficient time to demonstrate how far the ‘experiment’ was working since several of the supported businesses should by then have become global companies.  

9 There is little evidence of a large untapped source of new high-growth start-ups.  There is thus small justification for significant increases in the size of the Unit, the targets to be achieved, or resources required, but a modest increase in the target to mop up additional demand with a corresponding rise in resources might be beneficial.

Looking forward

Sources of Referral

10 The balance of client companies in more recent times has been skewed towards projects from private sector sources as opposed to those coming from Higher Education Institutions (among which deadweight is lower).  HEIs are widely considered, however, to be a prime source of potential high-growth projects.  Notwithstanding the additional challenges, the Unit should actively seek to develop its links with HEIs and the already close links with the Proof of Concept Team.  
Handover
11 Handover of high growth start-ups from the Unit to LEC Account Management has had mixed results.  This is part of a bigger picture relating to how to support some businesses (where required) in the longer term.  In many cases, they are approaching the most crucial stage of their development, both in relation to the business itself and its potential economic impact.  There is a need to consider adding structure to the process, especially in terms of disengagement from the Unit, handover to LEC Account Management and the reception by the LEC.  Allied to this is the possibility of a continuing relationship in the form of a more intensive, specialist or different arrangement with some high-growth start-ups where exceptional growth is possible, especially where support is required to secure the first round of Venture Capital.  

12 These are important issues for SE and for the Unit.  There may be several options open to SE about how to provide continuing support where necessary.  Among them is the possibility that the Unit should continue to work with some businesses beyond the currently defined start-up stage, as well as fostering the next group to come along.  

Leakage
13 There is the possibility of leakage of benefits outside Scotland with successful business owners selling up to secure a return.  While this can have benefits for the Scottish economy, SE has separately taken the view that more needs to be done to promote the continuing existence in Scotland of ‘companies of scale’, which some of the high-growth start-ups may well be in a few years time.  While not of immediate concern, possible leakage of benefits arising from the high-growth start-ups should be recognised by SE. 

Succession Planning
14 Succession planning within the Unit is an emerging issue.  There have been few changes to the structure of the team during its five-year existence and the associated continuity may in itself have contributed to the results delivered.  Where existing advisors move on, there will be a continuing need to recruit replacements of equivalent calibre, experience and attitude.  SE also needs to ensure that the leadership and management that appear to have been important elements in delivering the Unit’s achievements are maintained.

Recommendations

1 The High-Growth Start-Up Unit should continue in existence for at least three more years.

2 It should continue as a national resource.

3 There is scope for possible incremental increase in targets and resources – but no more than this.

4 Stronger links should be developed with HEIs and HEI related organisations to maintain the flow of spinouts coming to the Unit from this source.

5 SE needs to consider how to handle the potential big winners; this may be within the Unit or it may involve some other form of arrangement.  There should be a strategy for longer-term support to some companies. 

6 There should be clearer principles relating to ‘handover’ of businesses from the Unit’s services to others.

7 Future targets for the Unit should be framed in terms of ‘net’ GVA as well as valuation. 

8 SE and the Unit should give consideration to likely leakage of benefits arising from the Unit’s activities.

9 Lessons from how the Unit is able to engage the private sector in working with businesses, as well as the entrepreneurial approach which it has developed, should be considered for the rest of the SE Network.

10 SE should give consideration to succession planning in the Unit.  

Addendum

The main research for this report was undertaken in February/March 2007 with the final report written in April 2007.  
Shortly after this, additional information became available from the Unit which suggested that an additional £13m of Venture Capital has now been secured between three of the high growth start-ups, with new orders of £4m among three of the businesses.  These new figures are not reflected in the main body of the report.  

1:
Introduction and background

Introduction

1.1 This report sets out the findings of a review of the Scottish Enterprise High-Growth Start-Up Unit.  The Unit was established as an integral part of Scottish Enterprise (SE) in 2002 with the aim of supporting the creation and development of new businesses which would grow at a significant rate.  An indication of the scale of the businesses that the Unit was expected to support was that they should achieve a valuation of £5m three to five years after commencing to trade.  To date, the Unit has supported over 70 enterprises:

 52 of which are now trading, and 

 19 of which are currently (2007) receiving ongoing support but are not yet trading.

1.2 The Unit costs have been approximately £2.5m over the past five years.  Around £0.5m of this sum has been recovered through the European Social Fund.
The brief

1.3 The brief for the review was clear that the work should principally relate to establishing the economic impact achieved by the businesses supported by the Unit over the last five years.  It should also assess the contribution that the Unit’s activities make to the achievement of SE’s goals under Smart, Successful Scotland.  In more detail, the outputs of the study should include:

 an assessment of the economic context that the Unit operates in and the market failures the Unit was set up to address and whether these are still valid/have changed

 an estimate of the likely economic impact of the businesses supported by the Unit, based on an assessment of the potential GVA generated by these businesses, taking particular account of the additionality of these businesses

 an assessment of the contribution the Unit makes to the furtherance of SE’s Growing Business Strategy – including how the Unit helps to further key aims such as stimulating entrepreneurship and innovation, encouraging investment in business, and commercialising of technology and know-how.

1.4  These are the requirements that we have sought to address. 

Policy background – the rationale for the Unit

1.5 Since the mid-1980s it has been recognised by policy makers that Scotland was experiencing difficulties in generating both new businesses and high growth companies compared to other parts of the UK
.    The Business Birth Rate Enquiry (commissioned by Scottish Enterprise in 1992) researched the issues in depth and found a number of cultural factors that seemed to be working against levels of entrepreneurship in Scotland:

 Scottish people found it difficult to translate an interest in starting a business into actually doing it

 they perceived that finance to embark on a new venture was not easily available

 entrepreneurs were less well regarded in Scotland, which suggested that cultural attitudes were less favourable towards starting a business

 informal support networks for potential entrepreneurs were perceived as weak.

1.6 In response, SE launched the Business Birth Rate Strategy (BBRS) in October 1993.  The main areas it focused on were increasing the number of business start-ups, the number that survived and the number that went on to achieve significant growth.  

1.7 Fraser of Allander Institute (FAI) reviewed the BBRS in 2001 and identified several positive impacts, which included:

 a small but systematic impact of the Strategy on business start-up numbers

 greater awareness and interest in entrepreneurship among the Scottish population
.

1.8 The report concluded that high growth start-ups were a particularly important element in delivering economic impact through the start-up route, with the implication that more should be encouraged to form.  However, it was also found that attempts so far to generate significant numbers of high-growth start-up businesses had generally been unsuccessful.  A further conclusion was that the Strategy’s assumption that increasing the volume of start-ups was the best way to increase the number of high growth start-ups was insufficient, as the effect would take too long to occur.  The review noted, 

“There are clear potential benefits to the economy of raising the level of entrepreneurship and the ‘churn’ of firms but the achievement of this would appear to require a different approach to policy from that required to directly raise the number of high growth starts”.  

1.9 The FAI review consequently recommended that the SE Network develop a more focused approach and provide encouragement and targeted support to innovative, potential high growth start-up companies.  This was confirmed by subsequent and widespread consultation on the results of the review.  

1.10 The Framework for Economic Development in Scotland (2000 – FEDS)
 argued that Scotland generally should aim to become a more enterprising nation.  This goal should be achieved through investment in both human and capital infrastructure and by removing the barriers to individuals’ ability to take advantage of economic opportunities.  FEDS saw a role for the public sector to intervene to address areas of market failure, in order to:

 encourage the generation of ideas

 promote the mobilisation of ideas

 promote internal productivity of enterprises

 nurture enterprises
. 

1.11 The refreshed FEDS, 2004
, reinforced the theme of the encouragement of ‘entrepreneurial dynamism’ as an Executive priority together with ‘innovative behaviour of entrepreneurs and managers’.  It related this to the importance of research, development and innovation among Scottish businesses and the need to support the ‘pull of ideas’ from Higher Education Institutions and other organisations.  

1.12 In the refreshed Smart, Successful Scotland, which provided Executive direction for the Enterprise Networks, these ideas were expressed under the Growing Business theme, which sought to promote ‘entrepreneurial dynamism and research development to deliver innovative companies growing in scale.’ 
 It identified the need to support potential high growth companies, and argued that ‘start-ups with high growth potential should be identified and supported further, for example, in raising finance and developing market opportunities.’  The number of high growth firms (business starts) was identified as one of the indicators of progress but no target was attached to this (nor to any of the other indicators).  Smart Successful Scotland also recognised the ‘barrier to growth constituted by the difficulties faced by businesses in accessing risk capital and acknowledged the particular difficulty when there is a lead time before returns on investment are realised in R&D intensive industries’.  High priority was also given to the commercialisation of University research.
  

SE response - rationale in market failure

1.13 SE had earlier responded to the Fraser of Allander review in 2001 with a policy statement, ‘New Approaches to Entrepreneurship’.  This established three broad thrusts:

 encouraging more people to start-up in business

 increasing the contribution of Education to Entrepreneurship, and 

 encouraging innovative, high-growth start-ups.  

1.14 The latter aim was addressed through the establishment of the High-Growth Start-Up Unit which took effect in 2002.  It was intended that the Unit should be ‘virtual’, that is, it should not take the shape of a physical incubator, several of which had already been established throughout the SE Network, but as a central hub which could draw on expertise from within SE, but especially from the private sector, to provide support for worthwhile ventures.  

1.15 The initial rationale for the Unit, other than the need spelled out by Fraser of Allander, was that previous effort in this field had been of variable quality.  This was perceived as holding back the Scottish economy as ‘innovative, fast-growing start-ups produce a disproportionate number of new jobs and economic growth’
.  They were also perceived to be an important source of innovation, new industries and new technologies.  SE proposed that the creation of high growth start-ups was constrained by significant market failure, such as blockages to the commercialisation of technology-based new ventures from universities and established firms, and limitations in the ‘investor-readiness’ of both the entrepreneurs developing the start-ups and in the propositions made to potential investors.  The development of such companies was believed to be hampered by difficulties in accessing venture finance.  Addressing these market failures constituted the main rationale for the establishment of the Unit.  

1.16 It was accepted from the very beginning that high technology would be an important (though not necessary exclusive) component among the Unit’s customers.  Clients would be recruited primarily through informal networks in the private sector and universities with a limited but targeted amount of direct PR.  A subsequent 2004 approval paper for the continuation of funding until 2007 reinforced the technological orientation of the Unit’s objectives and articulated the current target to create 55 new high value start-ups over a five year period, achieving a total valuation of £275m in their first three to five years of trading
 (an average of £5m per company).  The current SE Operating Plan, 2007-2010, now sets a target of achieving 10 to 15 major high growth start-ups per annum over the period, one of five targets under the Growing Businesses heading.     

1.17 Quite separately, SE developed a pilot programme aimed at creating ‘companies of scale’ in Scotland (defined as turning over in excess of £100m per annum).  If the Unit’s aims were achieved, it would itself be responsible for supporting some companies which generated this level of performance.  

1.18 Until recently, each LEC ran its own high-growth start-up programme.  High-growth start-ups in this context were defined as turning over £750,000 or employing 15 people within three years.  Following a review of performance across all LECs in respect of this programme
, it has been absorbed into the framework contained in the contracts for the Business Gateway providers.  They will be expected to deliver target numbers of high growth start-ups, now defined as those who are expected to achieve turnover of £400,000 within three years of starting to trade, and who consequently may enter the ‘growth pipeline’ for Account or Client Management.  The Unit’s ambitions for its clients exceed the levels of performance expected under these previous or anticipated programmes.    In our sample of 25 businesses (see later), ten were trading above the £400,000 level; none of them had yet been trading for three years.  

How the Unit operates  

Technology focus

1.19 Initially, the focus of the Unit was on high-growth start-ups in any sector and from any source.  However, a focus on technologically advanced businesses soon developed.  This occurred because the early experience of the Unit led to an appreciation that businesses which embodied innovative and potentially disruptive Intellectual Property (IP) were what the market (including Venture Capitalists) was ultimately interested in, because IP held the key to business growth and ultimately global presence.  By the same token, businesses based on IP presented the greatest challenge because of the time and effort required to get from the idea stage to a marketable proposition, as well as the likelihood that in many cases, the originators of the idea might not themselves have commercial experience or acumen.  The Unit quickly took the view that it was within this type of business that the balance between effort applied and potential reward was likely to be most positive and consequently where their contribution could be most effective.       

Investment climate and background
1.20 The background for the Unit’s activities since 2002 has been a particularly harsh one for technology-orientated businesses and new starts in particular.  The private sector consultees spoken to during this evaluation and the staff of the Unit itself have confirmed this picture.  This reflects the experience of investors and other businesses over previous years which seems to have been influenced by:

 the collapse of the dot.com bubble and a corresponding collapse in the exit routes for investors

 the characteristics of new start IP-based businesses which would make them higher than average risk in any circumstances – including the time to market, an inexperienced founding team and an uncertain exit route

 the consequent demand from investors for technology proof of concept, customer validation, extensive due diligence and sometimes evidence of actual sales

 apparent previous experience among some large corporate clients who agreed orders for proprietary disruptive technology from start-up businesses only to be let down when the start-up’s investors removed funding for market reasons leaving the customer without a second source; this apparently has led to a reluctance to do business with start-ups until they have a proven track record.  

1.21 In essence, this is part of the market failure background within which the Unit has operated.  Because of the perceived lack of private funding for businesses at this stage, which our consultations confirmed, there is a need for other forms of support and funding to allow companies (including their management teams) and products to develop to a stage where the private sector sources of funding will actually be interested.  As the Unit has said, ‘Given the embryonic stage of the companies, it is unlikely that the funding needed to fuel growth or match public sector grant schemes could initially come from sales revenue’.  The harsher market conditions came into force just as the Unit was being formed.  It has therefore had to operate within a more difficult climate than was envisaged originally.  This has to be taken into account when looking at the Unit’s performance since 2002.  

Operations
1.22 The operation of the Unit has in many ways followed the outline presented in the original Board Paper.  This itself was based in part on the experience of some of the Unit in the Lanarkshire Business Incubation Centre which was considered by SE to be a suitable exemplar of how to operate within this field of activity.  This model was refined in some important ways.  Some of the key features of the Unit’s service are as follows:

 The Unit is a national resource, based in SE and covering the whole of the SE area.  

 It is small in terms of staff numbers; there are three full-time staff, all SE employees, and three contractors.  The overall complement is equivalent to 4.1 FTEs.  

 All staff have come from a technological background and have themselves been involved in start-up businesses.  They have been recruited with the aim of creating a high calibre team so as to provide intensive support from a small team of core specialists coupled with professional input from a range of private sector experts

 The Unit creates virtual teams around each prospective start-up; there is a lead adviser (though other advisers contribute to general discussions about a business’s prospects or needs) with external sources of specialist support - legal, IP, finance - brought in from the private sector as appropriate.  

 The Unit’s approach is to focus on individual company needs which vary widely and are not suited to being addressed by a standard programme, especially since circumstances at this early stage of development can change quite quickly.

 Since many of the businesses are founded by individuals with limited commercial experience or track record, it was recognised from the beginning that management teams would sometimes have to be augmented if successful commercial enterprises were to be formed.  A further reason to augment or supplement the management team was that by doing so, more of the commercialisation activity could be done in-house with less dependence on the Unit’s staff.  Some management teams have subsequently been augmented; high quality business supporters (some identified through Globalscot) have been brought in to work with businesses principally to bring sales or international experience.

 The Unit operates under the principle that this will be a long haul business.    

1.23 The four major clearing Banks were initially targeted through presentations to management teams in their Headquarters.  It was hoped that one or two would endorse the model and become active partners.  Subsequently a unique arrangement was negotiated with the Bank of Scotland.  This is described later.  

1.24 The business model is summarised in the diagram below with the core team providing the main contact with high-growth start-ups and specialists brought in as required.  
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1.25 The actual experience of businesses in dealing with the Unit, including a description of the services received and the contribution made, is covered in detail in Chapter 3.

Marketing 

1.26 The Unit would only be able to succeed if there was a regular flow of potential high-growth start-ups to work with, of a level of quality that would enable the Unit to achieve its initial targets.  The survey of businesses reported later gave the impression that businesses themselves were sometimes not sure how it was that they had come to the Unit’s attention.  The Unit did, however, put considerable thought and planning into its marketing strategy.  Some of the principles were that:

 projects would principally come from private sector, academia and company spin outs

 advertising in the press would be unlikely to achieve the quality of projects that was required

 projects where significant funding was required, perhaps from VCs, would not have SE or Business Gateway as their first port of call

 professional intermediaries would be key if they could be enticed to work in partnership with the Unit to achieve common objectives for their clients.

1.27 Subsequent marketing activity has reflected these principles.  A key component has been over 70 presentations to private sector intermediaries or groups of intermediaries such as accountants, lawyers, and patent attorneys.  The aim has been that this should provide a flow of ‘pre-filtered’ proposals.  There has also been:

 a competition, the Scottish Spin Out Challenge, designed to attract new spin out businesses from private sector companies – this was based on a previously successful model run in Lanarkshire, ‘Who Wants to be an Entrepreneur’

 regular meetings with the Proof of Concept Team in SE, itself involved in promoting the commercialisation of research in higher education.

1.28 Most referrals appear to come from word of mouth and the network of private sector contacts which the Unit has developed.  This is covered later in our analysis of the results of the survey of assisted businesses.

Evaluation method

1.29 Three main sources have been drawn on to establish a view on the performance of the Unit both in economic impact terms as well as operationally.  These were:

 Details on supported businesses collected by the Unit itself; these were extremely informative in a factual sense but can provide limited indication of attributable impacts.  They are used for reference purposes.  A short report drawing out the main findings from the analysis of this data is in Appendix 1.

 Consultations with colleagues of the Unit and partner organisations in the public and private sectors.  Consultees included many of the main divisions of SE, the Scottish Executive, funding providers in the private sector and advisers (for example legal or IP).  Over 20 individuals or organisations were consulted.  A full list is provided in Appendix 3.   

 A survey of assisted businesses.  Since this was by far the most important source of information, it is important that the means through which this survey was carried out is described more fully.    

1.30 The Unit has worked or is currently working with 80 enterprises since it started.  52 are currently trading.  Nineteen have not yet started to trade and another 10 are ‘under review’, that is, the Unit is considering whether they might be suitable for support.  With most of the 19, the relationship is still very new.  The Unit prepares one-page summaries of each organisation it works with.  We were presented with 50 of these, all which were businesses which were trading (though some had only just started).    

1.31 We chose a sample of 25 from this list of 50 since these were the ones on which we had the information to make an informed choice.  These were almost all interviewed face-to-face.  The sample represents 50% of those on which we had sufficient information to make a selection (that is the ones with the one page summaries) and 36% of the total population consisting of all 52 which were trading plus the 19 which were ‘work in progress’.  The sample was selected in a structured random way as far as possible to reflect those on which we had information in terms of:

 year of starting to trade

 industry sector.

1.32 As the majority of companies were founded by men and were based in Central Scotland, we made sure to include some which were started by women and were based elsewhere in Scotland.  In addition, there was a slight weighting in the sample towards companies trading for some time, on the basis that they would be in a better position to comment on impacts.  Table 1.1 presents the characteristics of the interview sample in terms of year of starting to trade. The majority of companies interviewed started in 2004 or 2005.

	Table1.1: Interview sample and year of start



	Year of starting to trade
	Population (based on the ‘one pagers’)
	Interview sample

	2004
	14
	8

	2005
	16
	8

	2006
	11
	4

	2007
	9
	5

	Total
	50
	25


1.33 No matter which way it is looked at, the percentage sample is high and we are consequently confident that the results will be broadly representative both in terms of:

 providing an indication of the characteristics of the population as a whole

 ‘grossing up’ from sample to population to derive economic impact.  

1.34 A fourth source drawn on has been a parallel piece of work on the Unit’s clients which was undertaken by Ian Ritchie of Coppertop.  His brief was to look at the question of valuation both to establish the actual valuations of a small sample of the businesses (13 in total) and to comment on valuation as a performance indicator.  Some interesting conclusions have emerged from this which are drawn on later in the discussion of performance so far and valuation as an indicator.    

Report structure

1.35 In the main body of the report which follows:

 Chapter Two describes the high-growth start-ups

 Chapter Three describes what the Unit has done with them and the contribution which it has made

 Chapter Four sets out the analysis of economic impact – the main function of this report - and 

 Chapter Five summarises the report, presents conclusions and recommendations.    

2:
The High-Growth Start-Ups

1.36 This chapter describes the high-growth start-ups.  Description of and comment on the contribution of the Unit itself is contained in Chapter Three.    

Origins, sector and location

1.37 The Unit uses its informal network to seek referrals.  It responds to approaches that come via this network.  There is proactive work in developing the network and also through the relationship with Proof of Concept and other Higher Education Institution (HEI) related activity, such as attendance at Royal Society of Edinburgh events.  The pattern of origins of high-growth start-up founders shows a good proportion, almost one third, coming from higher education (Fig 2.1).  Given the importance of technological innovation as a criterion for selection into the programme of support, and the considerable efforts in recent years to promote the commercialisation of HEI activity, this is probably to be expected.  That said, we understand from the Unit that the proportion of cases that the Unit is working with that come from HEIs has fallen in recent years.  Since our figure represents an average over five years, the proportion in earlier years of the Unit’s existence must have been more than 32%.

1.38 Most founders originated, however, in the private sector, with the biggest proportion being independent (that is, they were not a sponsored or encouraged spin out from within a private company).  Within the sample interviewed, half of those from HEIs came via the Enterprise Fellowships programme, with a smaller number (2) from Proof of Concept.
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1.39 Over one half of businesses had at least one person on the team who had previously been involved in a start-up, especially those with private sector origins.   It appears that there are a reasonable proportion of ‘serial entrepreneurs’ among the businesses.  Having said that, at least some believed that with support of the Unit, they would make a better fist of it this time round, having ‘wasted money’ in previous start-up ventures.   

1.40 The main motivations of the founders were that they ‘had an idea that cried out to be developed’.  Financial reward, though important, was secondary as a motivator (as was ‘wanting to be my own boss’).  Associated with this were the notions that the founders would get satisfaction from seeing ‘their product on the shelves’ or securing the ‘respect of my peers’.  In some respects the lack of financial motivation might be characteristic of the types of people with excellent technological ideas who wish to start-up a business but have little commercial acumen or experience at the start. This has been part of the challenge for the Unit to address.

1.41 It is part of the rationale for the Unit that it can itself help to fill this gap or can introduce new personnel into a business to perform the same function.  This has in fact been done successfully in 25% of the businesses interviewed.  In some cases, it has been remarkably successful, but matching individuals and companies like this often comes down to personal chemistry and in other cases it has been more difficult to find the right person for the business.     
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Fifteen of the 50 businesses in the population were in software or some other form of computer-related activity (Fig 2.2).  Other sectors with good representation were Telecomms, Engineering, Manufacturing and Health/Biotechnology.  SE provides separate specialist support to start-ups in the Biotechnology sector through a separate unit within the Biotechnology Industry Team.  This reflects the even longer development time required for start-ups in this sector.  Without the existence of this unit, it is possible that the High-Growth Start-Up Unit would itself deal with more biotech cases.  The Biotech ones which the Unit does handle tend to be involved in devices (such as drug delivery) rather than drug development or other organic-related activity.  

1.43 Within the group supported by the Unit, a high proportion of the computer/software businesses have come from the independent/private sector source.  Those which have originated from higher education display a more even sectoral distribution.  It might be that the entry barriers are lower in the computer/software sector than in the others.  

1.44 Geographically, most businesses are located in Central Scotland with a dominance of Glasgow and Edinburgh.  There are none trading at present from Tayside, Dunbartonshire or Dumfries and Galloway, but we understand that several of those being actively considered at the moment are from Tayside.  With Tayside now about to be represented, the geographical spread across Scotland is pretty much what would be expected for an initiative of this nature.  

	Table 2.1: Geographical distribution of high-growth start-ups by LEC area 

	Location
	Number

	Edinburgh/Lothians
	19

	Glasgow
	16

	Grampian 
	4

	Ayrshire
	2

	Fife
	2

	Lanarkshire
	2

	Borders
	1

	Forth Valley
	1

	Renfrewshire
	1

	No location specified
	2

	Source: data provided by the Unit


Business performance – trading, turnover, valuation and employment 

Number trading

1.45 The original approval paper set a target of 30 start-ups to be achieved.  This was raised to 55 in the re-approval paper of 2004.  Actual current performance (Fig 2.3) is:

 74 dealt with overall since 2002 

 55 started to trade; three of which either in abeyance or no longer trading, leaves 52 currently trading

 19 currently supported but not yet trading 

 10 currently being reviewed (final decision on offering support has not yet been made).  
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1.46 None have yet been trading for three years, though 12 are in their third year of trading.  The actual number of start-ups per annum appeared to dip in 2006 (11) but has recovered in 2007 (14).

1.47 With 52 currently trading, it is reasonable to conclude that the target of 55 within five years of the Unit starting up is likely to be achieved.  There might have been some scepticism about the Unit’s ability actually to get businesses up and running.  If so, this has turned out to be unfounded with nearly 30 trading into their second or third year.  We understand that only three of those claimed by the Unit as start-ups are either not trading or are in abeyance, possibly temporarily.  All the businesses trading are private limited companies.  

Turnover/sales

1.48 Average annual turnover at present of those interviewed is £808,000, within a range which goes up to £4.5m.  The median is £500,000, lower than the average but not excessively so.  We believe that a couple of substantial orders are about to be signed (but are not yet, so are not included in the figures) which would increase the average.  Four businesses are currently turning over £1m.  These figures are higher than those which were expected to be achieved under the previous high growth start-up programme (£750,000 after three years) now superseded by the new Business Gateway contracts.  While they may not yet be global winners in sales terms, there are excellent indications that some are on the way to achieving this, with one particularly exciting prospect.  

Valuation
1.49 SE set valuation as the principal indicator of High-Growth Start-Up Unit performance.  This was not chosen arbitrarily but selected as an indicator because SE believed it to be aligned with the key performance indicator used by private sector investors, whose participation would be crucial in the development and growth of the Unit’s client companies, particularly given the capital-intensive nature of the businesses that the Unit envisaged supporting.  SE believed that a focus on the creation of shareholder value would result in stronger investment propositions, ultimately stronger businesses and enhanced deal flow. This measure would also enable the Unit to identify at an early stage potentially major projects and better target its resources to those that could have a significant economic impact.  It was also expected that these businesses might not be big employment creators so employment was not in itself a good indicator.  The correlation between future company valuation and revenue performance/profitability, which has an impact on other economic indicators, such as GVA, is covered in Chapter Four.

1.50 We asked businesses about their current valuation, as did Ian Ritchie, who made his own estimates based on his considerable experience and track record in this field.   Other than those looked at by Ian Ritchie, businesses’ valuations were based on a variety of sources including valuations made by funders, though in some cases they were simply the businesses’ own internally-generated estimates.  Seven out of the 25 that were interviewed were not able to provide a valuation.  

1.51 Altogether valuation estimates from 24 businesses were obtained, including values from some businesses which Ian Ritchie interviewed but which we did not.  

1.52 The average among those for which there is currently a valuation (from whichever source) is £5.3m.  The highest is £50m (one of the valuations made by Ian Ritchie). The average over all trading companies supported, including those which do not have a valuation, is £4.1m.  

1.53 The overall valuation of the sample is £128m.  If this were representative of the population of 52 currently trading businesses, it suggests an overall valuation of the portfolio of nearly £215m
.   This is less than the target of £275m over three to five years, but since none of the businesses have in fact been trading yet for three years, and many not even for two years, it indicates that the target is well on the way to being met.  One caveat is that some of the valuations are based on the companies’ own estimates which are likely to vary on the optimistic side.  However, the Ian Ritchie analysis, made from the point of view of an objective outsider, suggests that high valuations are indeed possible, so the performance of the Unit-assisted business looks good in this respect.  

1.54 Six in the sample have already achieved the £5m target, though, as noted, no businesses have yet been trading for three years.  By implication, 10 in the population will have reached this valuation.  
Employment 

1.55 So far, nearly 500 jobs have been created (before making any allowance for deadweight, displacement etc).  Average employment per business is nine, with a median of 4.5.  The average is affected by one business which currently employs 65.  Employment performance might not appear to be as impressive as performance under the other indicators but it was never expected that it would be.  These were not expected to be big employers, their impact coming in other ways.  That said, there is a clear pattern to the employment actually created with nearly 70% of jobs taken up by graduates and 20% by PhDs (Fig 2.4).  
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Technology and markets

1.56 The thinking behind the existence of the Unit is that high growth businesses are those which are likely to be technology based and that technology based businesses are the ones most likely to grow into global markets.  The global potential of the businesses is one of the key features expected to emerge.  Certainly the view from most of the consultations undertaken was that professional outsiders perceive that these businesses represent ‘leading edge’ technology with considerable potential. This was particularly confirmed by one of the patent attorneys spoken to and by the group of high profile business advisers who have been brought in (some via Globalscot) to work with individual businesses.  The businesses themselves commented as follows:

 90% suggested that defensible IP was at the core of the business

 on average, R&D made up 50% of the businesses’ turnover (though this may be more development than research)

 over 80% suggested that their technology was ‘leading edge’; the few who suggested that it was not were of the view that they were using existing technology in a novel way.  

1.57 These all suggest that the clientele of the Unit is quite distinctive in genuinely developing products based on very advanced technological know how.   In that respect, the aspirations of SE for the Unit have been realised.  

1.58 The rationale for the Unit suggests that such businesses should be trading in global, not local, markets.  Businesses’ views on existing and expected geographical market penetration suggest that only a small percentage of sales will come from Scotland or even the UK, with the biggest proportion coming from North America (Fig 2.5).  These proportions also reflect the sales which have been made already.   This aspiration too seems to be well on the way to being achieved.  Whether they turn out to be global businesses still remains to be seen, but they are moving in that direction with at least two cases where this looks about to occur.  
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1.59 One consequence of this is that these businesses have few competitors in Scotland and that displacement is very low.  This features later as a positive input to the economic impact assessment.  

Finance

1.60 Assisting businesses to attract finance is absolutely central to the work of the Unit.  The rationale for the Unit in relation to market failure is based on the view that the market is imperfect in provision of finance for early stage businesses, especially those with a strong technological content where the timescale from start-up through trading to earning significant revenue can be very long.  The consultations undertaken for this review, especially with those from the private sector and especially those with knowledge of the financial sector, confirmed that this particular market failure continues to exist and is not getting any better.  As we have noted, the Unit was established at a time when, because of the dot.com bubble it was becoming especially difficult for new enterprises in any form of technologically orientated business to secure finance.  Indeed, several banks and other institutions withdrew from this particular market and others severely restricted their lending.  As reported later, one bank chose only to accept applications from a small number of sources it knew well, one of which was the Unit.

Finance raised
1.61 The Unit has been very active in securing funding for the businesses from both public and private sector sources.  The actual sums raised in total, taken from the figures for the whole population provided by the Unit, are described in Table 2.2.  In total:

 £33m has been secured by the businesses 

 £17m has been secured in private equity (dominated by one Venture Capital deal which makes up about 70% of the total)

 £3m in loans has been secured

 £6m in grants has been leveraged.

1.62 An average of over £670,000 per business has been raised, 75% from private sources and 25% from public sources.  
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1.63 Taking other figures from the sample of businesses interviewed (where we were able to go into this in a little more depth) some averages per business are as follows:

 founder’s contribution has been £76,000 (not including any salary sacrifice)

 equity raised has been £560,000 

 debt is £94,000 

 grant is £100,000.  

1.64 Raising funds for the start-ups is one of the most important aspects of the Unit’s role.  The approach of the Unit has been influenced by the prevailing funding conditions already referred to.  This has resulted in efforts, early on in the life of the Unit and the start-ups, to secure funding through founders’ contributions, which have been substantial, as well as grants from the various sources mentioned, especially SMART and SPUR.  The next step would normally be to go for loans but this means demonstrating sales or other income.  The Unit has had to work hard to assist projects to generate sales through, for example, founders adopting a consultancy approach or capturing early stage development projects with potential customers/partners.  Some significant contributions, including one from the US Department of Energy, have been secured this way.  This early stage work has been important in building potential shareholder value with a view to reducing the perceived risk of the business proposition.  It has been an important stage, commented on by businesses in the next chapter, in moving to the position where much larger sums of equity can be sought.  

1.65 Detailed comment on the amounts raised so far can be made under several headings.

Personal commitment.  Around £3m has been put into these businesses by the founders themselves, as noted, over £75,000 per company.   This represents significant commitment by the owners in the face of high levels of risk.

Grants: Nearly 30 high-growth start-ups have been assisted to secure SMART awards, 10 have secured RSA and 11 SPUR or SPUR+ Awards.  The grants are especially valuable in providing businesses with the breathing space to develop their product before it has any chance of getting to the market and in filling the gap created by the lack of private sector willingness to invest in technology businesses at this stage of their development.  The Unit has devoted much time to securing grant finance from these sources.  It has also been productive in helping some businesses to attract regular finance under the Industrial Fellowships scheme.    

Debt.  Businesses supported by the Unit have been successful in raising debt funding supported under the Small Firms Loan Guarantee Scheme.  Nearly £3m has been secured under this heading.  Of particular note is the agreement which the Unit has negotiated with the Bank of Scotland, with which there is a very close relationship.  This particularly relates to their Emerging Business Team, which has a focus on early stage businesses with growth potential.  As a reflection of their confidence in the rigour that the Unit was seen to be applying, the Bank has established a dedicated loan fund to provide matched funding of up to £20,000 to clients of the Unit that win a SMART award.  Within this almost unique relationship, the Bank will provide finance to Unit clients on favourable terms, including loans which are deferred and unsecured.   The Bank rarely provides this to other businesses and it is a reflection of the close relationship which the Unit has with this major financial institution. The Bank will normally reject one in three conventional approaches, but accepts about 90% coming from the Unit.  About £500,000 has been provided to Unit clients from this source.  

Equity.  Altogether about £17m has been secured in private equity (the ‘other’ element in Table 2.2 refers principally to founders’ contributions).  To this should be added the private equity element of the SE Co-Investment Fund contribution.  Given that these are all new start businesses this is a remarkable achievement (there are likely to be few new start businesses from the Business Gateway for example that have raised private equity finance at this rate).  Five deals have been done with the SE Co-Investment Fund and £4.6m has been raised in equity from Business Angels.  There have been 30 deals done with the now no longer operational SE Business Growth Fund (BGF).  This provided finance based on either ordinary shares in the business, preference shares, redeemed at a stepped rate over five years (convertible into ordinary shares if the redemption was not able to be met), or a combination of both.  It has been an extremely useful source of funding.  BGF has been superseded by the SE Scottish Seed Fund.  As this report is being written, there has been one investment from this source in a high-growth start-up and another under negotiation.  

1.66 Three general points are worth making.  

 The Unit has become adept at securing packages of seed funding from grant and debt sources to provide businesses with enough funding to keep the business on the road at the earliest stage.

 Consultees involved in provision of finance have been almost universal in praising the quality of submissions for grant or loan finance coming in from the businesses supported by the Unit as well as the quality of the actual business proposition underlying the request for finance; there has only been a small amount of concern about some early submissions for SMART Awards, which may be a reflection of the Unit having had very little time to provide input to the application prior to the entry deadline.

 The Venture Capital challenge is yet to be met, as the Unit (we understand) acknowledges.  Though there are clear signs of success in relation to the one major equity deal done so far, the Co-Investment Fund and the deals done with Business Angels, there is likely to come a time soon when, if business and SE aspirations for the creation of global businesses are to be achieved, significant amounts of Venture Capital across a range of high growth start-up companies will need to be attracted.   That said, it is important to recognise that until now, the need for significant venture capital has come after the Unit’s principal involvement; their focus has necessarily been on early stage finance. 

1.67 The businesses themselves expressed views on the experience of raising finance.  Almost all had secured seed funding.  About 30% had gone beyond this stage but in few cases had this ‘second round’ funding taken the form of Venture Capital.  In many cases it was securing or applying for a bigger loan or going for SPUR+.  Of the 25 interviewed, eight have had contact with Venture Capitalists so far (not all of it productive) with a few more actively considering how to make an approach.  

Use of funds

1.68 In most cases, the resources attracted so far appear to have been used to develop the product (along with general costs of keeping the company running).  Marketing or investigating markets, appears to have been very much secondary.  Companies were later asked if they would have done anything different over the first few years and in many cases they acknowledged that resources would better have been spent on marketing than on product development.  This view of priorities was confirmed by many consultees, including the business experts brought in to support some of the businesses.  There appears to be something of a consensus that these new technologically-orientated companies can be too preoccupied with the product and not preoccupied enough with who will want to buy it.  The contribution of the Unit in addressing this is covered in Chapter Three.  

Raising finance 

1.69 Businesses were split pretty evenly between those who had found raising finance difficult or those who had found it ‘challenging but manageable’ (Fig 2.6).  In the latter category it is clear that the process was in many cases ‘manageable’ because of the support provided by the Unit.  Many commented, however, on the sheer amount of time and effort required to secure funding from any source and that it generally took a lot longer than expected at the start.  The one company that had secured significant VC funding commented on the continuous and demanding (sometimes unreasonably so) requests for information which the business thought were at least partly being imposed by the VC provider to test the business out.  There were also frequent references by businesses to the unhelpful attitudes of banks to new start businesses and the lack of understanding generally of technological issues as well as a reluctance to support technologically–orientated businesses as a result of the dot.com problem.    
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1.70 About half of businesses believed that the money raised so far had been adequate for this stage in their development.  It is a compliment to the Unit that this is the case.  That said, about a quarter had found it to be a constraint and the same proportion have found it to be a major constraint (Fig 2.7).  Most of those who had found funding to be a constraint would simply have moved quicker had more been available, though a couple did refer to the fact that more marketing activity would have been undertaken had there been more resources.  It is worth pointing out that in several businesses, founders had been working without a salary.   Eighty per cent of businesses suggested that the structure of funding so far (balance between debt and equity) was appropriate.  
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Summary of main characteristics of the businesses 

 Most founders have come independently from the private sector with about one third spinning out from HEIs.

 The product is the main motivator with financial reward secondary.

 The most significant sector is computer/software related but with a good spread among manufacturing, engineering, energy and electronics.

 There is defensible IP in over 90% of the businesses and a consensus among consultees, as well as businesses, that they are characterised by ‘leading edge’ technology.

 Average annual turnover at present is around £800,000 with one business trading at £4.5m; there is no major sales breakthrough yet into global markets but there are signs that this is imminent.

 Average valuation among those trading appears to be around £4.1m with overall portfolio value of £215m.  The original SE target looks set to be achieved.

 Nearly 500 jobs have been created, nine per business; the great majority are for graduates or PhDs.  

 Existing and targeted markets are worldwide with few sales expected in Scotland.

 Average funding so far is £673,000 per business - around £100,000 per business in public sector grant with the rest from the private sector or in the form of public sector investment.  

 One supported business has already raised £11m in Venture Capital with more likely to follow soon.  

3:
Contribution of the Unit

1.71 This chapter looks at the work which the Unit has done with the high-growth start-ups and the contribution that they themselves feel that this has made to their own existence or development.  

How businesses came to the Unit and the current relationship

1.72 The biggest single source of referrals appears to be HEIs, not surprising since HEI spinouts make up about the same proportion of businesses in the portfolio.  About the same proportions came through a direct approach to the Unit (for example by seeing the information about the Unit on the SE website) or through the Unit’s network of advisers in the private sector.  This does seem to be a productive source and it is helpful to the Unit because the private sector contacts sometimes appear to act as filters and do not refer businesses which they believe not to be appropriate.  In more recent times, however, more direct referrals have come through individuals accessing the website information and overall, these are less suitable than the ones which have come via some form of informal filtering process.  
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1.73 About one third of businesses had been in existence for between six months or one year when they first approached the Unit.  At this stage they would effectively be pre-start-ups and would not have been trading.  Forty per cent were relatively undeveloped when the first approach was made.  Several of the businesses actually found the process of being appraised by the Unit helpful in that it assisted them to focus on priorities and on important issues that needed to be addressed.  In some cases, the enthusiasm of the Unit rubbed off on the business; in others, the appraisal process forced them to focus on difficult questions.  Some were neutral about the process.  

1.74 The relationship which the Unit has with the businesses which it supports changes over time.  There is a common pattern of intensive support at the start and which reduces subsequently.   Of the businesses interviewed:

 40% had been in contact with the Unit for four years

 24% for three years, and 

 28% for two years.

1.75 At a particular point, a business is ‘handed over’, generally to a LEC Account Manager.  There are no rules or guidelines about this; it mostly appears to happen when the business and the Unit consider it to be the right time.  Among the businesses interviewed for this review, the biggest group were already in the ‘handed over’ category (Fig 3.2).  In 40% of cases there was limited involvement with the Unit but in 16% of ‘handed over’ cases there was still significant involvement.    
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1.76 One half of those who had been handed over suggested that they were now Account Managed.  The remainder either said that they were not or did not know.  Among the 16 ‘handover’ cases, four were positive about it.  The remaining businesses were either negative or neutral.  In some cases, this reflected poor experience with LECs prior to engagement with the.  In a few, a continuing relationship with any part of the SE network did not appear to be required.  

1.77 We believe that the process of handover is a significant issue for the Unit and the Network more widely.  There is a noticeable level of dissatisfaction with it among the businesses, with positive comments in a minority of cases.  This may be down to limited communication between the Unit and LECs or it may simply be that some Account Managers do not have the particular expertise necessary to relate to specialist businesses of this nature.   Neither will Account Managers be able to devote the same amount of time to these businesses that they may have come to expect because of the support received from the Unit.  

1.78 In many cases, the high-growth start-ups are now entering the most important phase of their development, significant not only for themselves but also for their impact in economic development terms.  It seems that the structured process of assistance that they have benefited from can become disjointed at a very important stage.  We believe that SE should consider the principles of the handover process, a point returned to in the conclusions and recommendations in the final chapter.     

Shape of support received 

1.79 The Unit provides a full range of support to businesses under some key headings.  The nature of the support received and the degree to which it is rated by the businesses interviewed is illustrated in Figure 3.3.  This shows support received and a score out of 5 (the higher the better) which reflects ‘the importance of the element to the company’s development’.  Also, on each horizontal bar, we have indicated the number of businesses interviewed that received support under each heading (since only a few, for example, had received support in finding premises but almost all had been supported to prepare a business plan).  There are very high scores indeed for some items which are commonly received, especially:

 raising finance (grants, loans and equity) 

 preparation of business plan, and 

 [image: image16.wmf]support on IP issues.  

1.80 With average scores around 4.0 or above it is clear that these are very good results.  It only takes one low score for a series of 5s to be affected.  It is also noticeable that the highest scores tend to be for the items which are most commonly received such as raising finance and business plan preparation.  Some details comments are worth making. 

 Preparation of Business Plan.  In general very high scores, especially for those businesses which have not emerged from a private sector background.  In some cases, the Unit’s contribution has been absolutely fundamental; in others it appears to have been lighter touch.  This is closely related to the development of a suitable proposition to put to funders.

 Advice on company structure.  Reasonable scores here.  The main contribution has been to bring in external advisers (which the businesses either would not have known about or whom they could not have afforded on their own).  

 Augmenting Management Teams.  In some cases, this has been a great success with substantial enhanced contributions to the business proposition.  In a few, the one reservation has been that management should have been augmented earlier.  The Unit’s efforts in this respect have been prodigious, but it has not, however, worked in every case.  This is clearly a difficult area in which to find success, given the importance of good personal chemistry.  The fact that it has worked out in about 25% of businesses is commendable.    

 IP. There have been some significant successes here, especially among HEI spinouts.  Again, the Unit has been the catalyst to bring in external IP expertise that these nascent businesses would have been unlikely to be able to access on their own.  

1.81 Finance.  This deserves consideration in a little more detail.  The Unit’s contribution in assisting companies to raise loans, grants and equity has been absolutely crucial in most cases.  It should be clear that this does not mean that the Unit’s contribution has been to ‘help in filling in forms’ but in shaping the business and value proposition to make it attractive both to lenders and grant providers.  Again, the scale of contribution varies with some businesses believing that they could have secured some funding unassisted, but a big majority have found the Unit’s contribution invaluable.  

1.82 The effort made to assist the businesses to secure SMART and SPUR awards, as well as RSA, was highly valued.  Many businesses were also highly aware of the Unit’s relationship with Bank of Scotland and took the view that on their own they would have been unlikely to secure funding at this time from this source.  In this case the Unit’s contribution has been in the form of nurturing the initial contact, smoothing the way and helping the business to express the value proposition.  

1.83 Under the equity heading interviews with the businesses suggest that the Unit’s main contributions so far have been to introduce businesses to possible venture capital funders or to benefit from SE’s Business Growth Fund – the equity/debt hybrid now replaced by the Scottish Seed Fund.  In one major case where significant equity has now been secured the Unit’s contribution has been instrumental in that they introduced the company to financial advisers who then worked on a contingency basis until a substantial deal was done.  

1.84 Finally, the highest score relates to ‘having a place to go to for advice and support’.  The importance of this cannot be overestimated.  Most of the businesses made it clear that they valued this most and there were correspondingly very high scores under this heading.  It is worthwhile recording some of the comments:

‘Absolutely first rate’

‘They understand the technology’ 

‘Really important at start-up point’

‘This is the biggest service for a small company’

‘Really important as I was on my own for the first months’

‘Most important item of all’

‘Daily contact in some weeks’

‘Business almost folded three times – would have done but for the Unit’.

1.85 It is important to recognise the stress and loneliness that can be involved in starting up a new business but especially one with a technologically orientated product where great patience is required before the first revenues come in.  The Unit’s contribution in supporting and encouraging these businesses to be at the stage they are at now should be recognised.  The independence of the Unit reinforces this effect.  Unlike other advisers the business will come across, the Unit does not have a financial stake in the process and so can act and guide in a way that others cannot.

1.86 From a purely factual point of view, the extent of external support brought in is as follows (Fig 3.4).  Advice on IP (60% of businesses have benefited from this), legal and financial matters have been most common.  There is a much smaller incidence of external support to prepare business plans, principally because this is a service which the Unit has provided directly itself.
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The advisers

1.87 The advisers themselves were also rated by businesses on a similar scale according to a standard list of criteria.  The figures are again very high indeed, especially to do with knowledge of start-up issues, and general enthusiasm and approach (Fig 3.5).  They were less strong in relation to technology and individual sectors, but this is to be expected and is likely to be less important as they relate to the knowledge that the business itself brings.  
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1.88 In 80% of cases, businesses rated the High-Growth Start-Up Unit adviser as crucial, important or instrumental to the business.  In a significant number of cases, the adviser was considered to be part of the team which had put the company together.  In over 40% of cases, the adviser was ‘a key part of the team’.   
1.89 About 60% of the businesses had had some form of contact with the SE Network or Business Gateway.  Over 40% are currently in contact with another part of SE (many of which will be the ‘handover’ businesses).  In the minds of these businesses, there is a definite distinctiveness about the Unit's approach.  The terms set out below are a fair reflection of the range of comments actually made.  The Unit is perceived to be:
 “commercially orientated” 

 “entrepreneurial”

 “savvy” 

 “unconstrained by bureaucracy”. 

1.90 The comments are bound to reflect the backgrounds from which the advisers come, but there is no doubt that there is also a culture within the Unit which is highly positive and outward looking.  

1.91 One element of the brief was to establish how far the actual operational experience of the Unit might have lessons for business development practice in the rest of the SE Network.  The question is therefore, is there anything that the other parts of SE which deal directly with businesses can learn from the Unit’s way of working?  The most important contribution is what the businesses think about this.  As was noted, many of them have had contact with other parts of the Network.  It might be relevant that the handover process from Unit to LEC Account Managers appears to have worked only in a minority of cases.    

1.92 Comparisons in this case are certainly invidious.  It is important to recognise that the Unit is not typical; it is resourced to work intensively with a small number of businesses.  Within the SE Network, each individual Account Manager has a much bigger portfolio of companies to work with.  In addition, the job of influencing a new start business – particularly the sort of high growth start-up where the Unit has had an involvement from the very beginning - is likely to be of a different nature than that of influencing an established business.  

1.93 The Unit has been successful, however, in presenting a free-flowing, positive and entrepreneurial face to its clients.  One lesson for Account and Client Managers, as well as the Business Gateway, may be in presentational terms.  It is important to be able to present a face to the business that makes it clear that business’s needs are paramount rather than one which might on occasion appear to be overly interested in Scottish Enterprise’s legitimate concern with accountability and the collection of essential information.    

1.94 It is finally worth commenting on the ‘knowledge transfer’ which has occurred between the Unit and the supported businesses.  These principally related to:

 Business planning 

 Negotiation skills

 Company structure

 Presentation, ‘framing value propositions’, and accessing resources

 Critical self-appraisal.

Market failure

1.95 Businesses interviewed commented on the main barriers that they had to face.  The nature of these barriers can provide some indication of how far ‘market failure’ in this area continues to exist.   The three most commonly mentioned barriers were:

 securing finance - seed funding from the private sector for early stage businesses was difficult, if not impossible

 time taken to get from the technological idea to the market – the need to stick with the project over the long term 

 low commercial awareness among technological innovators and difficulties in securing IP agreements with HEIs.  

1.96 The key question is how far these barriers could have been overcome by the business had the Unit not existed.  This relates closely to additionality and deadweight which is covered later, but it certainly appears to be the impression of most of the businesses that securing finance on their own, without the help of the Unit, would have been difficult.  This applied to both public and private sources.  It also related to the time it takes these types of business to develop, with ideas having to be prototyped and tested and uncertainty about products and markets.  It was noted earlier that many businesses had found the process of finance raising difficult, and that even those who had found it manageable appear to have done so because of the support provided by the Unit.  

1.97 There is no evidence that the private sector would provide anything like the support that these businesses have received either financially or (certainly) in a development sense.  This is very much confirmed by the consultations with private sector organisations and individuals who were almost unanimously of the view that the market, especially the financial market, is rarely interested in early stage businesses.  Angels, Angel Syndicates and VCs would not be interested in these businesses which, because of their technological content tend to burn money quickly and trade at a loss for the first three or four years.  Banks are even more risk averse with a duty to their shareholders and a financial structure which leads them to avoid high-risk loans and investments. 

1.98 There was a view that the hope for ‘market adjustment’ was naïve.  The previous experience of some of the businesses with banks also confirmed a discomfort with technology-related businesses.  Development of high-growth start-ups is generally perceived as being a time-consuming and long-term approach which will not provide a quick financial return.  That it might provide an economic development return constitutes the rationale for the support from the Unit.  Based on the consultations with private sector people and with the businesses themselves, we can characterise aspects of market failure as follows.  Without the support of the Unit, in terms of development time devoted and financial and other contacts utilised, these businesses would not have:

 the commercial awareness to develop their business at the rate which the Unit’s support has made possible

 the contacts among providers of services (such as IP advice) which the Unit can make available

 been able to afford the fees of the private sector advice on legal structures, IP, raising finance and so on that the Unit has provided

 been able to co-ordinate all the various inputs that the Unit has brought to bear.  

1.99 The main test, however, is additionality or deadweight, that is, the extent to which the businesses supported believe that the Unit has contributed to their current position; had the Unit never existed, where would the business be now?  This is a hypothetical question which is often difficult to answer.  However, we found no difficulty in getting businesses to answer it.  The questions posed were framed to pick up the extent to which development might have been accelerated by the Unit as well as absolute ones relating to survival or not.  We did not consider ‘quality’ additionality because it is difficult for businesses to quantify, but it can be seen from the responses that the businesses were almost unanimous in their view that they were in a better place due to the input of the Unit.  The consequent results show that about one third believed that they would not exist at all but for the Unit, over one third suggesting that they would be about one year behind, 10% two years behind and just under 10% significantly smaller (Fig 3.6).  
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1.100 If we attach deadweight values to each answer (eg, would not exist at all = 0% deadweight; would be one year behind = 66% deadweight) the overall deadweight factor comes to 42%.  In our experience, this is very low for new start business support and certainly well within an acceptable range.  There is also the possibility of ‘optimism bias’ among some of the business interviewees who over time may have forgotten about the stressful times or indeed the actual support received.  In some cases, this may be three or more years ago.  Overall, SE should be very pleased with the performance of the Unit in this respect.  It has a significant influence on the analysis of economic impact, which follows in the next chapter.  

1.101 It is necessary to be clear about the rationale for public sector support for high-growth start-ups in terms which recognise the Treasury’s criteria for support as set out in the ‘Green Book’.   It defines market failure as ‘a situation where, for one reason or another, the market mechanism alone cannot achieve economic efficiency’.  With this guidance in mind, we can express the market failure in two respects:

 Economic efficiency – Imperfect Information; as was explained above, the market takes a view of the prospects of and difficulties associated with technology related new starts which does not always accord with reality as it is based on imperfect information about their nature and their prospects.  This is related to a risk aversion among financial institutions about new start businesses and technology orientated ones in particular.  

 Additionality – there have to be clear benefits after making allowances for what would have happened in the absence of the intervention.  In respect of the High-Growth Start-Up Unit, this is clearly the case as evidenced by the analysis of deadweight presented in this chapter and the gross to net analysis presented in the next chapter.  

1.102 It has to be recognised that many of these businesses have benefited from public sector support over and above the services provided by the Unit.  There are substantial levels of grant support, in some cases support through Proof of Concept or Enterprise Fellowships, and 15 are in incubators or innovation centres.  Each of these inputs will be entitled to claim some credit for any outputs achieved.  However, the question put to businesses for this review, to arrive at a view on the additionality and deadweight associated with the Unit’s support was ‘where would you be today if the Unit had never existed?’  The answers to that question were given in good faith and have been reported here.  We presume that in answering the question, businesses took account of the support from the many other public sources that they had accessed.  There was no question that businesses were fully aware of and able to distinguish the contribution of the Unit and the contributions from other sources as well as the way in which the Unit had been the principal route to achieving other forms of support.

1.103 One final important point is that deadweight is lower among businesses which have spun out from HEIs than it is among those which have come from other backgrounds.  This in effect means that the Unit’s contribution tends to be higher among the HEI businesses.  This is understandable.  Where a business comes from an academic background rather than from a previous business background, the learning curve is steeper and the pain likely to be greater.  The Unit’s contribution is thus likely to be higher in the case of HEI spinouts, though it may often mean longer term and more frustrating work, including difficult negotiations with HEIs over IP, as well as more limited commercial understanding and acumen among the spinout founders themselves.  Nonetheless it does appear that for those HEI projects supported by the Unit, the reward was worth the extra effort.  

Private sector perspectives on the Unit

1.104 A significant number of people from the private sector were consulted about the Unit and its role.  A full list is provided in Appendix 3.  They constituted senior personnel in banks, equity providers, financial advisers and patent attorneys. They also included a focus group of five of the highly experienced business people with international connections that the Unit has matched to some of the client businesses.  Most of the comments made have been referred to elsewhere in this report, but it is helpful to summarise some of them.   

1.105 The Unit is highly regarded in the private sector.  This reflects not only the direct experience of consultees with the Unit but also the reflected comment of the clients of the consultees who are also clients of the Unit.  This reflects several factors:

 The Unit is perceived to be commercially aware 

 It is staffed by good people who are “street wise” in this difficult area of activity, highly committed and professional; there would be no hesitation in referring clients to the Unit

 There is significant net value add to the business proposition, particularly in respect of the commercial viability of the nascent businesses; often this comes through a rigorous testing or re-examining of the proposal 

 The Unit will apply rigour to its analysis meaning that it will only put forward prospects which are well thought through and credible

 Part of the respect for the Unit comes from the fact that they have no commercial interest in the businesses and can provide purely impartial advice

 The Unit adds ‘thinking time’, through its own contribution as well as that of the people it introduces to the businesses, which the businesses would otherwise not be able to find.

1.106 Those who have had direct experience of the Unit’s contribution, for example, the business people which the Unit has brought in to augment the management teams, are convinced about the high additionality of the Unit’s support in putting a commercial shape on to a technological proposition.  They believe that they themselves bring market contacts to the businesses which they otherwise would not be able to make as well as providing commitment, confidence and the capacity for strategic thinking.     

1.107 The consultees were in the main knowledgeable about the SE Network and concurred that it would be hard for the LECs to replicate this service since they do not have the national connections or the required level of specialist knowledge.  There was some comment that the Unit had attracted business propositions which would not otherwise have been happy to be referred to the Network.  There was a degree of differentiation between the Unit and SE as a whole.  There were other private sector consultees, however, who believed that more should be made of LEC connections as a possible source of referrals.  There was a stronger consensus that HEIs were the most potentially fruitful source of new high growth start-ups.  

1.108 There was a consistent view that the businesses referred by the Unit to the private sector service providers were of genuine high quality.  The business people brought in to work with companies were unanimous that they would not have become involved in the first place if these companies were not genuine global prospects.  They were credible companies which in most cases were genuinely leading edge.  They concurred that the investment climate for this type of business has indeed been harsh over the past five years and some might not succeed in the medium to long term (or at least not to the level hoped for) but there was a view that, like Venture Capitalists, the Unit only has to secure a few major winners for its efforts to be judged an overall success.  

1.109 The £5m target valuation for individual companies was considered to be more or less correct (if slightly ambitious in the current market circumstances) and given this criterion, there was no indication that there is a vast untapped source of potential new referrals.  At best, the view was that there might be scope for small increases in throughput, but no more than that.  

Summary of support received and contribution of the Unit 

 Businesses came to the Unit through a variety of sources.  Significant proportions have been referred by HEIs and through the Unit’s network of private sector contacts, as well as some direct approaches.

 There is some dissatisfaction among the high-growth start-ups with the handover process.

 Most businesses have benefited from support in raising finance, business planning and IP.  The Unit scores very highly in relation to these forms of support.

 Highest scores of all are simply for being a ‘place to go to for support and advice’.  The intangible value of this is highly significant for the businesses. 

 The advisers from the Unit are themselves scored very highly for their understanding of start-up issues and general positive attitude.

 There is no question among the businesses themselves and the experts consulted for this review that market failure continues to exist.  It relates to the provision of finance and the time taken for new technology companies to develop.

 This is reflected in the scale of ‘deadweight’ associated with the Unit’s support.  Without it, nearly 60% of the impact of these businesses would not have been achieved.  This is good performance in comparison with many other forms of intervention.    

 Deadweight is lower among the businesses which have emerged from HEIs.  

 The Unit has engendered a high degree of credibility among its private sector contacts.  

4:
Economic Impact and Performance Against Targets

Method

1.110 This chapter sets out the quantitative economic impact of the businesses supported by the Unit, both so far and expected.  The source of this is the performance of the businesses themselves in terms of employment, annual turnover and annual Gross Value Added (GVA) – derived from turnover.  In this report, all impacts which are expressed in financial terms are annual concepts.  Thus, the starting point for impact was the businesses’ current annual turnover.  Similarly projections for 2010 are for annual turnover at that point, not cumulative over the intervening period.  

1.111 Starting levels of impact have to be converted to ‘net’ impact by following a series of steps sometimes known as the ‘Addionality Logic Chain’
, which takes account of:

 Deadweight – the extent to which any benefits arising would still have arisen in the absence of the intervention

 Displacement – the extent to which the success of the assisted businesses has been at the expense of other businesses in Scotland 

 Supplier and income multipliers

 Leakage – the extent to which any benefits arising accrue outside Scotland and have no benefit within the Scottish economy.  This is not covered in the quantitative analysis but is discussed in more detail later as it is separately an interesting factor in assessing the impact of the Unit.

1.112 In making calculations, we have also used the GVA Additionality Calculator devised by SE and which accompanies the recent SE Addionality Guidance
.  This in turn follows the Addionality Logic Chain mentioned.  The whole purpose of this shape of analysis is to arrive at a robust estimate of the actual impact of any publicly funded activity, taking account of the wider consequences, both positive and negative, of changes to business performance.  

1.113 Values for deadweight, displacement, GVA and supplier multipliers were derived directly from the interviews with businesses.  The income multiplier is harder to calculate from a survey such as this, so we used the value for Scotland set out in previous evaluation guidance used by the SE Network.  

1.114 The analysis starts with the performance of the business both now and expected over the next three years.  The prime source is the 25 which have been interviewed.  Since one of these is no longer trading, and seven had not yet started to generate sales, the number generating sales within the sample is 17.  It is necessary to ‘gross up’ from the sample to the population in order to arrive at an estimate of total top line impact.    

 For the purposes of estimating turnover impacts so far, we have taken as the population, the 39 businesses which are currently generating sales.   The sample is 17, so the ‘grossing up’ factor is 1:2.29.  We used a slightly different grossing up factor for employment since more companies are trading than are generating sales.  

 For the purposed of estimating impact in three years time we have taken as the sample all 25 interviewed less the one no longer trading.  It was noted earlier that the over the past four years the Unit has worked with 55 businesses which have started to trade plus 19 which are pre-trading at the moment, 74 overall.  We know that a few of the 55 are no longer trading and have assumed that not all of the 19 currently being worked with will actually start-up or be generating sales by 2010.  Our assumption is that the population generating sales by 2010 will be 60 out of the 74 currently ‘on the books’.  This assumes that that a number will not start-up, or that some that do will stop trading.  The sample is 24, so the grossing up factor is 1:2.50.    

1.115 As was noted in chapter one, we took some care to ensure that the sample was representative of the population as a whole.  The Unit was fully consulted in the process of sample selection and we understand concurs that the sample is reasonably representative.  

1.116 The results for three years time need to be further adjusted to account for ‘optimism bias’.  Businesses themselves were happy to comment on the likelihood that that projected sales would actually occur.  In fairness, few were absolutely certain (though a couple were).  In most cases it revolved around a particular order being achieved, the amount of effort able to be put into marketing or the likelihood of attracting key staff.   It was also put to us by one financial adviser that in looking at sales forecasts it was reasonable to expect that they would ‘be half as much and would take twice as long’.  On this rather rule of thumb basis, we have discounted future sales projections to a range going from 25% achievement to 50% achievement.   

Results 

1.117 The overall economic impact results are as follows.  The analysis is set out in more detail in Appendix 2.

	Key economic ratios



	Displacement 


	4%

	Deadweight


	37%

	GVA / turnover ratio


	58%

	‘Gross’ performance now 
	

	Turnover 
	£28.4m

	GVA 
	£17.5m

	Employment 
	490

	‘Net’ performance now 
	

	Turnover 
	£28.3m

	GVA 
	£16.4m

	Employment 
	480

	‘Net’ performance 2010 
	

	Turnover 
	£220m - £440m

	GVA 
	£128m - £256m

	Employment 
	420 - 840

	Costs  
	

	SE 
	£2.5m

	Other public sector 
	£5.8m

	Total 
	£8.3m


1.118 These can be commented on in turn.

Key economic ratios.  The low levels of displacement and deadweight have already been discussed in this report.  Both reflect well on the activities of the Unit as they demonstrate the level of contribution made and the potentially global nature of the businesses supported.  Also the proportion of turnover constituted by GVA (58%) is higher than for all industries in Scotland (39%), manufacturing industries (37%) and computer related industries (53%).  Conversely, supplier multiplier values for the High-Growth Start-Up Unit businesses (1.35 on average) are relatively low.  This is less important than GVA.  

Gross performance so far.  This too has already been commented on in terms of total turnover generated as well as employment.  These are creditable figures.  The major breakthrough in terms of sales is not quite achieved yet but in several cases, it looks to be imminent.  

Net performance so far.  There is little difference between gross and net performance (gross usually exceeds net by a significant margin).  This is because displacement is negligible and the deadweight value is not much different from the multiplier values.    

Net performance 2010.  These are significant figures, even taking account of the discounting applied to address optimism bias.  If the aspirations are achieved, at least one of these businesses will be a ‘company of scale’ within the next three years.  The ‘experienced business people’ brought in to support some of the companies, and the parallel research undertaken by Ian Ritchie, all confirm that these results are achievable.  It will be a significant achievement for SE, the Unit and for Scotland if they are.  Leaving aside sales and GVA impact, up to 840 high quality jobs will have been created if these discounted forecasts have been achieved
.  

Costs.  The cost to the public sector is not just the cost of the Unit itself.  It includes all the grant costs.  The Unit has had great success in levering in resources from other public sector sources inside and outside Scottish Enterprise.  However from a cost-effectiveness point of view, all public costs should be included.  Total cost to the public sector altogether is £8.3m.  The key ratios are:

 current net GVA performance / total public sector cost: this is approximately 2:1

 2010 net GVA performance / total public sector cost:  with the current forecasts, even with optimism bias discounted, these ratios would be between 16:1 and 32:1.  

1.119 In terms of current cost effectiveness, it is hard to draw any firm conclusions.  The ratio is reasonable.  The key ratios are the ones which look forward.  If anything like the projected performance is achieved, the cost-effectiveness ratio of the High-Growth Start-Up Unit will be very good indeed.     

Leakage

1.120 Businesses were asked about how far certain benefits might accrue outside Scotland.  The results were that:

 22% of jobs created in 2010 might be outside Scotland 

 14% of profit might accrue outside Scotland

 there was a 40% - 50% chance that the IP would leave Scotland by 2010. 

1.121 The expected impact figures are good enough that the first two points need not cause too much concern.   However, the third point, relating to IP may be something for SE to address.  It was clear from the interviews that the main ambition of some founders is to get to the stage where a trade sale or some other form of exit is possible.  This clearly is an obvious way to secure a good return for the time and effort invested in the business.  SE currently has the pilot programme, Companies of Scale, which is designed at least in part, to address what is seen as a major issue for Scotland, namely, that when firms reach a certain size, there is a higher propensity than in other countries for the founders/owners to sell up.  Some of the perceived benefits of having companies of scale, such as employment prospects and investment levels might be lost to Scotland as a result.  

1.122 This needs to be addressed by the managers of the Unit, and indeed by SE as a whole.  On the face of it, if it is accepted by the Unit that this form of ‘leakage’ is inevitable the two SE programmes appear to be at variance.   This is not necessarily a problem as trade sales such as this can bring enormous benefit to Scotland through the vendor reinvesting the newly found resources in philanthropic or non-philanthropic ventures within Scotland.  Moreover, the employment created may well remain in Scotland after any sale.  There are several recent examples of this.  However, even if it is accepted that leakage of benefits of the Unit's activity might not be as big a problem as it first appeared, it should still be recognised upfront.  

1.123 There is a wider point here related to what shape the support for the high-growth start-ups takes as they continue to grow.  Ian Ritchie has suggested the creation of another Unit to handle growth once the involvement of the existing High-Growth Start-Up Unit with a business has diminished.  We do not believe that we are sufficiently well informed to make a recommendation on which particular route should be followed.  What is important, however, is that SE gives consideration to aspects of the continuing support for the high growth start-ups as they move into becoming global operators.     

GVA – Valuation

1.124 Part of the brief was to comment on the work being done separately by Ian Ritchie on valuation of the businesses and to suggest how far valuation might be a useful indicator of economic performance.  The normal indicators of economic performance among public bodies would be jobs created, turnover, and more recently, GVA.  It was felt in 2002 that none of these would provide a good indication of the performance of these companies; they are not for example likely to be primarily in the business of job creation.   It was also felt that an important aspiration was to secure private sector funding interest in these companies and that valuation was an indicator which the private sector would understand, rather than GVA or job creation.  

1.125 In assessing the value of the High-Growth Start-Up Unit as a use of scarce public sector resources, the key indicators must relate to the contribution to economic development.  The question then is does valuation provide this?  Figure 4.1 shows results for 11 companies taken from the information provided by Ian Ritchie on valuation and expected turnover in 2010.  It appears that there is a relationship between valuation and turnover.  There are a couple of cases (one not shown on the diagram) where the prospects are particularly good which are reflected in very high valuations (four times expected turnover) and are not in line with the correlation which seems to be illustrated in the diagram.  Ian has made it clear to us that turnover is one of the criteria that he has used to arrive at suggestions for valuation.  It is important that we use his figures for this exercise as we can be sure that they have been arrived at consistently (compared with the businesses’ own valuation estimates which have been arrived at via a variety of routes).  
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1.126 Even though it might indirectly reflect turnover, valuation, however, takes no account of ‘externalities’ such as displacement, multipliers and leakage, which would be part of any robust economic impact assessment.  It is also subject to market influence and sentiment which may have limited bearing on actual business performance.  It is subjective in a way that actual turnover or GVA are not.  

1.127 Our conclusion is therefore that while valuation is one important indicator of the success of these businesses, it is not adequate to provide an indication of their contribution to the Scottish economy.  GVA is a better indicator for this particular purpose.  There is no reason why both indicators cannot be used but looking forward, future targets for the Unit should be expressed in terms of GVA as well as valuation.  It is also worth pointing out that the private sector consultees confirmed that the £5m valuation target appeared to be appropriate.  

Performance against targets

1.128 A review of performance against targets is best expressed in tabular form.

	Table 4.1: High-Growth Start-Up Unit performance against targets and indicators

	Scottish Enterprise 

	High-Growth Start-Up Unit Board Paper 2004
	55 new high-value start-ups over a five-year period
	By end of this year (2007), five years after the Unit was established, likely to be between 50 and 60 trading. Target therefore met.   

 

	
	Total valuation £275m in first three to five years of trading
	None yet trading for three years but best estimate of current valuation is £215m, well on the way to meeting the target.



	SE Operating Plan 2007-2010
	10-15 major high growth start-ups pa.
	Performance of the Unit so far has been 14 starting to trade per annum on average - at the top end of the expected range.



	Smart Successful Scotland

	High growth start-ups
	An indicator of progress but no targets set.  
	Measuring Progress Towards a Smart Successful Scotland (2006) noted that among new VAT registrations, between 2001 and 2004, 55 businesses had grown to employ more than 15 staff. About 10 of the Unit’s businesses now employ more than 15 with forecasts for 2010 suggesting that over 30 will be employing more than 15 by then.  Employment creation is not the main driver for Unit but even so, it is clear that it is making a considerable (currently about 13%) and growing (28% by 2010) contribution to the number of high growth start-ups in the terms set by SSS.



	Business R&D
	Ditto
	This is expressed in SSS as a proportion of GDP. Cannot express the performance of the Unit’s businesses in these terms.  However, a finding from the review is that on average business themselves believed that R&D made up 50% of the their turnover.



	Global connections – proportion of employers exporting


	Ditto
	Nearly 80% of High-Growth Start-Up Unit businesses sales will be outside Scotland

	Global connections – graduates as a percentage of the workforce


	Ditto
	Nearly 90% of the employees of the high-growth start-ups are graduates or PhDs

	Percentage of businesses trading on line
	Ditto
	Not a relevant indicator of the performance of the businesses supported by the Unit. Given the complex nature of the products, they do not sell on line.    




1.129 A clear conclusion is that the Unit has met or is about to meet the targets set by Scottish Enterprise and is likely to make a contribution towards the indicators of progress identified by Smart Successful Scotland.  

Summary of economic impact 

 Displacement is very low and GVA/turnover ratio very high among the assisted businesses, as might be expected from their technology orientation.

 ‘Gross’ performance so far amounts to £28.4m sales, £17.5m GVA with nearly 500 high quality jobs. 

 Net performance so far is also nearly 500 jobs and £16m GVA.

 Net performance in 2010 could be between £128m and £256m GVA.  

 Public sector costs per unit of support are around £100,000.  Ratio of net GVA so far to costs is 2:1; the ratio by 2010 could be between 16:1 and 32:1.   

 Leakage of IP and activity from Scotland is a distinct possibility; this is not necessarily a negative but is an issue to be addressed by SE and the Unit.

 GVA is a better indicator of economic performance than valuation; looking forward, there should be a GVA target for the Unit.  

 The Unit has met or is about to meet the targets set by Scottish Enterprise and is likely to make a contribution towards the indicators of progress identified in Smart Successful Scotland.

5:
Summary, Conclusions and Recommendations

1.130 This chapter summarises the findings of the review, brings together the main conclusions, presents some final analysis and makes recommendations.  

Summary

Volume and nature of high-growth start-up creation

1.131 The Unit has been in existence for five years.  Over that period, it has directly assisted over 70 new enterprises, 52 of which are currently trading.  None have yet been trading for three years though a few are approaching this timeframe.  The supported businesses are clearly high technology with significant defensible IP.  They would characterise themselves as ‘leading edge’, as would the independent, objective outsiders consulted.  They are already in international, not local markets.  The Unit has assisted these businesses to secure nearly £34m in funding.  This has all taken place against a backdrop of harsh market conditions in the new technology sector.  

1.132 The Unit has increased the rate of formation of high growth start-ups (as defined in purely employment terms in Smart Successful Scotland) by 13% per annum; this rate could rise to 28% by 2010. 

Job creation and sales
1.133 So far, nearly 500 very high quality ‘net’ jobs have been created and £28.2m in net sales generated.  From a standing start both in terms of the Unit and the businesses themselves, this is creditable performance.  

1.134 Average annual sales per company trading at present is £800,000; one business is trading at £4.5m.  Total sales in the portfolio currently stands at over £28m.  Gross sales of over £400m might be expected by 2010.  

1.135 If forecasts of output are achieved, even given rigorous discounting for ‘optimism bias’, the ratio of net GVA achieved to the public sector resources devoted will be very high.  

Valuation
1.136 Overall portfolio valuation appears to be around £215m at present with an average of around £4.1m per company currently trading.  The original target of £275m valuation in aggregate among companies trading for three to five years looks to be well on the way to being achieved.  This is confirmed by the parallel work being undertaken by Ian Ritchie which has concluded that:

 “From the sample of the 13 companies interviewed for this (the Ian Ritchie) report, I estimate that their collective market capitalisation currently stands at around £100m, and that as only one has reached the third year of trading, I conclude that the collective target of £275m is very likely to be achieved”.

Market failure

1.137 The businesses themselves and the independent outsiders consulted concur that market failure in this field of activity continues to exist.  In most cases, these companies would not otherwise have benefited from the level of financial inputs generated via the Unit and certainly not the time and the patience applied while they were in the development stage.  There is no private sector organisation which would have made the contribution which the Unit has.  The consequent level of deadweight is low for this type of intervention (and may also be affected by ‘optimism bias’ on the part of some of the businesses themselves).  

Regard for the Unit

1.138 The Unit itself is held in very high regard both among the big majority of its clients as well as among the network of private sector professionals that it engages with.  In a relatively short period of time it has established a high level of credibility.  It is held in similar high regard by colleagues within SE.  This relates not just to the approach, culture, skills and experience within the Unit but also to the fact that, in the eyes of private sector outsiders, it has no financial interest in the businesses that it supports – unlike banks, financial institutions and even HEIs - and accordingly a high value is placed by businesses on the Unit’s advice.  Its sole interest is to see the businesses succeed.  

Future prospects

1.139 The supported businesses have not yet made the big sales breakthrough into global markets, though in several cases this looks to be imminent.   One has secured significant amounts of Venture Capital with more to follow.  Like Venture Capitalists, the Unit only has to secure a few major successes for it to be judged a success overall – though this is not how the Unit would see it as they wish all their clients to be successful on this scale.  

Conclusions

1.140 We can conclude that the Unit is very effective indeed.  

 It has addressed a clear market failure.  

 It has achieved, or is about to achieve, the main targets which it was both in terms of numbers of businesses helped into existence and survival and valuation.

 It has made a contribution to the achievement of the aims of Smart Successful Scotland in relation to:

 increasing the number of high-growth start-ups

 businesses undertaking research and development 

 creation of high quality jobs, and 

 entry into global markets.  

 The rationale for involvement in technology-oriented companies, which developed as a consequence of experience early in the life of the Unit, has been borne out by events.  In this area, market failure is greatest but the potential rewards are highest.  

 The relationship between effort and reward has so far resulted in value for money.  The resources devoted to the Unit so far (£0.5m per annum) are good in relation to the impact so far in terms of net GVA (£16.4m), though recognition also has to be given to the other public sector costs associated with the high growth start-ups.  In terms of what might be reasonably expected in terms of GVA impacts by 2010, the value for money of the Unit, even taking account of the other public sector costs, will be very good indeed.    

 The entrepreneurial approach which the Unit has generated has struck a chord both with client businesses and with service providers in the private sector.  This relates to commercial nous, commitment to the individual business, willingness to go the extra mile and a focus on the specific needs of each individual company.  

 The business model which has been developed consists of a small core staff, with external expertise brought in from the private sector both as advisers to businesses and in some cases as active participants in the business.   This works.  There were no serious suggestions for changes or improvements to the model.  Suggestions which relate to some specific items such as sources of referrals to the Unit and handover processes are covered in the next section.  

 An important element in the model is grafting on external commercial experience and expertise to business founders who have come from a different, less commercial background.  This is a difficult area where personal chemistry is important.  Nonetheless, there have been some excellent examples of success in this area.

 The model takes the relationship between development agencies and businesses several steps forward.  This is particularly the case in relation to the involvement of the private sector.  The capacity to engage with and co-ordinate private sector inputs to individual businesses, as well as the success in establishing credibility among these service providers, are not commonplace in work with businesses.  There was a requirement in the brief that lessons should be learned from how the Unit operates which might be useful for other parts of SE that are business-facing. There may be limits to the replicability of the model elsewhere in the SE Network, however, given the resources that the Unit is able to devote to each individual business and the fact that the businesses supported are a very special form of start-up.  That said, there is much in the Unit’s capacity to engage with the private sector and to present an entrepreneurial face to its individual clients which deserves wider application. 

 No evidence has been presented in the course of this review that suggests that there is a large untapped source of new high-growth start-ups to be drawn on.  Most experts consulted agreed that the best that could be expected would be incremental increases in the size of the Unit’s portfolio.  There therefore appears to be no justification for significant increases in the size of the Unit, the targets to be achieved in terms of businesses trading, or the resources made available, but a modest increase in the target to mop up additional demand with a corresponding rise in resources might be beneficial.      

 There is the possibility of leakage of benefits outside Scotland over a timescale of five years or more with successful business owners selling up to secure a return.  This can have benefits for the Scottish economy, but SE has separately taken the view that more needs to be done to promote the continuing existence of ‘companies of scale’ in Scotland, which some of the high growth start-ups may be in a few years time.  While not of pressing concern, this possible feature of the development of the high growth start-ups should be addressed by SE.  

Looking forward

1.141 The overall findings of this review are therefore very positive.  Some issues have emerged, however, which should be addressed as the Unit moves forward.  These are discussed next before a final set of recommendations is made.  They fall into three main areas.  Is the Unit……
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Working with the right businesses?

1.142 Overall we conclude that that the Unit is working with the right businesses.  It started off with the aim of helping to create high technology businesses operating in global markets and there is little doubt that this is being achieved.  

1.143 This is not to say that things could not be developed, especially in relation to HEI spinouts.  About one third of the current portfolio has emerged from HEIs.  On the face of it, this looks like just what might have been expected.  However, we understand that this reflects a historical position and that the balance of recruits in more recent times is less favourable to HEIs as a source.  It was explained earlier that deadweight among HEI spinouts is lower than among those from other sources.  They required more input and effort, but can potentially bring significant reward.  One of the high-growth start-ups that is on the cusp of great things is in fact an HEI spinout.  Most of the external consultees were of the view that HEIs should be a prime source of new recruits to the high-growth start-up process. 

1.144 We would suggest that the Unit should actively seek to develop its existing links with HEIs and the already close links with the Proof of Concept Team within SE.  We fully understand that there are elements in supporting HEI spinouts that can be time-consuming and frustrating and that it would be a mistake to set up a unit to deal with this source alone, or for some of the Unit’s advisers to have too many spinouts in their portfolio.  However, developing HEI links and securing a good balance of HEI spinouts in the portfolio overall should be an aim of the Unit.  There are currently about 15 start-up businesses which have come through the Proof of Concept route which have not had support from the Unit.  

Doing the right things with businesses?

1.145 The answer is almost certainly yes.  Some businesses had a few suggestions to make but where they did, these related to their own specific circumstances and not to any generally applicable factor.  As noted earlier, the model works.

1.146 There are questions of broader significance which arise, relating to how specialist these services are and is this something that could be provided by LECs?  The evidence suggests that it could not for three reasons:

 LECs would have weaker access to the national network of private sector providers of support and which also forms an important source of referrals to the Unit

 The scale of activity in terms of numbers is unlikely to justify individual specialist support of the same standard as is available under the Unit

 The experience of the businesses that have also had contact with LECs suggests that generally (though not in all cases) LEC Account Managers are unlikely to have the time to input or the specialist expertise which these businesses require.

Are businesses being handed over at the right time?

1.147 There are no specific guidelines for the handover process, which is left to the judgement of the individual adviser and business.  At a point which is deemed appropriate, a company is handed over to the appropriate LEC for ongoing Account Management by LEC staff.  This is one area which has led to a degree of dissatisfaction among some businesses with sometimes apparently limited communication between the Unit and LECs.

1.148 There is a wider issue about what should happen to these businesses.  Some may have reached a point in their evolution where growth will slow or stabilise.  Others will reach a crucial stage where they are approaching the three-year trading point and are on the verge of making the big breakthrough that will take them into truly global markets.  There is a need to consider adding structure to the handover process in the following respects:

 actual disengagement from the Unit - how this is planned and carried out

 the process of handover to the LEC – especially the development of as seamless a process as possible

 reception by the LEC; who is the Account Manager to be and is he or she the appropriate one given the shape of the business and the support it has received over the previous few years

 a more intensive, continuing or different arrangement with some high growth start-ups where this is appropriate, and especially where continuing support is required to secure the first major round of Venture Capital.  

1.149 In some cases, businesses will need Venture Capital to support the exponential growth that might be expected.  In fairness, it seems unlikely that the standard LEC model of support for businesses is going to be appropriate to help some of these businesses make the next big move.  This is not to say that all will require support (one of those with the most significant and imminent growth prospects now appears to be managing well on its own) but some may, and it seems almost contrary to take them to a certain stage and then launch them into an apparently disjointed handover stage.

1.150 This is an important issue for SE.  The needs of this special group of businesses should be looked at carefully as they approach the most crucial stage of their development.  This could mean:

 different relationships with LECs

 establishment of another unit in SE to deal with the next stage of the companies’ development, or

 continuing and longer-term involvement of the Unit in the next stage in the development of some of the high-growth start-ups. 

1.151 Having not been tasked to assess the wider SE offer or the skills of the Unit’s staff for this latter role we are not in a position to recommend which of the above is the correct one to follow.  However, the option of the Unit continuing to be available to work with some of the companies as required, as well as fostering the next group to come along, should be kept open.  

1.152 There is substantial evidence from this review to support the continuing existence of the Unit.  This should be for at least another three years.  By that time the Unit would have been in existence for eight years.  This in our view would be sufficient time to demonstrate how far the ‘experiment’ was working since several of the supported businesses should by then have become the global companies that the Unit aspires to create.  

1.153 One final and emerging issue, is succession planning within the Unit.  This may soon be a pressing question for SE.  The morale and team spirit in the Unit is very high and there is a high degree of complementarity between individual team members. There have been few changes to the structure of the team during its five-year existence and the associated continuity may in itself have contributed to the results delivered. However, where existing advisors move on, as they may be tempted to do, there will be a continuing need to recruit replacements of equivalent calibre, experience and attitude.  SE also needs to ensure that the leadership and management that appear to have been an important element in delivering the Unit’s achievements is maintained for the foreseeable future.

1.154 This leads on to a summary of the main recommendations which follow from the evidence presented in this summary and elsewhere in the report.  

Recommendations

1 The High-Growth Start-Up Unit should continue in existence for at least three more years.

2 It should continue as a national resource.

3 There is scope for possible incremental increase in targets and resources – but no more than this.

4 Stronger links should be developed with HEIs and HEI related organisations to maintain the flow of spinouts coming to the Unit from this source.

5 SE needs to consider how to handle the potential big winners; this may be within the Unit or it may involve some other form of arrangement.  There should be a strategy for longer-term support to some companies. 

6 There should be clearer principles relating to ‘handover’ from the Unit’s services to others.

7 Future targets for the Unit should be framed in terms of ‘net’ GVA as well as valuation. 

8 SE and the Unit should give consideration to likely leakage of benefits arising from the Unit’s activities.

9 Lessons from how the Unit is able to engage the private sector in working with businesses, as well as the entrepreneurial approach which it has developed, should be considered for the rest of the SE Network.

10 SE should give consideration to succession planning in the Unit.  

Appendices
Appendix 1: Analysis of the Unit’s Own Data

This section presents some basic data on the companies that have been supported by the High Growth Start-up Unit based on 50 one-page summaries of each company that have been provided by the Unit.  These do not represent all the businesses that the Unit has worked with nor all the ones that are currently trading, but they are the ones on which a consistent set of information is currently available.    A number of factors are covered:

 engagement with the Unit

 sector

 location

 funding (and its composition)

 valuation of the company

 nature of support that was received by companies.

Engagement with the Unit

The HGSU one-page summary documents contain the year in which each project first engaged with the Unit, and also the date that each was “handed over.”  However, in many cases companies which have been claimed as starts do not have the hand over date listed on their summary page.  As such, the analysis is based on the year in which the HGSU claimed these companies as starts.

Of the 50 companies, 14 were claimed as starts in 2004.  However one of these companies has faced unforeseen challenges.  The HGSU have decided to temporarily suspend their involvement in this project but will return to it at a later date when market conditions are more favourable.  Sixteen companies were claimed as starts in 2005.  Eleven companies were claimed as starts in 2006, but one of these companies has subsequently been wound up due to lack of funding.  At the time of this review, 9 projects had been claimed for the year 2007, (as of 31st March 2007, the total number of starts had been increased to 14 though ‘one page summaries’ were not yet available for all).   

Table A1:  Company Claimed Start Dates by Year

	Year
	Number of Companies
	% of Total

	2004
	14
	28%

	2005
	16
	32%

	2006
	11
	22%

	2007
	9
	18%

	TOTAL
	50
	100%


Sector

The companies in the sample have been classified according to one of 8 sectors
:

 general engineering

 design engineering

 telecoms

 manufacturing.

 energy

 computer/software

 electronics

 healthcare/biotechnology.

Table A2 shows that overall, computer/software companies accounted for almost a third (30%) of the sample.  There was a fairly even spread of companies across the other sectors.

Table A2:  Sectoral Breakdown of HGSU Supported Companies

	Sector
	Number of Companies
	% of Total

	Computer/Software
	15
	30%

	Telecomms
	7
	14%

	General Engineering
	6
	12%

	Manufacturing
	5
	10%

	Electronics
	5
	10%

	Healthcare/biotechnology
	5
	10%

	Energy
	4
	8%

	Design Engineering
	3
	6%

	Total
	50
	100%


Table A3 shows the number of companies that were claimed in each year according to their sectoral classification.  The main point of note is that the number of companies claimed as starts in each year and sector was relatively small.  

However in 2004, the greatest number of starts was in the Computer/Software sector, with 6 claimed starts.  As can be seen from the table however, the number of starts in this sector decreased in later years.  A similar picture has emerged in the Electronics sector, from which 5 companies were claimed as starts in 2005.  However none were claimed in 2006 whilst only one was due to be claimed before 31st March 2007.

This general downward trend was somewhat bucked however by companies in the Manufacturing sector, from which 1 company was claimed as a start in 2004 and 2005, but 4 in 2006.  There was also a year on year increase in companies claimed from the General Engineering sector. 

Table A3:  Claimed Starts by Sector and Year

	Sector
	Year
	

	
	2004
	2005
	2006
	Not Yet Claimed
	TOTAL

	Computer/Software
	6
	2
	3
	4
	15

	Telecomms
	2
	5
	0
	0
	7

	General Engineering
	0
	1
	2
	3
	6

	Manufacturing
	1
	0
	4
	0
	5

	Electronics
	1
	3
	0
	1
	5

	Healthcare/biotechnology
	3
	1
	0
	1
	5

	Energy
	1
	2
	1
	0
	4

	Design Engineering
	0
	2
	1
	0
	3

	Total
	 14
	 16
	 11
	 9
	 50


Location

Glasgow and Edinburgh were well represented in the sample, accounting for 32% and 22% of all companies respectively.  Additionally:

 fourteen percent were in West Lothian

 eight percent were in Aberdeen.

The remainder of the sample was spread throughout Scotland in areas such as Ayrshire (4%), East Lothian (2%), the Borders (2%) and Fife (4%).  One company was located in England but subsequently located to Edinburgh.

Table A4:  Company by Location

	Location
	Number of Companies
	% of Total Companies

	Glasgow
	16
	32%

	Edinburgh
	11
	22%

	West Lothian
	7
	14%

	Aberdeen 
	4
	8%

	Ayrshire
	2
	4%

	Fife
	2
	4%

	Lanarkshire
	2
	4%

	Borders
	1
	2%

	East Lothian
	1
	2%

	Falkirk
	1
	2%

	Middlesex
	1
	2%

	Renfrewshire
	1
	2%

	No location
	1
	2%

	TOTAL
	50
	100%


Total Funding

In total, the 50 companies attracted £33,666,328 in funding.  This came from a variety of sources, of which Equity was the largest (72% of total funding).  Table A5 shows the breakdown of funding by type.  

Table A5:  Funding by Type

	Funding Type
	Amount in £
	% of Total Funding

	Equity
	£24,317,768
	72%

	Grant
	£5,883,560
	17%

	Debt
	£3,465,000
	10%

	TOTAL
	£33,666,328
	100%


Grant, Debt and Equity Funding

Table A6 shows the breakdown of grant awards received by the supported companies.  The largest amounts of grant funding came from SMART and RSA, which accounted for 29% and 28% of the total respectively.  

Table A6:  Grant Support

	Funding Source
	Funding in £
	% of Total Grant Support
	Number of Companies

	SMART
	£1,710,000
	29%
	28

	RSA
	£1,666,000
	28%
	10

	SPUR
	£906,710
	15%
	9

	SPUR+
	£650,000
	11%
	2

	DTI
	£500,000
	8%
	1

	Industrial Fellowships
	£255,000
	4%
	7

	SCIS
	£145,850
	2%
	7

	SE E&L
	£50,000
	1%
	1

	TOTAL
	£5,883,560
	100%
	65



The sources of debt financing received by the 50 supported companies are given in Table A7.  By far the largest source of finance was secured through the Small Firms Loan Guarantee scheme, with 83% of the total
.  In addition:

 SMART accounted for 4%,

 other sources of debt finance accounted for 11%.

Table A7:  Debt Finance

	Funding Source
	Funding in £
	% of Total Debt Funding
	Number of Companies

	SFLGS
	£2,880,000
	83%
	26

	Other
	£395,000
	11%
	2

	SMART Matching
	£140,000
	4%
	7

	Secured Debt
	£50,000
	1%
	1

	TOTAL
	£3,465,000
	100%
	36


Equity accounted for the largest proportion of finance for firms, half of which came from private sector Venture Capitalists (53%).  Scottish Enterprise was also a large contributor of public sector equity, and distributed around £2.7m through the Business Growth Fund.  Equity which has been classed as “Other” constituted funds that the founders of the companies put in themselves.      

Table 8:  Equity

	Equity Source
	Equity in £
	% of 

Total Equity Funding
	Number of Companies

	Private Sector Equity
	
	
	

	Venture Capital
	£12,950,000
	53%
	5

	Other
	£2,916,368
	12%
	25

	Angel Syndicate
	£2,780,500
	11%
	9

	Angel
	£1,831,400
	8%
	11

	Public Sector Equity
	
	
	

	SE Business Growth Fund
	£2,675,000
	11%
	30

	SE Co-Investment
	£1,164,500
	5%
	5

	TOTAL
	£24,317,768
	100%
	85



Average levels of funding remained fairly stable from 2004 onwards, apart from the average in 2005 which was skewed by the £11.4m attracted by on company.  Table A9 shows the average level of funding that companies attracted in each year.

Table A9:  Average Level of Funding by Year

	Year
	Number of Companies
	Average Level of Funding

	2004
	14
	£468,365

	2005
	16
	£1,093,475


	2006
	11
	£520,001

	Ongoing
	9
	£432,623

	TOTAL
	50
	£673,327


Average levels of funding were dominated by the Energy sector, which attracted over £2.9m.  In addition:

 Design Engineering companies averaged the second highest level of funding, with £785,000

 Healthcare/Biotechnology companies also attracted high levels of investment, with £531,142.

Table A10:  Average Level of Funding by Sector

	Sector
	Number of Companies
	Average Level of Funding

	Energy
	4
	£2,911,503

	Design Engineering
	3
	£785,000

	General Engineering
	6
	£666,075

	Healthcare/Biotechnology
	5
	£531,142

	Electronics
	5
	£511,000

	Computer/Software
	15
	£458,904

	Manufacturing
	5
	£409,600

	Telecomms
	7
	£218,086

	Total
	50
	£673,327


However, the figures in the analyses above have been skewed by the £10,700,000 of Equity funding received by one company.  With this removed from the overall calculations, the proportions of funding are:

 Grant 26%

 Debt 15%

 Equity 59%.

When this figure is removed Venture Capital accounted for 16% of equity funding.  

Company Valuations

Company valuations were reproduced on some of the one-page summaries.  These ranged from £0 to £11m.  Only those companies that had received an equity investment were assigned a value – the valuations shown were those agreed at the point of the last investment date, some of which were over two years previously. Eleven of the companies had no values assigned to them.    

Table A11 shows the number of companies that fell into each valuation band.  As can be seen, 44% were not yet in a position to be valued.  However, almost a third (32%) were valued between £1m and £2m.  Only 5 companies were valued above £2m, and only one of these was valued above the HGSU target of £5m.  The remainder of the sample were fairly evenly spread across the valuation bands.

Table A11:  Company Valuations

	Range
	Number of Companies
	% of Total Companies

	Not yet valued
	21
	42%

	Under £1m
	8
	16%

	£1,000,000-£1,999,999
	16
	32%

	£2,000,00-£4,999,999
	4
	8%

	£5,000,00m+
	1
	2%

	TOTAL
	50
	100%


Table A12 shows the number of companies in each year according to the valuation band into which they fall.  Notably, sixteen companies which were claimed as starts between 2004 and 2006 were not yet valued

Table A12:  Company Valuations by Claimed Start Date

	Range
	Year
	

	
	2004
	2005
	2006
	Ongoing
	TOTAL

	Not yet valued
	 5
	6
	6
	4
	21

	Under £1m
	3
	3
	2
	0
	8

	£1,000,000-£1,999,999
	 4
	
5
	2
	
5
	
16

	£2,000,00-

£4,999,999
	 2
	 1
	 1
	 0
	 4

	£5,000,00m+
	 0
	 1
	 0
	 0
	 1

	TOTAL
	 14
	 16
	11
	9
	50


HGSU Activity

The activities of the Unit have been categorised into 7 typologies, based on the information in the one-page summaries:

 Business Planning (including Investment Proposition Writing)

 Marketing (including strategy, research, positioning)

 Finance

 Patent issues

 Investor presentations

 Company Structure

 Personnel.

As can be seen from Table A13, Business Planning was the most commonly cited and accounted for over a quarter (27%) of all advice types.  This is unsurprising given the focus of the HGSU.  Advice on Marketing (in various forms) accounted for a quarter of advice given.  Further:

 Finance accounted for 12%

 Investor presentation advice accounted for 10%

 advice on personnel was cited least, with 7% of the total.

Advice on securing patents accounted for 10% of the total, and was provided to 29 separate companies (however some of these companies received more than one type of patent advice e.g. “patent issues” and “IP and related patent advice” and have been counted only once).  Therefore 58% of the 50 companies received patent advice which reflects well on the level of “innovation” amongst companies in the sample.  

Table A13:  Types of Advice Given to Firms by HGSU

	Activity-Advice
	Number of

Occurrences
	% of Total

Occurrences

	Business Planning (including Investment Proposition Writing)
	81
	27%

	Marketing (including strategy, research, positioning)
	73
	25%

	Finance
	35
	12%

	Patents 
	29
	10%

	Investor presentations
	29
	10%

	Company Structure
	27
	9%

	Personnel
	21
	7%

	TOTAL
	295
	100%


Another role that the HGSU plays is introducing businesses to contacts with relevant expertise, such as banks, potential commercial investors, and contacts with experience in markets in which companies may move into.  The HGSU has introduced companies to a range of specialist advisers, who provide services such as patent advice, legal services, and corporate management services, designed to help businesses become operational.   Some examples of these included:

 Deloittes

 Kennedys

 Bank of Scotland 

 Scott Moncrieffe.

Conclusions

The key points from the analysis of the 50 one-page summaries are:

 the number of companies claimed as starts was fairly stable from 2004 onwards, although 2005 had the most (32% of the total)

 computer/software companies accounted for almost a third of companies (30%) 

 over half of the companies were located in Glasgow (32%) and Edinburgh (22%)

 equity accounted for 72% of all funding that companies received; even without the one major equity deal, it accounted for 59%

 Scottish Enterprise’s Business Growth Fund was a comparatively large provider of equity

 SMART accounted for 29% of all Grant support, whilst the Small Firms Loan Guarantee scheme accounted for 83% of total Debt funding

 levels of innovation among the sample businesses seem to be strong; well over half of companies (58%) received advice on patenting issues.

Appendix 2: Economic Impact Analysis

This Appendix sets out in more detail the economic impact calculations contained in Chapter Four.  The recently developed Scottish Enterprise Additionality Guide spreadsheet was used to undertake the gross to net calculations for each individual business in the sample.  It is not possible to reproduce this here for confidentiality reasons.  We can, however, produce the aggregate figures and trace the change from gross to net at each stage.  

The details are shown in Table A14.  

	Table A14: Details of economic impact calculations



	
	Sales (£000)
	Employment

	
	Sample
	Population
	Sample
	Population

	2007
	
	
	
	

	Gross impact
	12,375
	28,389
	225
	490

	Deadweight value
	37%
	
	
	

	Net of deadweight
	7,770
	17,885
	142
	325

	Displacement value
	4.07%
	
	
	

	Net of displacement 
	7,453
	17,157
	136
	312

	Combined supp and inc multiplier
	1.65
	
	
	

	Final net impact
	12,297
	28,309
	224
	480

	GVA ratio
	58%
	
	
	

	GVA
	7,152
	16,419
	
	

	
	
	
	
	

	2010
	
	
	
	

	Gross impact
	396,300
	990,750
	760
	1,900

	Deadweight value
	39%
	
	
	

	Net of deadweight
	243,543
	604,358
	464
	1,159

	Displacement value
	10.00%
	
	
	

	Net of displacement 
	218,052
	543,922
	417
	1,043

	Combined supp and inc multiplier
	1.62
	
	
	

	Final net impact
	352,356
	881,153
	676
	1,690

	GVA ratio
	58%
	
	
	

	GVA
	205,736
	511,069
	
	

	Less 75% for optimism bias
	
	
	
	

	Final net impact
	
	220,288
	
	422

	GVA ratio
	58%
	
	
	

	GVA
	
	127,767
	
	

	Less 50% for optimism bias
	
	
	
	

	Final net impact
	
	440,577
	
	844

	GVA ratio
	58%
	
	
	

	GVA
	
	255,534
	
	


Appendix 3: Consultees

	
	Consultee
	Organisation

	1 
	Ian Howie – Head of 

Business Growth & Innovation
	Scottish Executive

	2 
	Ian McCall, Head of Innovation


	Scottish Executive

	3 
	Hugh Ross
	SMART, SPUR manager

	4 
	Brian McVey – Director of Policy & Performance 
	Scottish Enterprise,

Growing Business

	5 
	Pat McHugh

Investment Team Manager
	Scottish Enterprise

Investment

	6 
	Janet Brown

Managing Director
	Scottish Enterprise

Priority Industries

	7 
	David Creed
	Chief Executive, ITI Techmedia

	8 
	Tony Quinn
	Ex Scottish Enterprise Investment 

	9 
	Eleanor Taylor
	Scottish Enterprise Proof of Concept

	10 
	John Reekie 
	SEEL / Enabling Technologies Engineering

	11 
	Tom Brock


	Bank of Scotland

	12 
	Paul Yacoubian 


	Craig Corporate

	13 
	Gary Le Seuer 


	Scottish Equity Partners

	14 
	Johan McQueen 
	Business Angel

	15 
	Maureen Kinsler 
	Marks & Clerk

	16 
	Iain Russell 
	SIAM, IP

	17 
	Tom Thomson 
	Ex MD Reuters, business supporter

	18 
	Bill Miller 
	Ex Linn Products Chief Engineer, business supporter

	19 
	Ken Allstaff 
	Ex V.P. Sales, Marconi, business supporter

	20 
	Fred Hallsworth
	Ex Technology Partner, Deloitte and Andersen, business supporter

	21 
	Frank Cullen


	FMC Solutions, ex MD of NTL, business supporter

	22 
	Ian Ritchie
	Coppertop
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Fig 2.1: Origin of founder
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Fig 2.2: Sector distribution (absolute number of businesses)





Source: data provided by the Unit
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Fig 2.3: How long trading?





Fig 2.4: Pattern of employment creation
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Fig 2.5: Geographical markets





Source: data provided by the Unit





Table 2.2: Funding secured by the high-growth start-ups
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Fig 2.6: How easy was it to secure funding?
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Fig 2.7: Effect of funding on development 








Fig 3.1: How founders came to the Unit
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Fig 3.2: Current relationship with the Unit among those interviewed





Fig 3.3: How the support received is valued
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Fig 3.4: External support engaged
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Fig 3.5: rating of adviser support
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Fig 3.6: If the Unit didn’t exist, where would the business be……
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Fig 4.1: Valuation and 2010 turnover comparison
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Source: Ian Ritchie; Review of the High-Growth Start-Up Unit; Feb 2007
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� Fraser of Allander Institute (2001), “Promoting Business Start-Ups:  A New Strategic Formula”, p.16


� Fraser of Allander Institute, (2001), “Promoting Business Start-ups:  A New Strategic Formula”, p.60-61


� Scottish Executive, (2000), “Framework for Economic Development in Scotland”, p. xv


� Ibid, p. xix


� Scottish Executive (2004), Framework for Economic Development in Scotland


� Scottish Executive (2004), A Smart Successful Scotland, p.4


� Scottish Executive (2004), A Smart Successful Scotland, p.16





� Scottish Enterprise PAG Paper, June 2002


� Scottish Enterprise Board Paper, 2004


� High Growth Potential Start-up; Report for SE; Frontline; 2005


� The sample for ‘grossing up’ purposes in this respect has to include the 7 for which there was no valuation since there would be an equivalent number within the population as a whole for which there was yet no valuation.  


� Described in DTI Occasional Paper, Evaluating the Impact of RDAs, DTI; 2006


� SE Additionality Guidance, 2007


� It should be noted that the displacement and deadweight values in this table differ slightly from those presented earlier.  This is because the previous values expressed the average values of the influence on each company.  The values presented here are the arithmetic values calculated after applying the average for each company to the actual performance of each company.  This results in a slightly different overall value.  


� The bottom end of the employment range for 2010 is below the current employment figure.  This is accounted for by the facts that these businesses are not volume job creators and the 75% discounting for optimism bias.


� Companies have been classified by the consultant team using the description of their activities provided in their 1 page summary


� There are in excess of 50 companies in this table as some received grant support from more than one source.


� The Small Firms Loan Guarantee Scheme is not a source of finance in itself; rather the finance comes from private lending institutions which are guaranteed by the DTI to insure the institutions against the risks associated with the investment.


� There are in excess of 50 companies in this table as some have secured equity funding from more than one source.


� The range of funding attracted by companies varied significantly, from £0 to £11,400,000


� 
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