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1. EXECUTIVE SUMMARY 
The purpose of this report is to provide a detailed and comprehensive analysis of the 
early stage risk capital market in Scotland for the 2008 calendar year. This report 
builds on previous market reports and will improve our understanding of the scale 
and characteristics of the early stage risk capital market in Scotland for a period 
when the economy experienced considerable turmoil. It identifies the contribution 
made by risk capital investment to business ventures in Scotland and provides 
evidence for the development and evaluation of policies to stimulate the market. 

Full details of the methodology adopted can be observed in Appendix 1. The report 
utilised information on investments from a number of organisations together with a 
thorough search of other sources, in particular, Companies House. The report covers 
only external equity investments, so each deal was examined to remove investments by 
founders and management, and investments in the form of convertible loans. 

The approach is intended to separate actual flows of funds from the so-called 
‘headline’ investments. These are the figures quoted in press releases and other 
statements by investors and investees, and include the total equity commitment (which 
is usually invested in tranches after the investee reaches agreed milestones). These 
headline announcements also often include non-equity finance such as bank facilities 
and grant awards. 

In 2008, £119 million of equity investment was made in early-stage high growth 
companies in Scotland in 186 deals, which is a slight increase over the previous three 
years, but well down on the amounts invested in period 2000/2001 which was an 
exceptional period for investment. 

Trend in investment value 

£65 million of the total was invested in 14 deals of £2 million or more. This is much the 
same as last year, but over a longer period there is a trend towards larger deals. 
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Investments by size Investment rounds by number 2005 – 2008 

There has been a marked increase in the number of later stage deals (round 3 and 
later) over the past four years (from 26 in 2005 to 73 in 2008), but average deal sizes in 
this category have declined considerably, from a high of £1.47 million in 2006 to under 
£700k in 2008. This supports the view that investors are increasingly compelled to 
make further investments in portfolio companies, partly as a result of the lack of exit 
opportunities. 

Investors are seeing many more applications for equity investment from established 
firms finding it more difficult to secure bank finance, and although they turn down the 
clearly distressed cases quickly, some investors are interested in balancing the risk 
element of their portfolios by including companies with measurable market traction. 
Although an unusually large amount of investment in 2008 was made into established 
companies which had not previously had equity funding (£42 million), four of the 25 
deals were deals over £2 million accounting for £36 million of this total. 

The remaining £6 million of new investment in established companies (in deals 
below £2 million) was close to the norm for the previous two years, but the average 
investment in such deals was down from around £400k to £277k. 
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Investments in different rounds (£ miIlions) Location of investors 

There is little indication from the 2008 data that investments in start-up companies are 
badly affected by the recession. The number of investments in start-ups was markedly 
up compared with recent years (see the Figure ‘Investment rounds by number 2005
2008’ above), but the average amount invested (£274k) was well below the 2007 figure 
of just over £1 million, which was exceptional for the four years in this sequence . 

More than half the amount invested in 2008 came from outside Scotland – half of this 
was invested by VCs in deals over £2 million, with substantial involvement by investors 
in Europe (8 deals) and the USA (9 deals). 

Within Scotland, investors in the east accounted for almost a quarter of the sum 
invested. Companies in the east secured almost 40% of the amount invested. 

Business angels participated in 70% of all the deals in 2008, and invested 18% of the 
total amount (which includes deals over £2 million). VCs and institutions participated 
in 41% of the deals, and invested 59% of the total. Scottish Enterprise was involved in 
two thirds of all deals, providing 21% of total funding. 
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Investment by type of investor, (£ millions) 

Number of deals by type of investor 

The total number of deals includes many deals with several different types of investor 
and is therefore not a summation. The 2008 data show a sector which is largely 
continuing as in previous years, with a few features emerging such as the increase in 
investments in later stage businesses, but no dramatic changes which threaten any 
particular aspect of the sector. This conclusion was borne out in consultation interviews 
with investors, who are all keenly aware of the difficult trading conditions, both for their 
investees and for themselves, but none of whom indicated that they were contemplating 
any fundamental change in amounts to invest or in investment strategies. 
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CONCLUSION 
As part of the current Government economic strategy a strong emerging business 
sector is an important part of promoting sustainable economic growth, and access to 
an appropriate supply of risk capital is central to that. 

This report provides a detailed micro-level analysis of the supply of early stage risk 
capital in Scotland, and examines the actual amounts invested as equity in early stage 
companies by independent third parties. 

This provides signals as to the level of demand for finance, and the capacity of investors 
to meet the demand. The comparison on a true like for like basis with previous years in 
the study enables trends to be identified. 

The investee companies covered by this report are in the main companies which could 
not exist without risk capital investment. Although some of the companies might be able 
to survive by growing incrementally (and some are left with no option but to follow this 
path), the nature of the business in most cases requires significant investment to realise 
the potential of their technology and market propositions. 

Overall, the early stage risk capital market in Scotland remains buoyant. There are a 
number of key trends emerging: 

•	 The number and proportion of larger and later-stage deals is increasing, suggesting 
that as the market develops there is an increased requirement for follow-on finance, 
which may increasingly constrain the availability of finance for start-up and early 
stage ventures. 

•	 Reflecting the economic downturn, there is evidence of an increased number of 
mature companies seeking equity investment for the first time as access to bank 
finance becomes more constrained. As such companies can be attractive to investors 
(they are revenue positive, their prospects can be evaluated more easily and they offer 
more opportunity to take running returns through dividends etc) it is possible that 
they will have diverted available investment capital away from early-stage companies. 

•	 However, the recession does not appear to have significantly affected the appetite 
of investors for investments – early concerns about issues of liquidity have been 
replaced by a sentiment that there are good investment opportunities and that 
deal valuations have come down to more realistic levels. 

•	 Business angel investors dominate in terms of deals reported, and Scottish 
Enterprise continues to play a significant catalytic role in the market through 
the Co-Investment Fund and Scottish Venture Fund. While there continue to be 
examples of co-investment by business angels and VC funds, the segmentation of 
the market reported in previous years (with business angel syndicates providing 
the follow-on investment to their portfolio companies rather than ‘handing over’ 
to a VC investor) appears to remain a feature of the market. In the absence of 
a strong exits market, through trade sales or, more rarely, IPOs, this feature of 
the market may in the longer run constrain the availability of investment capital 
unless new investors enter the market. 

Four major implications follow from the analysis in this Report. 

First, there is no substantial evidence that the segmentation of the risk capital 
market identified in previous reports has reduced, nor is there any increased 
evidence of greater interaction between VC and business angel investors, either 
co-investing in deals or developing a funding pipeline. In other words, it remains 
the case that there is an expansion capital market characterized by VC investment 
in existing portfolio companies, rather than investment in new ventures (with some 
isolated exceptions), and a start-up and expansion risk capital market characterized 
for the most part by angel investors and syndicates investing in new and expanding 
companies. 
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