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Foreword

Foreword

A strong Venture Capital (VC) market,
generating positive financial returns for its
investors, is vitally important for the UK
economy. It can enable ambitious smaller
businesses with growth potential to
access the equity finance they need,

and help the country’s recovery from

the economic impact of Covid-19.

For VC markets to work efficiently, we need reliable
and robust information on the financial performance of
this asset class. Until relatively recently, there was a
lack of transparency about the historic financial returns
of the UK’s VC industry. Because of this, institutional
investors were reluctant to allocate capital to VC,
contributing to a lack of such finance being available

to high growth businesses.

As the largest UK-based investor in UK VC and with
the mission of making finance markets work more
effectively for UK smaller businesses, the British
Business Bank seeks to address the information gap
by improving information about how this part of the
market performs.

Last year, we published a groundbreaking research
report which found the performance of the UK VC
industry to be competitive against its more developed
counterpart in the US. This, our second such yearly
report, draws on existing data sources including
PitchBook and Preqin, data from the performance of
our own equity programmes, and includes further
information sourced directly from fund managers.

By increasing our coverage of funds reporting financial
returns data, we are providing an unprecedentedly
detailed picture of the performance of this asset class.
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We undertook our research at a time of high uncertainty
resulting from Covid-19. While it is too soon to assess
completely the impact of Covid-19 on VC fund
valuations, this report provides an important benchmark
of VC fund performance prior to the pandemic.

Amongst other findings, our analysis shows:

* Investing in early stage-focused VC funds has the
potential to generate higher returns than other
stages of the market, although these funds are
subject to greater variation in returns.

* Funds based outside of the ‘Golden Triangle’ of
London, Oxford and Cambridge offer the potential
for high returns, showing fund managers can be
based in all parts of the UK, outside of existing equity
clusters, without negatively impacting on their
performance.

* Fund managers are positive about deal flow quality
in the current market, although there are mixed
views on fundraising and exit conditions.

A vital part of the market

As the largest UK based LP investing in UK VC, the
British Business Bank has committed a total of £1.9bn
of investment into 78 funds through its Enterprise
Capital Fund (ECF) and British Patient Capital
programme. The overall performance of the funds in
which the Bank has invested provides further evidence
of the positive returns that can be generated.

We will continue to work with the wider VC industry to
improve data coverage and accuracy still further. In
doing so, we aim to help more high-growth innovative
businesses in the UK get the finance they need to
become the global success stories of tomorrow.

Catherine Lewis La Torre
CEO, British Business Bank

british-business-bank.co.uk
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Executive summary

Executive
summary

Venture Capital (VC) investors provide
equity funding to early-stage companies
with the potential for high growth. The UK
VC industry has grown and matured
substantially to become an established
part of many institutional investors’
portfolios with VC now recognised as a
standalone asset class.

As identified in last year’s report’, a lack of robust
information on the performance of UK VC has held
back the asset class. Without evidence of a strong
track record of generating financial returns in line with
the level of risk taken, institutional investors are wary
of committing or increasing their funding allocation to
VC. Reliable data demonstrating high VC returns
relative to other asset classes including public equities
could help unlock greater institutional funding,
increasing the amounts of equity finance available to
smaller businesses with high growth potential.

This year, the Bank has collected fund level data on VC
returns directly from fund managers and has combined
this with other data to provide the most comprehensive
assessment of the performance of UK VC funds. This
report includes the fund performance data of 145 UK
VC funds with a 2002-2018 vintage year, making it the
largest source of information available on the
performance of UK VC funds. We estimate this covers
36% of the total number of UK VC funds in the market.
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Key findings

1. UK VC funds continued to deliver good
performance prior to the pandemic but it is
too early to assess the impact from Covid-19

The report examines financial performance using
Distributions to Paid-In capital (DPI) and Total Value to
Paid-In capital (TVPI) multiples.

Where possible fund data up to March 2020 was
included, and so is unlikely to reflect the full impact
of the economic disruption felt by the Covid-19 on
fund valuations.

Overall fund returns for funds with 2002-2015 vintage
years show pooled DPI multiple of 0.95 and pooled TVPI
multiple of 1.78. Funds of this vintage also generated an
IRR of 17%. For many of these funds, it is too early in
their life to make a conclusive assessment, and so it is
useful to assess the performance of older vintage funds.

For UK VC funds with a 2002-2007 vintage, these
funds have generated a pooled DPI multiple of 1.61 and
a pooled TVPI multiple of 1.99. Most of these funds will
be late in their life stage, so their DPI multiple provides
a reliable assessment of their performance.

<=>

For more recent vintage years, DPI multiples are less
useful as most investments have not yet had the
chance to exit. For funds with a 2008-2013 vintage,
these funds generated a pooled TVPI multiple of 1.81.
This therefore suggests fund performance for these
more recent vintages is very promising, and likely to be
similar to the earlier time period.

The survey of fund managers revealed that most fund
managers felt the UK VC market currently has a good
availability of quality investments, and that the current
state of the market for investments is good. As of end of
September 2020, most fund managers felt that the
quality of investment opportunities had not worsened
but was the same as those a year ago. However, fund
managers had more mixed views on exit opportunities
for their portfolio companies and for raising new VC
funds, reflecting the greater uncertainty in the
economy. The majority (86%) of fund managers
reported that they had changed their investment
process, showing that a large portion of the VC market
is still open for business and has the capacity and
resources to continue to make new investments.

British Business Bank

british-business-bank.co.uk
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2. Early stage VC funds have the potential to
generate higher returns than other stages of
the market

Early stage funds with a 2002-2015 vintage generated a
pooled DPI multiple of 1.43 (1.99 TVPI), which is higher
than later stage VC funds, which have a DPI multiple of
0.70 (1.28 TVPI). Early stage funds have a greater range
of reported DPI multiples compared to later stage funds,
showing wider variation in performance. However,
investing in the right early stage fund can generate
extremely large investment returns for their investors.

Econometric analysis confirms early stage funds
generate higher TVPI multiples but the econometric
analysis did not find a significant correlation for DPI
multiples. This could be due to early stage deals taking
longer to exit. It is also important to recognise that

the UK VC market has substantially developed over
the last two decades and latter stage VC funds only
really existed in the later part of the time period

(from 2008 onwards).

3. Funds based outside of the Golden Triangle
offer the potential for high returns

The Golden Triangle comprises of established equity
clusters of London, Oxford and Cambridge. Funds
based outside of the Golden Triangle with a 2002-2015
vintage year generated a pooled DPI multiple of

1.65 (2.02 TVPI). This is higher than the pooled DPI
multiple of 0.85 (1.74 TVPI) for funds based in the
Golden Triangle.

Our data captured 16 VC funds with a head office
based outside of the Golden Triangle, which is a
relatively small number. The pooled DPI multiple is
relatively high for funds based outside of the Golden
Triangle due to several well performing outlier funds.
3 of the 16 funds generated a DPI multiple of above 2.

Further analysis of the portfolios of funds reveals they
invested in at least 3 former unicorn companies, which
contributed to their success. Last year's VC returns
report confirmed the importance of outlier funds for
generating market returns, and this appears to be the
case here. Although these funds undertake most of
their deals outside of the Golden Triangle, they do
invest in all parts of the UK and internationally.

This finding is supported by the econometric analysis
that showed funds in the Golden Triangle have lower
DPI multiples once other factors are considered,
albeit at the 10% significance level.
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4. Life sciences funds generate returns similar
to other sectors

Life sciences VC funds with a 2002-2015 vintage
generated a pooled DPI multiple of 1.01, which is
slightly higher than for non-life sciences funds (0.94).
However, econometric analysis found this not to be
statistically significant once other factors are
considered.

However, life sciences funds were found to have
lower pooled TVPI multiples than non-life sciences
funds (1.52 compared to 1.84). This may be due to life
sciences investors being more likely to value
investments closer to cost until a meaningful value
can be achieved nearer exit.

The econometric analysis also showed the TVPI
finding not to be statistically significant. Together,
the econometric results imply overall the life
sciences sector generates financial returns in line
with other sectors.

<=>

5. British Business Bank supported funds are
performing inline with the wider UK VC market

Econometric analysis confirms the performance of VC
funds the British Business Bank has invested in up to
2015 vintage are in line with the wider UK VC market, as
performance is not statistically different to other funds.

For VC funds supported by the ECF programme with a
2006-2017 vintage year, the pooled DPI multiple is

0.40 overall, but 0.44 for other LPs due to the prioritised
return structure. ECF DPI multiples are lower than the
wider UK VC market DPI multiple of 0.65, which may
reflect the earlier stage nature of these funds, leading
to realised returns taking longer to achieve.

VC funds within the ECF programme have a pooled
TVPI multiple of 1.33 (1.65 for other LPs), which shows
the ‘geared’ returns structure for private sector LP
investors is working as returns are now slightly higher
than the wider UK VC market (1.61).

BPC is investing on a commercial basis into VC funds
targeted at UK scale-up companies. For VC funds BPC
has invested in between 2013-2017, the pooled DPI
multiple generated to date is 0.18, which is slightly
higher than the wider UK VC market (0.17).

BPC has generated a pooled TVPI multiple of 1.40,
which is slightly lower than the UK market benchmark
of 1.45 for funds of the same vintage, but the BPC
median fund TVPI performance is higher than the
equivalent UK median figure. It is still too early in the life
of BPC to draw meaningful conclusions concerning
future performance, but the outlook looks promising.

British Business Bank
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British Business Bank response

The Bank has continued to take the lead in improving
the quality and availability of UK industry level returns
data, building on our earlier commitments published
in our 2019 ‘Future of defined contributions pensions’
report?.

The report shows the performance of UK VC continues
to have the potential to be an attractive asset class for
LPs. This year’s report findings have several implications
for the Bank:

* Funds outside of the Golden Triangle have the
potential to generate high returns and their
performance is not held back by not being in
traditional equity clusters. This is a positive finding
and shows fund managers can operate in all parts of
the UK without negatively impacting on their
performance. This finding does not necessarily imply
funds based outside of the Golden Triangle have less
competition for their deals, as they can invest in all
parts of the country and overseas. This finding
provides support for the Bank’s regional programmes,
which target high growth companies in areas outside
of London and the South East who are currently
underserved by equity investors. The Bank is open to
investing in fund managers who are based in all parts
of the UK, not just the Golden Triangle.

* Investing in early stage VC can generate higher
returns than other stages of the market. Despite
higher variation in performance as shown by greater
distribution of fund returns, this analysis shows early
stage funds can have good performance compared
to later stage funds. The Bank will continue to focus
on this end of the market through our ECF
programme. This is especially important as early
stage fundraising is most likely to be affected by
Covid-19 and the early stage market was already
showing signs in 2019 of softening. The 2020 Equity
Tracker report identified the annual amount of
investment going to seed stage companies declined
for the first time in 2019, ending continuous year on
year growth since 2011 and the number of first-time
companies being funded has trended down every
year since 2015. The health of the early stage equity
ecosystem is important for the overall ecosystem as
it provides the pipeline of companies for later stage
investors to invest in.

* The growth of evergreen investors in the market
provides additional routes to increase the
availability of patient capital. British Patient Capital
has already invested in evergreen vehicles through
its £30m investment in Draper Esprit® but BPC will
continue to be open to invest in evergreen vehicles
targeting the patient capital gap.
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We welcome comments and suggestions for ways in
which UK VC financial returns data can be improved.
We would also encourage fund managers (GPs) and
institutional investors (LPs) who wish to contribute data
to next year’s report to contact the Bank, in order to
increase coverage even further, and make this data
source even more robust. For example, this year we
worked with the UK Biolndustry Association (BIA) to
increase the coverage of life science funds and are
pleased to be able to provide a separate life science
industry focus in this year’s report.

British Business Bank
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Introduction

Introduction

This is the British Business Bank’s second
annual report examining the financial
performance of UK VC funds.* The aim
of this report is to improve the availability
of information on the UK VC returns by
presenting anonymised market level data
on the performance of UK VC funds.

UK Venture Capital Financial Returns 2020

Last year, the British Business Bank revealed reported
figures on the financial performance of the UK VC
funds varied significantly between different data
sources. Last year’s report also found that, whilst UK
funds performed relatively well compared to the US,
UK market level returns varied significantly between
different data sources. In part, this was due to only
around 22% of UK VC funds disclosing their
performance data to commercial data providers.

As the largest UK based investor in UK VC and with
the mission of making finance markets work more
effectively for UK smaller businesses, the British
Business Bank seeks to address this information gap
by improving the information available on the
performance of UK VC returns.

This year, the Bank has collected fund level data on
VC financial returns directly from fund managers

and has combined this with other data including data
from PitchBook and Preqin to provide the most
comprehensive data source on the performance of
UK VC funds. We have worked with the BIA to increase
the coverage of life sciences funds and are now able
to present a separate returns figures for this sector.

This year’s report also provides detailed analysis on
the factors affecting VC fund financial returns and an
in-depth assessment of evergreen investors, who

are increasingly providing an alternative investment
structure for investing in high growth potential
companies.

Report structure
The report is broken down in to the following sections:

* Section 1 provides an overview of UK VC financial
returns across different data sources, including
BVCA, PitchBook and Preqin.

* Section 2 compares reported financial returns
across different time periods and sources and
investigates why these differences exist.

* Section 3 provides an assessment of VC financial
returns in the life science sector.

* Section 4 assesses the performance of VC funds the
British Business Bank and British Patient Capital
(BPC) has invested in and benchmarks them against
the wider VC market for funds of a similar vintage.

e Section 5 examines which fund characteristics are
correlated with VC financial returns using
econometric analysis.

* Section 6 assess the returns of evergreen investors
who invest outside of an LP fund structure.

* Section 7 provides an overview of the current VC
market, in light of Covid-19, and examines
opportunities for investment and exits using results
from our survey of fund managers.

Appendix 1 contains the definitions of the key terms
used throughout the report, whilst Appendix 2 provides
an overview of the different data sources used in the
report. Appendix 3 provides a description of the
methodology used to create the combined dataset.

British Business Bank
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1. UK VC returns across different data sources

Section 1.

UK VC returns
across different
data sources

Last year’s report identified a high degree
of uncertainty on the actual performance
of UK VC funds due to the large variation
in reported VC return for the same
vintage years across different data
sources. A similar picture is shown in the
latest data. Building on from last year’s
report the British Business Bank has
undertaken new primary data collection
over summer 2020 to increase the
coverage of funds and further reduce
this uncertainty.

UK Venture Capital Financial Returns 2020

Money multiples

Figures 1.1 and 1.2 show the pooled average, median
average, and the upper/lower quartile DPl and TVPI
multiples for UK VC funds within a 2002-2015 vintage
cohort using data from BVCA, PitchBook and Preqin.
This time period was selected to be consistent with the
data reported in the latest 2019 full BVCA Measurement
Report at the time of analysis.® Reported pooled
average DPI multiples for the 2002-2015 vintage cohort
of UK-based VC funds varies between data sources
from 0.41to 1.40, whilst reported pooled TVPI multiples
for the same cohort varies from 1.48 to 2.09. Alongside
this data, the Bank has added returns from the funds it
has invested in as an LP over the same period, and from
a survey of fund managers the Bank undertook during
summer 2020. The last data column shows the results
from the British Business Bank combined dataset,
which covers all four data sources (excluding BVCA)
but deduplicates funds that appear in more than one
data source. This combined dataset is explored in

more detail in subsequent chapters of the report.

From looking at the reported returns figures, commercial
datasets like PitchBook and Pregin tend to report higher
fund financial returns for the UK when compared to
figures published by the BVCA and performance data
from the British Business Bank’s programmes.

<=>

This could be a result of selection bias. Funds that

have performed well will have a higher propensity to
disclose their data to PitchBook and Preqin, where
individual fund performance can be identified by
subscribers to the commercial data providers. With a
demonstrated track record, fund managers will have an
easier job attracting new LPs to future funds. For the
same reason, poorer performing funds may choose not
to disclose their financial returns to avoid discouraging
potential future LPs.

Survivorship bias may also have an impact. If a fund
manager were to have a particularly poor first fund,

they may not raise another fund. This would remove
their motivation to publish their financial returns but
leads to quoted market returns figures being higher

than if all funds were included.

The BVCA data may also differ because its coverage
reflects its membership. BVCA includes the names of
the fund managers responding to the survey, which
mainly comprises established fund managers, and
therefore may not be fully representative of the wider
market. The BVCA data is reported as of December
2019, whereas data from the other providers is
generally reported up to the end of March 2020. It is
notable that the BVCA pooled DPI of 0.85 is only
slightly lower than the upper quartile value of 0.87.
The BVCA pooled TVPlis 1.67 which is higher than the
upper quartile value of 1.57. This could suggest the
BVCA returns figures are influenced by a small number
of highly successful larger funds. Individual fund level
data of the performance of BVCA members is not
publicly available and so cannot be included in the
combined dataset.

British Business Bank
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Figure 1.1
UK VC (2002-2015 vintage years) DPI performance by data source

Source: British Business Bank analysis of BVCA, PitchBook, Preqin, BBB M| data and BBB survey data

Figure 1.2
UK VC (2002-2015 vintage years) TVPI performance by data source

Source: British Business Bank analysis of BVCA, PitchBook, Preqin, BBB M| data and BBB survey data
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1. UK VC returns across different data sources

Drawing comparisons in performance between the
British Business Bank backed funds and the PitchBook
and Preqin reported multiples may also not be a fair
comparison. Most of the British Business Bank
supported funds within the 2002-2015 vintage year
cohort are part of the ECF programme, which is
designed to target market failures affecting early stage
companies, through investment in emerging fund
managers. Because the ECF programme started in 2006
the British Business Bank portfolio within this sample is
weighted to the later vintage years (2006-2015).
Similarly, the VC Catalyst programme (now part of BPC)
only started investing in funds in 2013. This could
adversely affect reported performance as the fund
managers in the British Business Bank sample will have
had less time on average to exit their investments.

IRRs

For the first time, this report now includes a
comparison of data sources using the IRR return
measure. Although IRR measures can be volatile,
especially in a fund’s early life, the IRR measure shows
a more consistent picture of performance between
data sources with mean average returns between
16-19% in the British Business Bank survey of fund
managers and the commercial data providers.

BVCA reported fund returns are much lower at 9%.

It is notable that fewer funds provide this information
to commercial data providers, which will limit the
ability to provide detailed analysis using this measure.
Furthermore, the underlying cashflow data on which
the IRR calculation is based upon is not available under
the commercial data providers, and so it is difficult to
verify the IRR measure.
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Fund coverage

In the US, commercial VC data providers benefit from
legislation requiring public pension LPs to disclose
performance data, but the UK has no such explicit legal
obligation for public pension LPs. Therefore,
commercial data providers rely on self-reported data
from fund managers and LPs in the UK. Whilst the UK
has a general open disclosure culture that helps
promotes the market and assists funds to attract
private institutional investors, commercial VC database
coverage of the market is incomplete. For instance,
British Business Bank analysis of Preqin identifies 251
VC funds with a vintage year between 2002 and 2018,
with 54 reporting financial returns. Therefore, coverage
works out to be 22%, which is the same as last year’s
reported UK figure. This is likely to also affect other
commercial data providers.

Figure 1.3

UK VC (2002-2015 vintage years) IRR performance by data source
Source: British Business Bank analysis of BVCA, PitchBook, Preqin, BBB Ml data and BBB survey data

IRR (percent)
30

25

20

16%

9%

BVCA PitchBook
n=112 n=14

== | ower Quartile === Nedian Upper Quartile

17%
19%

Preqin BBB Survey
n=24 n=33
Pooled

17%

Combined (PitchBook,
Preqin and BBB Survey)
n=40

British Business Bank

british-business-bank.co.uk

10


http://british-business-bank.co.uk

1. UK VC returns across different data sources

The relatively low proportion of VC funds disclosing
financial returns information provides strong justification
for combining fund level data from different data
sources to increase coverage, so that the sample of
funds included is more representative of the wider
population of VC funds. Fund level data on the
performance of VC funds from Preqin and PitchBook
was combined with Ml data from the British Business
Bank’s LP investments and new primary data obtained
through direct survey of fund managers to create a
composite dataset. This enhances the coverage of the
market, allowing for a more robust assessment of VC
returns to be made across different time periods. This
approach has allowed for analysis of 145 funds. Whilst
we don't have perfect information on the total
population of UK VC funds that have a 2002 to 2018
vintage year, our 145 funds form 36% of the total number
of known UK VC funds (403) that we have identified
from existing data sources.® This suggests our dataset
still only covers a minority of funds but coverage is
relatively good compared to other data sources. This
provides support that this combined dataset is the most
comprehensive source of information available on the
performance of UK VC funds.

Figure 1.4 shows the coverage of the combined dataset
by vintage year using a 3-year moving average to
smooth yearly volatility. The combined dataset coverage
increases from 2006 due to the impact of British
Business Bank investment activity through the ECF
programme and remains above 35% from 2010 onwards.

Funds appearing more than once were removed from
the combined dataset to avoid double counting.
Appendix 3 provides more details of the methodology
used to aggregate and clean the dataset.
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Data quality

Only a small number of the funds the British Business
Bank has invested in provide financial returns data to
PitchBook or Pregin. The Bank has compared the
performance of individual funds it has invested in,
against the data these funds have reported to
PitchBook or Pregin in order to assess the reliability of
the self-reported data. In most cases, the reported
figures are comparable to the ones recorded under the
Bank’s Ml system with only small differences,
suggesting these commercial data sources give a
reliable indication of fund performance.

Reported DPI multiples in commercial data providers
have a median 0.04 point difference to the figures
reported in the Bank’s Ml data and the pooled TVPI
has a median 0.07 point difference to the figures the
Bank holds on fund performance. Differences may
exist due to timing, LPs investing at first or second
close and possible exchange rate effects but there is
no evidence of these funds systematically reporting
higher returns to commercial data providers. However,
for a very small number of funds the reported figures
are substantially different leading to higher mean
differences (mean difference in reported DPI and
TVPI multiples is 0.22 points and 0.27 points,
respectively). The reasons for these differences
cannot be explained by simply looking at the data.
This analysis therefore suggests the underlying quality
of reported returns from named fund databases is
generally of sufficient quality to draw conclusions at
the market level.

Figure 1.4
Proportion of VC funds reporting TVPI data by vintage year (3-year moving average)

Source: British Business Bank analysis of PitchBook, Preqin, BBB survey data and BBB Ml data
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2. UK VC financial returns

Section 2.

UK VC financial
returns

This chapter provides an in-depth
assessment of UK VC financial returns
for the UK VC market using the
combined dataset covering fund level
data from PitchBook, Preqin, BBB M|
funds and BBB survey of fund managers.
It covers 145 UK-based VC funds with a
2002-2018 vintage year.

This section presents trends in VC covering different
time periods up to 2018 by individual vintage year, by
2-year vintage years and by combined time periods to
provide robust assessments of performance. For funds
with a vintage year of between 2002 to 2015
(consistent with the previous fund analysis presented
in section 1) detailed analysis of VC returns by different
investment stages, by fund size and also by geographic
location of fund manager are also made.

This section finishes with detailed analysis of the
distribution of fund returns due to the large variation
seen in fund performance between the best
performing funds and the typical fund.

UK Venture Capital Financial Returns 2020

VC returns over time

The performance of UK VC funds is undertaken for
funds with a 2002 vintage onwards as this removes
the impact of the dot-com bubble bursting and
provides a more balanced benchmark of fund
performance. Figure 2.1 shows the annual pooled and
median DPI and TVPI multiple for UK VC funds with
vintages 2002-2018. Vintage years with less than five
funds are removed from the graph as shown by the
gaps between 2003 to 2005. There is a large amount
of annual variation in performance, but the VC
market overall has performed strongly since 2002.

<=>

The pooled DPI multiple falls substantially after 2012 as
there has been insufficient time for portfolio company
exits to occur. It can take at least three years before VC
funds start exiting their portfolio companies through
IPOs, trade sales and secondary sales, but in practice
the timescale to exit is often much longer. British
Business Bank analysis of PitchBook suggests UK VC-
backed companies take 5.3 years on average to exit via
an IPO.” The DPI return multiple is therefore not a
useful measure of current or expected performance
during the early part of a fund’s life. This explains why
fund DPI multiples are so low after 2012.

Figure 2.1
UK VC funds financial returns by vintage year

Source: British Business Bank analysis of PitchBook, Preqin, BBB survey data and BBB M| data
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2. UK VC financial returns

The TVPI multiple is therefore more useful to measure
performance during the early part of a fund’s life as it
incorporates unrealised value in the portfolio. However,
because VC funds are affected by the ‘J-curve’ in the
early stages of their life, reported returns in the first
couple of years of a fund’s life do not generally reflect
the return investors can expect over the long term.
Fund managers may keep the value of their unrealised
investments close to cost until there is evidence of an
increase in their value (e.g. progress against milestones
or an additional funding round involving outside
investors), whilst company failures may become more
apparent early on. Pooled TVPI multiples start to
decline below 1.50 for funds with a vintage of 2015
onwards but this reflects their relative immaturity
rather than a decline in the underlying fund
performance. Therefore, most organisations publishing
VC returns do not publicly report financial returns
figures for funds less than four or five years old, as the
TVPI multiples do not provide a useful indication of
future fund performance.

Figure 2.2 provides analysis of UK VC financial returns
using two-year vintage year categories, which includes
the omitted vintages between 2002-2005. Although
the number of funds in each of the cohorts is still
relatively small, just four funds form the 2004-2005
category, so caution is needed in interpreting the high
returns figures seen in this cohort. On average there are
16 funds per two-year category. Tables A4 and A5 in
Appendix 4 provides additional information on these
vintage year categories, including the upper and lower
quartile distribution of returns.

High performing outlier funds can cause annual returns
multiples to be volatile. Grouping vintage years
together can reduce some of the distortion arising from
annual noise and small sample sizes. It also allows
consideration of wider economic factors. For these
reasons, vintage years are grouped into the following
wider cohorts to analyse performance over time:

Time period categories

* 2002-2007: Positive economic growth post
dot-com crisis

* 2008-2013: Recession and economic recovery
e 2014-2018: Latest time period

Greater importance should be attached to VC financial
returns generated by funds in the 2002-2007 vintage
year cohort, as these funds have had enough time to
invest, develop and exit most of their investments.
Funds with a vintage year between 2008-2013 have
had more time to develop than the most recent cohort,
so can provide an indication of likely performance
going forward, but a substantial proportion of the
returns are not yet realised.

Reported returns for the most recent 2014-2018 cohort
are less likely to provide an accurate representation of
actual underlying fund performance. These funds are
still early in their life and will likely not have had enough
time to develop companies to exit. Because of this, DPI
is expected to be low. As described earlier, VC fund
returns follow a ‘J-curve’. Company valuations are
likely to be conservative at this point in a fund’s life with
some portfolio companies likely to have failed. Thus,
the reported TVPI multiple for this cohort may not
reflect the actual return investors can expect.

UK Venture Capital Financial Returns 2020

Figure 2.2
UK VC funds financial returns by 2-year vintage category

Source: British Business Bank analysis of PitchBook, Preqin, BBB survey data and BBB Ml data
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2. UK VC financial returns

TVPI multiples are themselves based on portfolio
company valuations, which can change rapidly
depending on company specific and wider market
factors. Covid-19 has also led to some famous
companies raising funds at a lower valuation than
previously, a so-called ‘down-round’. Airbnb are an
example of this, raising $1billion in April 2020 at a
valuation of $26bn down from $31bn previously due
to the negative impact of Covid-19 on the tourism
industry.®

2002-2007 vintage year cohort

Figure 2.3 considers the pooled mean, median and
upper/lower quartile fund performance for UK funds in
the 2002-2007 vintage year cohort. The UK VC market
performed strongly across all measures in this period.
They generated a pooled DPI multiple of 1.61and a
pooled TVPI multiple of 1.99. Although the median
TVPI of 1.25is a good result, the pooled TVPI is higher
than the upper quartile TVPI suggesting within this
cohort there are a couple of larger funds performing
well. The best performing fund for this cohort
generated a TVPI of 5.71. Britain's economy saw strong
growth during the period, which helped VC funds and
their portfolio companies to benefit from positive
economic conditions.

Last year’s report identified UK VC funds with a
2002-2006 vintage generated a pooled DPI of 1.95
and a pooled TVPI of 2.17. Although covering a slightly
different vintage period, the reported pooled DPI
and TVPI multiples in this year’s report are lower.

This is explained by the inclusion of six additional funds
through the British Business Bank survey of fund
managers and should not be interpreted as a
deterioration in VC fund performance. The comparable
fund figures based on commercial data providers and
British Business Bank invested funds only is actually
higher this year’ Therefore, this latest data is more
representative of the performance of the UK VC
industry for these vintage years than the figures
presented in last year's report. The latest figures do not
change the conclusions made in last year's report that
the performance of UK VC performed well relative to
the US in the early part of the 2000 decade.

2008-2013 vintage year cohort

Figure 2.4 assesses the performance of UK VC funds
with a 2008-2013 vintage year. UK VC funds generated
a pooled DPI multiple of 0.79 and a pooled TVP!
multiple of 1.81. Funds in this cohort have had less time
to develop and exit their investments than those in the
previous cohort. It is therefore not surprising that the
DPI multiple was lower than that of the 2002-2007
cohort, but there are encouraging signs that these funds
will either produce equivalent or greater performance
with a high pooled TVPI multiple of 1.81. The median
TVPI multiple of 1.60 and the lower quartile multiple of
1.17 suggests that venture capital funds performed
strongly across the board rather than just being driven
by a couple of outlier funds. As these funds realise the
value in their portfolio and distribute capital to
investors, the pooled DPI multiple should improve.

UK Venture Capital Financial Returns 2020

Figure 2.3
UK VC (2002-2007 vintage years)
performance multiples

Source: British Business Bank analysis of PitchBook,
Preqin, BBB survey data and BBB Ml data

Multiple
2.50

2.00

1.99

1.50
1.61

1.00

0.50

0.00

DPI TVPI
n=35 n=35
Pooled

= | ower Quartile === Median Upper Quartile

Figure 2.4
UK VC (2008-2013 vintage years)
performance multiples

Source: British Business Bank analysis of PitchBook,
Preqin, BBB survey data and BBB Ml data
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2. UK VC financial returns

This is especially encouraging as it shows the ability of
VC to perform countercyclically. These funds were
established in the immediate aftermath of the Financial
Crisis and the subsequent recession. Despite this they
have strong performance, suggesting that VC funds
raised in the current economic environment post-
Covid may have the ability to perform strongly for their
investors. Many well-known VC-backed companies
that generated strong returns for their investors were
established in the wake of the Financial Crisis, such as
Uber and Airbnb.

2014-2018 vintage year cohort

Figure 2.5 shows the financial return multiples for UK
VC funds with a vintage year between 2014 and 2018.
It is too soon to assess the DPI performance of funds in
this latest cohort, as they are too early in their life to
have had sufficient time to develop and exit many of
their portfolio investments. The median DPI multiple for
this cohort is 0, meaning most funds have not realised
any value from their investments yet. This highlights the
importance of patience with VC investment as it takes
many years to develop a company before a successful
trade sale or IPO exit can occur.

As discussed earlier, TVPI multiples are more
informative for funds in the early part of their life. Both
the pooled and median average are above 1, at 1.26 and
1.14 respectively, which is an encouraging sign of strong
future performance. Most of these funds already
reporting a positive return in the early stage of their life
is a positive sign as funds will often have a TVP!
multiple below 1in their early life as their returns follow
a J-curve.

VC returns by fund investment stage focus

VC invests in high growth companies, but it is possible
to segment VC funds by their investment strategy
depending on which types of companies they focus
their investment in. The data has been segmented into
the following fund categories:

* Early stage VC — Funds that focus specifically on
earlier rounds (E.g. Seed and Series A)

* Venture general — Funds that invest in companies at
both early and late stage with no specific stage focus

* Later stage VC - Funds that focus specifically on
later rounds (E.g. Series B onwards)

This fund focus is based on the stage PitchBook and
Preqin classifies funds, which is informed by the fund
managers own description listed on their website. For
funds the Bank has invested in, we have identified the
relevant stage that most closely fits their investment
stage. It should be noted that fund stage is not a clear
category as funds may invest at all investment stages,
even if they focus on one specific stage.

UK Venture Capital Financial Returns 2020

Early stage focussed funds are generally smaller and
will be undertaking smaller deal sizes for companies at
the earliest stages of their development (E.g Seed).
This is a high risk, high reward strategy even amongst
the high-risk VC asset class. Early stage companies
have the potential to generate extremely large
investment multipliers for investors, as valuations can
see exponential growth. For instance, Scottish Equity
Partners (SEP) is reported to have made a near 50x
return on its £9m deal in Skyscanner.® However, early
stage companies also have a higher likelihood of
business failure than more mature companies with
tested products and markets.

Funds focused on later stage VC invest in more mature
companies that have already received several rounds
of equity finance. These companies will already have

a proven business model, are likely to be generating
revenue and will soon be profitable. As a result, these
companies have a lower likelihood of failure, but will
require larger deal sizes and are less likely to exhibit the
extreme high valuation growth seen in the earlier stages.

The general venture category signifies funds that are
stage agnostic, with fund managers having an
investment strategy that includes both early stage and
later stage companies. It is possible for late stage
venture investors to have a small number of portfolio
companies that are early stage within their investment
portfolios and early stage venture funds to have a small
number of late stage companies within their portfolios.

Figure 2.5
UK VC (2014-2018 vintage years)
performance multiples

Source: British Business Bank analysis of PitchBook,
Preqin, BBB survey data and BBB Ml data
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2. UK VC financial returns

Figure 2.6 shows the pooled mean, median and upper/
lower quartile fund performance for UK funds
segmented by stage focus for vintage years 2002-
2015. Early stage venture funds generated the highest
pooled DPIl and TVPI multiples of 1.43 and 1.99
respectively. Venture general funds generated pooled
DPI and TVPI multiples of 0.80 and 1.78.

Later stage venture performed comparably worse with
pooled DPl and TVPI multiples of 0.70 and 1.28,
respectively. Care should be taken with this finding due
to the relatively small number of UK later stage VC
funds within the dataset (just 11 funds reported returns
for the 2002-2015 period). The UK VC market has
grown since its inception in the 1980’s and it is only
really in the last decade that it is developed enough to
sustain significant numbers of later stage focused

VC funds.

Therefore, one possible explanation for this
performance is the later stage venture fund sample
was weighted towards more recent years with an
average vintage year of 2012. Venture general and early
stage venture categories both had average vintage
years of 2009 and so are much older. It is possible that
the multiples for later stage venture funds will improve
as these funds mature and move along the J-curve of
fund returns (although J-curves should be significantly
shorter at the later stage than for early stage funds).

UK Venture Capital Financial Returns 2020 < — >
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Figure 2.6
UK VC (2002-2015 vintage years) DPI multiple by investment stage focus

Source: British Business Bank analysis of PitchBook, Preqin, BBB survey data and BBB Ml data
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Figure 2.7
UK VC (2002-2015 vintage years) TVPI multiple by investment stage focus

Source: British Business Bank analysis of PitchBook, Preqin, BBB survey data and BBB Ml data
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2. UK VC financial returns

The strong performance of early stage venture funds
suggests that investing in early stage companies can be
worth the higher risks. The largest TVPI multiple for
early stage venture was 5.71, showing the potential for
outsized rewards that early stage venture can yield.
Interestingly, the median TVPI multiple for early stage
venture funds was also strong at 1.71. This suggests that
strong performance is not just limited to a small
number of outlier funds, but the strategy has generally
performed well for fund investors. Nevertheless,
investing in early stage VC funds does have higher
uncertainty for LP investors as shown by greater
distribution in the DPI quartile range compared to later
stage funds. The lower quartile early stage fund DPI
multiple is 0.15 compared to 0.39 for later stage

VC funds.

Whilst the early stage VC market has continued to
grow over the last decade, there are several signs it is
beginning to soften in 2019 and 2020. The British
Business Bank 2020 Equity Tracker report identified
the annual amount of investment going to seed stage
companies declined for the first time in 2019, ending
continuous year on year growth since 2011. The small
decline in seed stage investment coincides with 2019
being the first year where the number of companies
receiving follow on rounds exceeded the number of
companies raising equity finance for the first time. The
number of first-time companies being funded has
trended down every year since 2015, suggesting this is
likely to continue. This is before the impact of Covid-19
which is likely to disproportionately impact on early
stage financing.

VC returns by fund size

The fund level data can also be segmented into fund
size categories, although this is also likely to be
correlated with fund investment stage focus, so that
larger funds tend to focus on later stage VC
investments. These issues will be explored further in
the econometric analysis presented in section 5.

Larger funds can have some advantages over smaller
funds that may enable them to produce good financial
returns. Larger funds can undertake larger deal sizes,
aren’t limited to investing in earlier stage companies
with higher write-offs and will have the ability to
provide follow-on funding, preventing their stakes in
well performing portfolio companies from being
diluted. Larger funds can also benefit from economies
of scale as they can spread their fixed costs of
operating a fund management office over a larger
investment amount. However, funds that are too large
can suffer from a lack of investment opportunities and
the size of returns needed from successful exits needs
to be very large to offset the overall fund size.

UK Venture Capital Financial Returns 2020

Whilst there isn’t a general consensus in the academic
literature, there is some evidence suggesting that fund
size has a concave positive relationship to
performance.” Candasamy et al. (2015) suggest that
when funds grow beyond a certain threshold, their
performance suffers as there is a limited number of
profitable deals. This is also confirmed by Kaplan et al.
(2005)"? who found that ‘when funds become very
large, performance declines’. This is attributed to the
limited number of profitable deals available as well as
potential supply side constraints from scarcity of
human capital.

Funds with vintage years between 2002-2015 were
chosen to be consistent with prior analysis and provide
sufficient time for the funds to show performance. The
following fund size categories were specified:

e <£50m

e £50m-£100m
* £100m-£200m
e £200m+

<=>

The analysis supports the case that larger funds tend
to generate higher fund returns than smaller funds,
albeit the number of very large funds is small at just 8
funds. Funds larger than £200m generated pooled DPI
and TVPI multiples of 1.19 and 1.76 respectively, which
compares favourably against the smallest fund size
category. Funds under £50m in size generated a
pooled DPI of 0.80 and a TVPI of 1.64.

These findings need careful consideration, as more
successful fund managers are likely to raise larger
funds. This is supported by the academic literature,
which found that “current fund size is positively and
significantly related to the performance of each of the
two previous funds”!® Therefore, it is not necessarily
larger funds generating higher returns but more
experienced fund managers. This will be further
examined in the econometric analysis in section 5.
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Figure 2.8

UK VC (2002-2015 vintage funds) DPI multiple by fund size category

Source: British Business Bank analysis of PitchBook, Preqin, BBB survey data and BBB Ml data

Figure 2.9

UK VC (2002-2015 vintage years) TVPI multiple by fund size category

Source: British Business Bank analysis of PitchBook, Preqin, BBB survey data and BBB Ml data
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VC returns by fund manager location

The British Business Bank’s Equity Tracker report
shows equity deal activity has consistently been
concentrated in London and the university cities of
Oxford and Cambridge. Jointly, these areas are known
as the ‘Golden Triangle' Equity deals in Oxford and
Cambridge especially focus on leveraging research
produced by the two cities’ world renowned
universities, whilst London has a strong financial sector
and an established start-up ecosystem. VC funds that
are based in London can easily interact with and
access institutional investors for fundraising.

The British Business Bank has classified the geographic
location of funds based on their head office location.
Some fund managers will have regional offices, but it has
not been possible to take this into account. The location
of funds is important as it is widely perceived that VC
funds are more likely to invest in companies closer to
their geographical proximity than companies further
away, all other factors being equal. The British Business
Bank’s most recent Equity Tracker shows that 55% of
equity deals in 2019 took place in the Golden Triangle.”®

Figure 2.10 shows the performance of funds based
both inside and outside of the Golden Triangle based
upon their reported head office location. VC funds
based outside of the Golden Triangle produced pooled
DPI and TVPI multiples of 1.65 and 2.02 respectively.
This is higher than the pooled DPI and TVPI of funds in
the Golden Triangle of 0.85 and 1.74 respectively.

The finding that funds based outside of the Golden
Triangle outperform those based inside it should be
treated with some caution as it is based on just 16
funds, forming 16% of the total sample.”

Last year's VC returns report confirmed the
importance of outlier funds for generating market
returns, and this appears to be the case here. 3 of the
16 funds based outside of the Golden Triangle
generated a DPI multiple above 2 (equivalent to 19% of
the number of funds in this area). For funds based
inside of the Golden Triangle, the figure is just 8%

(7 out of 85 funds), showing a higher prevalence of high
performing funds. Whilst one successful fund manager
with multiple funds has contributed to the strong
performance of funds outside of the Golden Triangle,
removing their contribution does not change the
conclusions relating to strong DPI multiples. Further
analysis of the portfolios of successful funds outside of
the Golden Triangle reveals these funds have invested
in at least 3 former unicorn companies, which has
contributed to their success.

Analysis of the TVPI multiples also suggests that funds
based outside of the Golden Triangle performed
consistently strongly — generating a median TVPI
multiple of 1.51. This is slightly higher than the median
TVPI multiples reported by funds based inside the
Golden Triangle at 1.43. Four funds outside of the
Golden Triangle generated a TVPI of above 2 showing
strong performance.

UK Venture Capital Financial Returns 2020

High growth companies are found in all parts of the UK,
and high quality research is coming out of universities,
which are distributed throughout the UK. It is therefore
possible that there is lower competition for deals
between fund managers outside of the Golden
Triangle, leading to lower initial company purchase
valuations. Analysis of successful funds outside of the
Golden Triangle (defined as funds having a TVPI of
above 1.5) shows these funds undertake most (59%) of
their deals within their vicinity (i.e. outside of the
Golden Triangle), 22% of their deals are in companies

<=>

based overseas and 19% of deals occur in companies
based in Golden Triangle. Therefore, it is not possible
to imply funds based outside of the Golden Triangle
have less competition for their deals as VC markets
are broader.

Though based on a small number of funds, the results
should encourage LPs to consider investing in VC funds
based outside of the Golden Triangle as they are not at
a disadvantage in terms of performance, and undertake
investments over a broad geographic area.

Figure 2.10

UK VC (2002-2015 vintage years) performance multiples by fund manager location

Source: British Business Bank analysis of PitchBook, Preqin, BBB survey data and BBB Ml data
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Distribution

Figure 2.11 shows the distribution of fund TVPI multiples
for UK VC funds with a 2002-2018 vintage. This
confirms the view that VC funds operate under a
pareto principle, with a small number of outlier funds
generating very strong returns, but most funds generate
lower performance. Of the 145 funds reporting data,
only a small proportion, 8 funds generate a TVPI
multiple of above 3, a further 17 funds generate a TVPI
multiple of between 2 and 3. Most funds (56%)
generate a TVPI multiple of between 1and 2. The
remaining 39 funds (27%) generate a TVPI less than 1.

Figure 2.12 also shows the distribution of fund DPI
returns for UK VC funds with a 2002-2012 vintage.

This shows a similar picture to TVPI but using a shorter
vintage year time period capturing the performance of
64 funds. Extending the period beyond 2012 vintages
gives a longer tail of funds reporting DPI multiples of
zero due to insufficient time to exit investments. The
best performing fund within this cohort achieved a DPI
multiple of 5.69, with the next highest performing funds
achieving DPIs of 4.14 and 3.64. 6 funds (9% of the fund
sample) generate DPIs of between 2 and 3, whilst 26
funds (41%) achieved DPI multiples of between 2 and 3.
The majority of funds (55%) generate DPI multiple of
less than 1, suggesting they make a loss for their LP
investors. This confirms the strong variation seen in the
performance of VC funds, where the top VC funds can
make large returns for their investors, but most VC
funds fail to return their investors capital.

Figure 2.11
Ranked TVPI multiple distribution of UK VC funds (2002-2018 vintage years)

Source: British Business Bank analysis of PitchBook, Preqin, BBB survey data and BBB Ml data
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Figure 2.12
Ranked DPI multiple distribution of UK VC funds (2002-2012 vintage years)

Source: British Business Bank analysis of PitchBook, Preqin, BBB survey data and BBB Ml data

DPI
6.00
5.69

5.00

4.00

3.00

2.23
2.00

1.44
1.00 0.88

0.41

0.1
0.00

Max Upper Upper Median Lower Lower
Decile Quartile Quartile Decile

0
Min

British Business Bank

british-business-bank.co.uk

20


http://british-business-bank.co.uk

3. Life Sciences VC returns

Section 3.

Life Sciences
VC returns

This section provides an assessment of
VC returns from UK funds targeted at the
life sciences sector. For the purposes of
this analysis, life sciences funds are
defined as VC funds who solely focus on
investing in life sciences companies as
identified by their name or their quoted
investment strategy. Funds that invest in
the life sciences alongside other sectors
(E.g. Clean technology) as part of a broad
investment strategy are not included
within this definition of life sciences funds.
This is because it is not possible to identify
the exact source of the investments
generating the returns and some generalist
funds state they invest in all sectors.

UK Venture Capital Financial Returns 2020

In order to make a more robust assessment of the
financial returns from investing in life sciences
companies it would be necessary to look at the exit
multiples and write off rates from investing in individual
life sciences companies, but robust deal level data on
generated returns and write-offs is sparse.
Nevertheless, this analysis provides an indication on
the performance of life sciences funds compared to
other VC funds in the market. An important point to
note is that many life sciences investors (e.g. Syncona)
are evergreen investors that invest outside of an LP
fund structure due to the long-time horizons involved.
Therefore, the findings presented here only relate to
the performance of LP funds.

The UK life sciences industry, which includes
biopharma and med tech sectors makes an important
contribution to the UK economy. In 2019, the life
sciences sector employed 256,100 people in 6,300
businesses and generated a turnover of £80.7bn.”
Biopharma involves companies undertaking research
and development of new pharmaceutical products, as
well as manufacturing of pharmaceutical products and
supporting businesses that offer goods and services to
biopharma businesses. This includes Contract
Research and Manufacturing Organisations (CRMOs),
and suppliers of consumables and reagents for R&D
facilities. Med tech sectors involves companies
developing and producing med tech products, ranging
from single-use consumables to complex hospital
equipment, including digital health products,
development and marketing of therapeutics, and
medical devices. A growing sub-category is digital
health products and services that combine medicine
and consumer technology.

<=>

The UK'is home to one of the ‘strongest, most
productive health and life sciences industries globally.’®
This 30-year old sector now includes mature, revenue-
generating companies, as well as innovative start-ups
building new technologies, and new business models.”?
82% of the businesses in the industry are SMEs and
42% of UK life sciences companies have been spun-out
from academic institutions — ten times the rate across
all sectors.?® This shows many life sciences companies
are currently small, but have the potential for high
growth to become a global leader in their specialist
fields. Therefore, equity finance and venture capital are
important sources of funding for these companies. For
example, Oxford Nanopore produces DNA-sequencing
equipment and is currently being used to deliver
Covid-19 diagnoses in a couple of hours. Despite
generating revenue the company is still cash negative as
it significantly invests in R&D and growth. To date it has
raised £694m in VC funding.?’

The life sciences sector has attracted record levels of
equity investment over the last decade. PitchBook data
shows in 2019, there were 159 VC deals in life sciences
companies with an investment value of £1bn, down
from 181 deals and £1.5bn investing in 2018. 2020 looks
to be a strong year for life sciences with £1.1bn of
investment already invested (as of 12th October 2020).
Life sciences formed 8% of the total number of UK VC
deals (10% by value) in 2019.
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Characteristics of life sciences VC deals

Early stage life sciences companies, especially in
biotechnology, focus on discovering and developing
new medicines. This is a highly-capital intensive
process to fund the long R&D and approval trials
process. Life sciences companies therefore require
successive venture capital rounds to fund each stage
of development.

Investing in life sciences companies offer investors a
high risk, high reward profile as there are typically
significant R&D costs and they are initially loss-making.
Most experimental treatments do not make it to market
and those that do can face pricing and reimbursement
hurdles. Yet those with promising research and therapy
developments can generate high returns for investors,
for instance via licensing fees, an IPO or an acquisition.
Those rewards may materialise well before a product
reaches the market (and may be realised even if the
therapy ultimately fails).

Therefore, investing in life sciences companies is
distinct from investing in other sectors like IT.?2
Investments are more complex, requiring a strong
medical and technology background and
understanding of regulations. Investing in life sciences
also requires a large amount of capital. In contrast,

IT companies, especially software companies can
start up with relatively low capital. Therefore, outlier
software companies can generate 100x returns
relatively easily, but it is difficult to get these same
outlier return multiples on life sciences investments
due to the large amount of capital that is required,
and the longer time frames required which impact on
IRR measures of performance.

The relatively constant demand for healthcare, which is
often paid for by governments and insurance
companies rather than consumers, also means that the
sector is insulated from economic cycles affecting
other sectors.

Performance of life sciences funds

Figures 3.1 compare the performance of UK life
sciences funds with a 2002-2015 vintage year, to non-
life sciences funds, a consistent time period to the
analysis undertaken in section 2. Life sciences VC
funds generated a pooled DPI multiple of 1.01 slightly
ahead of non-life sciences funds of 0.94. This is
confirmed by the median DPI figure where life sciences
funds return 0.89 compared to 0.59 for non-life
sciences funds. This suggests life sciences performs
relatively well in terms of realised returns.

However, when looking at TVPIs, the pooled TVPI
multiple of life sciences funds is 1.562, compared to
pooled TVPI of 1.84 for non-life sciences funds. This is
also seen on the median TVPI, where the median life
sciences fund has a TVPI of 1.23 compared to 1.46 for
non-life sciences funds. It is interesting to note that
the maximum TVPI in funds of this vintage belongs to
a life sciences fund.

The finding that life sciences funds perform better
than other sectors in terms of realised returns but
perform worse on unrealised returns is confirmed by
other empirical studies. For instance Booth et al.
(2011) suggest “healthcare venture investments have
produced better realized returns for LPs over the past
decade than IT investments have”, but “the unrealized
portfolio of active investments across all of healthcare

UK Venture Capital Financial Returns 2020

venture is basically being carried at no mark-up
whatsoever vs. a nice mark-up for IT investments that
are still unrealized”.?® The paper’s authors suggest a
number of reasons for this with capital efficiency

being put forward. Life sciences companies require
more capital than IT companies to reach each stage

of development. “Interim milestones in healthcare
companies just aren’t valued as much by outside firms
as revenue or momentum growth is in tech and internet
companies.” A specific example of this is Avila
Therapeutics.?* The company was held at roughly the
same share price for 18 quarters (at approximate cost)
and then in six months was written up by approximately
bx to its exit value. Booth states ‘It's hard to argue value
wasn't being created during the preceding 4.5 years.

<=>

To summarise, life sciences funds generate similar
returns to the wider equity market. It is a myth that life
sciences funds take longer to generate returns as DPI
multiples are slightly ahead of other funds, but TVPI
multiples are slower to be marked up compared to
other funds. BPC will continue to invest in life sciences
funds as evidenced by its existing investments in the
Dementia Discovery Fund?® and new additional funding
to target this sector.?® The British Business Bank’s ECF
programme also provides support to life sciences
sector through our £50m cornerstone investment in
Epidarex Captial lll, which is targeted at investing in
new life sciences companies from emerging research
hubs across the UK, and spinouts from leading
universities.?’

Figure 3.1

UK VC (2002-2015 vintage years) performance multiples by life sciences and non-life sciences funds

Source: British Business Bank analysis of PitchBook, Preqin, BBB survey data and BBB Ml data
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Section 4.

Benchmarking
BBB and BPC
VC fund
performance
to the wider

market

This section provides an overview of
performance of VC funds the British
Business Bank has invested in as an LP.
These numbers may differ from the figures
reported in the British Business Bank and
BPC annual reports due to differences in
coverage of funds.?® For instance, the BPC
Annual Report shows the BPC portfolio
had a TVPI multiple of 1.15 overall as at end
of March 2020 and a portfolio IRR of
10.7%. The ECF programme portfolio is
reported to have generated a TVPI multiple
of 1.62 (as at Q1 2020) for private investors
under the geared structure.?’
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Performance of BBB invested VC funds

The British Business Bank has analysed the
performance of the Enterprise Capital Fund (ECF)
programme, which was established in 2006 to increase
the amount of equity finance available to high growth
innovate SMEs affected by the equity gap. Since
inception the ECF programme has invested in 31 funds
with a total of £1.36bn capital committed (including
third party capital), and the programme has invested in
over 550 UK smaller businesses, making the
programme an important part of the UK VC industry.®°
The ECF programme has helped 16 fund managers to
raise their first institutional fund, and so far, 63% of
these have already gone on to raise a further fund.®’

It therefore has an important role in supporting new
fund management teams.

The ECF programme is designed to address identified
market failures leading to an equity gap by facilitating
the establishment of VC funds targeting high growth
potential companies seeking smaller amounts of
equity finance.

A key feature of the ECF programme is the ‘geared’
return structure designed to increase returns for
private investors so that they are competitive with
other market investment opportunities. The British
Business Bank receives a 3% prioritised return but,
after repayment of capital, the Bank receives a lower
share of the profit compared to the other private
investors in the fund. In the event of good performance
by the fund manager, private investors receive a
greater share of the profits.

<=>

Figure 4.1 shows the overall pooled DPI multiple for VC
funds invested in through the ECF programme between
2006 and 2017 is 0.40, equating to a pooled DPI of
0.44 for other LPs. This is lower than the wider UK VC
market pooled DPI of 0.65 for funds of the same
vintage. However, the lower realised returns may reflect
the earlier stage nature of the funds relative to the
overall market leading to portfolio company exits taking
longer to materialise.

VC funds within the ECF programme have a pooled
TVPI multiple of 1.33, equating to 1.65 for other LPs.
Other LPs in the ECF programme therefore have the
potential to make slightly higher returns than the wider
market (1.61 for the same vintage years), showing that
the British Business Bank prioritised return mechanism
is working as intended. The same prioritised return
mechanism means the median fund DPI for other LP
investors is lower than the overall ECF fund return,

as the British Business Bank receives priority returns.

This similar level of performance to the wider VC
market could make the ECF programme an attractive
asset class for LP investors wishing to invest in UK VC.
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Performance of BPC VC invested funds

Figure 4.2 shows for the VC funds BPC has invested
in between 2013-2017, the pooled DPI multiple
generated to date is 0.18. This is slightly higher than
the wider UK VC market pooled DPI for funds of the
same vintage of 0.17, which suggests the programme
is performing as expected in terms of making a
commercial return in line with the wider market. This
is also the same DPI figure for the BPC programme
reported in last year’s report, although the market
figure has declined slightly. It should be noted that it
is early stage in the life of the programme, and
performance is based on 16 BPC supported funds
overall but five of the 16 funds had a 2017 vintage

year, suggesting a portfolio that is relatively immature.

Therefore, these figures are likely to change as the
portfolio matures. It is also important to acknowledge
that there are large variations in the performance of
individual funds within this overall figure.

Although the BPC pooled TVPI multiples of 1.40 is
lower than the UK market benchmark (1.45) for funds
of the same vintage, the BPC median fund TVPI
performance is 1.25. This is comparable to the
equivalent UK market multiple of 1.23, suggesting BPC
is performing well compared to the wider VC market.
The relative performance of BPC against the wider
market is similar to the one reported in last year’s
report, but BPC now has a higher pooled TVPI figure of
1.40 compared to the figures presented in last year's
report (1.29). This improvement in portfolio valuation
is positive, although is also seen in overall VC market
portfolio which increased from 1.40 to 1.45 in the
same period.

It is too early in the life of BPC to draw strong
conclusions about future performance as most BPC
invested VC funds are too young to be included in the
analysis and most of the portfolio is currently
unrealised, but the outlook for future performance
looks promising.
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Figure 4.1
ECF VC fund performance multiples (2006-2017 vintage years)

Source: British Business Bank analysis of PitchBook, Preqin, BBB survey data and BBB Ml data
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Figure 4.2

BPC VC fund performance multiples (2013-2017 vintage years)

Source: British Business Bank analysis of PitchBook, Preqin, BBB survey data and BBB Ml data
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Section 5.

Fund
characteristics
associated with

VC financial
returns

This section examines which fund
characteristics are correlated with VC
financial returns using econometric
analysis. The empirical methodology
comprises Ordinary Least Squares (OLS)
regressions with heteroscedasticity-
robust standard errors. The advantage
of this approach is that it shows which
fund characteristics are statistically
significantly correlated with fund return
multiples whilst controlling for other
observable fund characteristics.

UK Venture Capital Financial Returns 2020

Correlations between fund characteristics (e.g. larger
funds might have a later stage investment focus) can
make it difficult to isolate associations of individual
characteristics and return multiples when looking at
cross tabulations alone. This methodology requires all
variables to be available for each fund for it to be
included in the regression models, which is the case for
@2 out of the 145 funds in the sample. Table 5.1 contains

<=>

The findings in this section should be interpreted as
conditional correlations and not as causal effects.

In other words, a statistically significant coefficient
means that a particular fund characteristic is associated
with a return multiple, controlling for all other included
observable fund characteristics. However, this does

not imply that this fund characteristic leads to changes
in that return multiple. For example, there might be

definitions for all variables used in the analysis.

other unobservable factors that cause a spurious
correlation between a particular fund characteristic
and return multiple.

Table 5.1

Econometric model variable definitions

Variable
Fund Size
Venture General

Venture Later Stage

Investment Firm Age

Investor AUM

Fund Number

First Fund

Total Number Raised
Golden Triangle

BBB

Vintages 2008-13

Vintages 2014-15

Definition
Logarithm of the fund's AUM in £ millions
Binary variable that equals 1if the fund type is "general”, and O otherwise. The omitted category is "early stage".

Binary variable that equals 1if the fund type is "later stage", and O otherwise. The omitted category is
"early stage".

Logarithm of 1 + investment firm age. Investment firm age is the difference between the fund's vintage year and
the VC firm's founding year.

Logarithm of the VC firm's AUM in £ millions.

Logarithm of the fund's number in its sequence.

Binary variable that equals 1if the fund is the first fund in the sequence, and O otherwise.

Logarithm of the number of funds that a VC firm raised.

Binary variable that equals 1if the VC firm's headquarters are in London, Cambridge, or Oxford, and O otherwise.
Binary variable that equals 1if the fund is backed by the British Business Bank, and O otherwise.

Binary variable that equals 1if the fund's vintage year is between 2008 and 2013, and O otherwise. The omitted
category is vintages between 2002 and 2007.

Binary variable that equals 1if the fund's vintage year is between 2014 and 2015, and O otherwise. The omitted
category is vintages between 2002 and 2007.
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The interpretations of the coefficients in Tables 5.2 and
5.3 depend on how the variables are measured. The
variables can be classified into two categories: binary
variables and continuous variables. All binary variables

* There is a weak statistically significant association
between first funds raised and TVPI. Compared to
subsequent funds raised, first funds have, on
average, 52pp higher TVPI.

Findings from the vintage cohort subsample analyses

Table 5.2
are as follows.

Full sample regression output

* The correlations between the different VC stage )
2002-2015 vintage years

investment focuses and the return multiples appear

:Zkeree;g;i;ze Vearlcljeen?; Oeor;i,naj[n(d t?ig;:eefgﬁ:etuf * There is a weak negative correlation between VC to vary over time. For funds with vintages between _ () TVPI (2) DPI (3) RVPI
P nep gep PP & L firm headquarters in London, Cambridge, or Oxford 2002 and 2007, compared to early stage funds, Fund Size -2.038 4.790 ~0.828
return multiple. All continuous variables are logarithmic . (-0.13) (0.52) (-0.68)
transformations. and an easu wau to read their and DPI. Compared to funds whose VC firms have general funds have, on average, 96pp lower TVPIs.
gy o J wad . headquarters elsewhere, Golden Triangle funds There are no later stage funds in the 2002-2007 Venture General 4395 ~40.68 3270
coefficients is to interpret them as the percentage point ) S . : S (-1.51) (-1.62) (-0.21)
) ) S have, on average, 7Opp lower DPIs. vintage cohort which is why this variable is missing in
change in the return multiple for a doubling in the value this cohort's resression output in Table 5.3. For furnds Venture Later Stage -75.62%* -11.31 -64.31%%*
of the fund characteristic. Table 5.1 contains information e Later vintage cohorts are associated with lower with vintages bitween 200p8 and 2013 c.or'n ared to (-2.47) (-0.36) (-3.56)
on the type of variable (binary or continuous). DPIs and higher RVPIs. Compared to funds with 5 ’ P Investment Firm Age -23.72 -9974 -13.75
vintages between 2002 and 2007, funds with early stage funds, later stage funds have, on average, (1.61) (-0.82) (-1.35)
: : vintages between 2008 and 2013 (2014 and 2015) ggpp 'OW‘;BTL\(P'S daznggvm& For fé‘”ds W'fh VIntages  investor AUM 33074 36.05%* 2981
Econometric analysis results have, on average, 52pp (63pp) lower DPIs and 102pp etween an » cOmpared to early stage (2.54) (3.06) (-0.32)
i : (1270p) higher RVPIs. This is likely in part driven b funds, general funds have, on average, /4pp higher Fund Number 35.19 25.00 10.19
Table 5.2 shows the findings from the econometric . ]l?p E . f. | : ymnp A S DPIs and 179pp higher TVPIs, respectively. (1.24) (097) (0.66)
analysis using the 92 funds for which all characteristics the fact that funds from later vintage cohorts are Compared to early stage funds, later stage funds First Fund 51 4o 3135 2027
information was available. * ** and *** next to gounger.and therefore have exited fewer portfolio have, on average, 76pp higher DPIs. 1.67) 1.19) 077)
coefficients denote statistical significance at the 10%, companies. ) ) Total Number Raised 0548 19.20 6,280
5%, and 1% levels, .re.spectivelg. The more stars there Controlling for other observable fund characteristics ;l;‘l;z:g:il::‘or;ibt:tv:e;rns:itur:;\sm::‘gp\;zsf?:r: (-097) (-0.74) (-0.39)
are next to a coefficient, the more statistically there is no statistically significant association between h pany age, : for f in th Golden Triangle -6199 70.32* 8.326
significant the correlation between the fund funds the British Business Bank has invested in or life eadquar.ters seem to be stronger or u'nds " t. N (-1.64) (-1.89) (051
characteristic and return multiple, and the less likely sciences funds and their return multiples. 2014-15 vintage cohort.7For fundslwmh vintages in Life Sciences 9.272 11599 25.26
the finding is down to chance. 2014 and 2015, the fund’s number is positively (0.18) (-0.54) (0.76)
Tables 5.3 shows the findings from the same regression correlated with RVPIl and TVPI. On average, for ever _ B _
N g g 8 Y BBB 22.22 8.784 13.44
The main findings are as follows. models run separately for each of the three different doubling in the fund’s number in its sequence, RVPI (-0.96) (-0.53) 0.7
* Later stage funds are associated with lower RVPIs vintage cohorts. These subsample analyses provide and TVPI are 87pp and 11pp higher, respectively. Vintages 2008-13 4986 _5184% 1071.7%%
and TVPIs. Compared to early stage funds, later evidence 1.‘or. whether the corrglatlons between fu'nd The econometric analysis described here provides an (1.51) (-1.68) (5.74)
stage funds have, on average, 64pp lower RVPIs and characteristics and return multiples change over time. additional and complementary insight into the results Vintages 2014-15 64.05 _63.39% 107 4%
The regression findings should be interpreted with . (1.63) (-1.93) (5.81)
76pp lower TVPIs. presented elsewhere in the report.
. i . caution because of the small sample sizes. One Constant 79.44 0913 78.53
* Investor AUM is positively correlated .WIth DPI drawback of small samples is that it is more difficult to (0.78) (0.01) (0.98)
?nd TVPI. On average, for every doubling in assert the existence of an association. Observations 92 92 92
investor AUM, DPI and TVPI are 36pp and 33pp Adjusted R-squared 0.063 0.201 0.404

higher, respectively.
t statistics in parentheses
*p<0.1, **p<0.05, ***p<0.01
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Table 5.3

Sub-sample regression output

2002-2007 vintage years

2008-2013 vintage years

2014-2015 vintage years

(1) TVPI (2) DPI (3) RVPI (1) TVPI (2) DPI (3) RVPI (1) TVPI (2) DPI (3) RVPI
Fund Size 22.20 19.18 3.020 Fund Size 0.424 -3.505 3.929 Fund Size -38.28* -7972 -30.31
(1.06) (0.98) (0.71) (0.03) (-0.21) (0.33) (-1.83) (-1.54) (-1.72)
Venture General -95.51* -87.42 -8.092 Venture General -20.94 -14.05 -6.890 Venture General 178.9* 73.86** 105.0
(-192) (-1.71) (-0.67) (-0.64) (-0.44) (-0.21) (2.10) (2.94) (1.44)
Venture Later Stage = - N Venture Later Stage -568.20* -0.0459 -58.16%* Venture Later Stage 122.6 76.10%** 46.48
- - - (-192) (-0.00) (-2.24) (1.49) (3.58) (0.61)
Investment Firm Age -20.24 -30.63 10.39 Investment Firm Age 3.046 5.308 -2.262 Investment Firm Age -117.0** -26.97 -90.01**
(-0.68) (-1.09) (1.57) (0.20) (0.33) (-0.10) (-2.55) (-1.77) (-2.54)
Investor AUM 58.30** 56.15%* 2.148 Investor AUM 20.37 17.27 3.101 Investor AUM 45.84 6.293 39.55
(2.34) (2.31) (0.28) (1.09) (1.04) (0.18) (1.22) (0.41) (1.23)
Fund Number 90.38 101.7 -11.36 Fund Number -4.054 3.268 -7.322 Fund Number 111.3** 24.01 87.32**
(1.15) (1.26) -0.71) (-0.13) (0.10) (-0.31) (2.70) (1.75) (2.48)
First Fund 105.7 8798 17.70 First Fund 7718 12.96 64.22 First Fund 133.5%* 36.81* 96.74*
(1.37) (1.15) (1.07) (1.30) (0.23) (0.76) (2.36) (1.93) (2.13)
Total Number Raised -21.12 -26.80 5.687 Total Number Raised -19.34 -20.97 1.634 Total Number Raised -16.69 22.09 -38.77
(-0.41) (-0.52) (0.45) (-0.80) (-0.69) (0.05) (-0.20) (0.63) (-0.55)
Golden Triangle -96.76 -102.1 5.378 Golden Triangle -4.012 -156.96 11.95 Golden Triangle -201.8%* -231.4%** 29.55
(-1.27) (-1.36) (0.36) (-0.14) (-0.43) (0.36) (-2.74) (-8.39) (0.46)
Life Sciences -71.76 -49.72 -22.04 Life Sciences -20.07 8.477 -28.54 Life Sciences -7.609 -15.03 7.422
(-0.57) (-0.39) (-1.09) (-0.46) (0.16) (-0.83) (-0.11) (-0.72) (0.13)
BBB 13.33 13.19 0.135 BBB -38.94 -19.79 -19.15 BBB -10.53 -26.19 15.66
(0.21) (0.23) (0.01) (-0.91) (-0.73) (-0.44) (-0.28) (-1.40) (0.45)
Constant -178.1 -147.7 -30.40 Constant 9798 27.09 70.89 Constant 284.7* 209.0%** 75.66
(-1.12) (-0.95) (-0.84) (1.03) (0.25) (0.58) (1.93) (3.58) (0.61)
Observations 29 29 29 Observations 40 40 40 Observations 23 23 23
Adjusted R-squared 0.142 0.125 -0.148 Adjusted R-squared 0.091 -0.283 0.069 Adjusted R-squared 0.550 0.766 0.602

t statistics in parentheses
*p<0.1, **p<0.05, ***p<0.01

t statistics in parentheses
*p<0.1, **p<0.05, ***p<0.01

t statistics in parentheses
*p<0.1, **p<0.05, ***p<0.01
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Section 6.

Evergreen
investors

Whilst the majority of VC is invested
through Limited Partnership (LP) fund
structures, an increasing number of
‘evergreen’ venture capital investors have
become active in the UK in recent years.
These investors are either listed or invest
off their own balance sheet from funds
derived from other sources (for example
from a parent company). Many of these
evergreen investors have either a general
in technology focus or a specific focus on
investing in life sciences.*

UK Venture Capital Financial Returns 2020

Listed investment vehicles raise initial capital through
an IPO, and can then invest in a combination of private
and public companies, as well as raise additional
capital through further share issues. Most are
structured as an investment company or investment
trust. Upon realising gains in their portfolios, evergreen
vehicles can either re-invest the resultant cash or
distribute returns to their shareholders through
dividends. Investors are also able to realise gains
through increases in share price reflecting the value of
the underlying assets these investment companies
hold. However, due to evergreen vehicles having thin
trading volumes, share price volatility can be high and
the share price does not always reflect the value of the
underlying assets. This is further accentuated by
difficulties in valuing the underlying portfolios. This can
cause evergreen vehicles to trade at either a discount
or premium relative to their Net Asset Value (NAV). If a
vehicle is trading at a significant discount to NAVY,
issuing additional share capital may lead to dilution for
existing shareholders.

Evergreen investment vehicles offer a number of
features that are beneficial for making patient capital
investments in growing companies. Firstly, traditional
venture capital funds will have a lifespan dictated by
the LP agreement, which is usually ten years plus the
option to extend.®® This means that the funds will have
distinct stages in their lives — an investment phase, a
management phase and an exit phase. Evergreens face
no such constraints and are theoretically able to
pursue opportunities as and when they arise.

<=>

Investing in early stage companies, especially those in
certain sectors like life sciences or those with long
development times like university research may fall
outside of the time period fixed life funds can
consider.®* Traditional VC funds may also be forced to
exit an opportunity when significant upside potential
remains upon reaching the end of the fund's life.

Evergreen investors can also tap into a wider pool of
investors than a traditional LP structured fund. A
previous British Business Bank report® identified the
difficulties that some institutional investors can face
when allocating capital to venture capital funds.
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Performance of listed evergreen investors

This section considers the performance of ten UK
evergreen investment vehicles focused on making

VC investments into high growth potential companies.
These vehicles are listed on UK stock exchanges. As
publicly traded investment vehicles, they must release
interim and annual financial reports. All performance
data has been obtained from the most recent report
(As of October 2020). Where possible, performance is
considered from 2015. A significant number of these
vehicles publicly listed after 2015, meaning their
performance can only be assessed since inception.
Appendix 1 provides a definition of the performance
measures used in Table 1.

It is not possible to directly compare the performance
of LP structured VC funds against the performance of
listed investment vehicles as the measures used are
not directly comparable. In addition, many of the
evergreen investors are relatively new to the market
and have not yet developed a track record of achieving
realised returns for their investors.

UK Venture Capital Financial Returns 2020

Table 6.1
Summary of named evergreen investors

Name Investment focus

Arix Bioscience Biotech

Augmentum Fintech Fintech

Draper Esprit Technology

Frontier IP Technology

IP Group Commercialising IP

Mercia Asset Management Regional high growth companies

Merian Chrysalis Fast growing tech enabled companies
Schiehallion Fund High-growth private companies with potential

to become publicly traded

Schroder UK Public Private Trust ~ High growth private companies and and public
(formerly Woodford Patient companies with innovative business models
Capital Trust)

Syncona Life sciences

Year of IPO

2017
2018
2016
2011

2006
(Listing on LSE)

2014
2018
2019

2015

2012

Market cap

£147m
£146m
£706m
£36m
£872m

£95m
£591m
$628m

£268m

£171m

Source: British Business Bank analysis of individual evergreen investor annual reports (Data correct as of 14/10/2020)

NAV

£251m
£136m
£660m
£24m
£1156m

£142m
£462m
$515m

£413m

£1247m

NAV per share

185p
16.1p
555p
46.6p
108.8p

23.8p
137.3p
107.81¢

45.4p

185.6p

NAV per share
growth in period
since inception
or 31/12/2015

22%
17%
58%
123%
-14%

-16%
39%
8%

-563%

48%

Share price movements
in last 12 months
(as of 14/10/20)

0%

14%
25%
17%
26%

-21%
22%
12%

-12%

6%

Share price
premium to
NAV

-42%
8%
7%
52%
-25%

-33%
28%
22%

-35%

37%
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Overall, the mean growth in NAV per share is 23% and
the median growth is 20% for the named group of
evergreen investors, showing value is being created
from the underlying investments. On an annualised
basis, the mean CAGR NAV per share was 6% and the
median CAGR was 8%, showing the potential for good
future returns for investors.

The Woodford Patient Capital Trust is a well-known
evergreen investor but has performed poorly with a
53% fall in NAV per share over the period considered.
This has a large effect on the overall reported mean
performance of evergreen investors. If Woodford
Patient Capital Trust is removed from this list, overall
NAV per share performance increases to 32% for the
remaining evergreen investors.

Two of the analysed evergreen investors have a
specific focus on investing in life sciences; Arix
Bioscience and Syncona. Their performance was
relatively good compared to general technology
evergreen investors, generating NAV per share growth
of 22% and 48% respectively. This compares to NAV
per share growth of 23% for the wider pool of
evergreen investors.

Arix Bioscience was launched in 2017 and has grown its
NAV per share from 152p per share at the end of 2017,
to 185p per share as of June 2020. In recent months,
Arix’s underlying portfolio of biotech companies has
shown increased valuations showing the potential life
sciences companies have for creating value.

However, for the last two years Arix has been trading at
a discount to its NAV with its market capitalisation
lower than the value of its assets. This is in part due to
uncertainty round change in ownership resulting from
its largest shareholder (Woodford Equity Income Fund).
Arix’s Annual Report® states the need for ‘an orderly
transition of this holding to long-term supportive
investors, and remove the distraction and consequent
uncertainty’ This uncertainty has negatively impacted
on Arix’s share price.

In contrast, Syncona was launched in 2012 and can
serve as an example of a more established evergreen
investor. Syncona’s NAV per share growth is strong at
48%. It is also the only evergreen investor to report a
Total Shareholder Return (TSR) for the period as it paid
out dividends to its investors. During the period up to
September 2019, Syncona declared and paid a dividend
of 2.3p per share, which amounted to £15m return to
investors. The total shareholder return for this period
was 83%. Syncona’s strong performance has been in
part due to successful exits. In 2019, Syncona exited
two biotech companies, Nightstar and Blue Earth via
trade sales. Collectively, these two exits generated a
6.6x return multiple. These realised exits and resulting
strong balance sheet, helps explain why Syncona
shares trade at a premium compared to its NAV.
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Taken together, these results suggest evergreen venture
capital investors have the potential to generate good
financial returns — though many of these funds are
currently too early in their life to have generated exits
from the investments they have made.

This section has also demonstrated their growth in the
market and recognises their role in increasing the
availability of patient capital to UK businesses scaling
up. British Patient Capital has already invested in
evergreen vehicles, through its £30m investment in
Draper Esprit¥ but BPC will continue to be open to
invest in evergreen vehicles targeting the patient
capital gap.

Table 6.2
UK VC evergreen investors performance

Mean NAV per Median NAV per
share growth share growth
Since 31/12/15 23% 20%
(or inception)
Annualised basis 6% 8%
(CAGR)

Source: British Business Bank analysis of individual evergreen investor
annual reports
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7. Fund manager survey on VC market conditions

Section 7.

Fund manager

survey on
VC market

conditions

This year’s report includes the results of
new survey the British Business Bank has
undertaken of UK VC fund managers as
part of our data collection on VC fund
performance. Fund managers shared their
views on the market conditions on quality
of deal flow, exit opportunities for
portfolio companies and the fundraising
environment. Whilst this survey cannot be
considered fully representative of the
wider UK VC industry with just 22 fund
managers (covering 36 funds) completing
the survey, it provides useful insight
alongside the existing empirical evidence
of VC market conditions.
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Fieldwork for the survey was undertaken in August and
September 2020, just as restrictions were easing

and before the number of recorded Covid-19 cases
started to sharply increase in autumn 2020. Therefore,
the findings are valid for this period only, and fund

Figure 7.1

managers views may have changed since the fieldwork Per cent
was undertaken. 70

T 60
Survey findings
Quality of deal flow 50
Fund managers report that the overall level of
investment activity in the UK remains strong. From the 40
survey data compiled directly from VC fund managers, 36%
64% of fund managers considered the current state of 30

market for deal quality to be ‘good’, and 36% judged
the state of market to be ‘very good’. No fund managers

reported that they felt the market was poor for 20
investment opportunities.

10
One fund manager commented that even though the
market for larger Series A rounds for existing portfolio

0

companies was still weak, the quality of early stage
deals was picking up in Q3/Q4 in 2020 and this is Very Good
reflected in the broader market commentary.

Beauhurst confirms that H1 2020 was the best half on
record for investments over £50m.* Of these, the
largest was a £383m round secured by challenger
bank, Revolut, which valued the company at £3.52b
pre-money. This shows that there is still fund manager
appetite to invest, particularly in later stage VC.

Fund managers views of equity deal flow quality
in the current market

Source: British Business Bank survey of fund managers (n=22)

64%

0% 0%
Good Poor Very Poor
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In comparison to last year, fund managers generally
felt that the quality of investment opportunities were
still good, with 91% the quality of opportunities

were the same as a year ago. 9% felt that quality of
opportunities had improved compared to a year ago.
No fund managers reported that investment
opportunities had decreased in any way. This is
consistent with the market commentary, with
PitchBook data showing VC deal flow has held up in

2020 so far, despite the increased market uncertainty.

There was a total of 911 VC deals announced during
H12020, a 3% decrease from the previous half and
only a 9% decrease from the same time last year.®?

Exit conditions

Of the fund managers that took part in the Bank’s
survey, the majority felt that the current state of VC
market for successful exits was good on the whole:
55% funds felt that the market was good, with

a further 5% stating that the market was ‘very good".
In contrast, 36% felt the market for exits was poor.

However, in comparing opportunities for exits
compared to last year, 77% of fund managers felt that
the availability of exit opportunities for portfolio
companies was worse now, with none expressing that
the market was better.

This is not surprising as the IPO market in the UK
and Europe have been relatively slow this year, with
European markets only raising €5.4bn in H1 2020
compared to €12.2bn in H1 2019.4° This can be
attributed to high market volatility, as well as the
practical aspects of conducting an IPO during
lockdown. The London IPO market has been
particularly slow this year. This is not only due to
Covid-19 but also uncertainty around the UK'’s future
trading arrangements with the EU, and the impact it
might have on the UK’s financial services industry.*
In the year to July, just 13 companies listed on the
London market, compared to 58 in the same period
in 2018.%2
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PitchBook suggests it is unlikely that many start-ups
will be rushing to exit in the next few months.** Due the
current availability of late-stage capital and capital
from non-traditional sources, there is reduced pressure
for companies to exit. However, the number of exits
could increase in the second half of the year as
investor appetite increases once again following
suppressed investor demand and scarcity of exit
events earlier in the year.

With the HUT Group’s successful IPO in September

of this year, raising £920m for the company, and
£961m for existing shareholders, there are signs that
other successful listings are still possible in the UK’s
slow IPO market, especially in the technology sector.**
For example, whilst the majority of live sporting events
were put on hold in early to mid-2020, virtual ‘esports’
have grown in popularity. Guild Esports, an esports
company completed its IPO listing in October 2020.
The London listing raised £20m for the company,
allowing Guild Esports becomes the first esports
organisation to join the London Stock Exchange.*

This shows many technology companies have been
insulated or have even benefited from the Covid-19
and the subsequent lockdowns, which has led to

more online activity.

Figure 7.2
Fund managers views on current state of market
for successful exits

Source: British Business Bank survey of fund managers (n=22)
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7. Fund manager survey on VC market conditions

Fundraising conditions

Fund managers were equally split in their view on the
current state of new VC fundraising. 41% felt that
market conditions were good and 41% felt market
conditions were poor for raising a new VC fund. A

Fund managers response to Covid-19

The impact of Covid-19 has changed society and the
economy dramatically in 2020. VC markets are heavily
based on face-to-face meetings and networking, but
there has been a widespread societal shift towards

UK Venture Capital Financial Returns 2020

To summarise, most fund managers surveyed stated
that overall, the UK VC market currently has a good
quality of investment opportunities available, and the
majority of fund managers felt that the quality of
investment opportunities had not worsened but was

Figure 7.3
Fund managers views on current state of
VC fundraising

Source: British Business Bank survey of fund managers (n=22)
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th gt' & h ° the high d ‘ taint & gs- had more mixed views on the market for exits for their 45

e question, showing the egree of uncertain . . -

duest owne 6h o8 ! T Fund managers were asked whether they had changed portfolio companies and for raising new funds, 41% 41%
currently affecting VC markets. Furthermore, 59% of o . . . s 40 2 2
funds surveyed felt that fundraisin conditioés were their investment processes in response to Covid-19. reflecting the greater uncertainty in the economy.
ved & Most of the fund managers surveyed reported they In response to Covid-19, 86% of respondents stated

worse this year and 23% felt they were about the ) . 35
same. No fund manasers felt that fundraisin had adapted 86% stated they had changed their that they had changed their investment process,
Condi.tions had im rogved compared to 12 minths 200 investment process. For instance, by holding online showing that a large portion of the VC market has 30
Fund manasers also ox ressecrzljconcern around theg ' pitches or having video conferences instead of face to the capacity and resources to continue to invest in

erceived v%orsenin ofpthe fundraising environment face meetings. Of the few who declared that their growing businesses. =
Po! . & . g env ; investment processes were unchanged, there is a .
which may impact funds available for VCs in 2021/22 ility that th ready Usi ine bitch The survey was undertaken in late summer 2020, 20
onwards. POSSIDIILY that ehJ were aiready using online prtehes and so it is possible that conditions are beginning to 18%

) ) ) or operating virtually. change. The Small Business Finance Markets 2021 15
Recent data from PitchBook confirms Covid-19 does o . . . hat the Bank will bublish i Iy 2021 will
not yet appear to have adversely affected the As these conditions continue, investors will adapt to report, that the Bank will pu lish in early ¢ Wi
fundgraising environment in Europe, although many of them accordingly, and will become more confident to explore these market trends in more detail. 10
. : ’ make investment decisions in remote settings.

the funds closed in the first half of 2020 would have the slonsinT ne 5
already been in progress well before Covid-19
emerged. VC fundraising in Europe equalled €7.6 billion 0 0% 0%
by encll of I—||1?020,dsetting the géear on pace for a record Very Good  Good Poor Very Poor  Don't Know
annual total if trends continue.
British Business Bank british-business-bank.co.uk 33


http://british-business-bank.co.uk

Appendix 1. Definitions

Appendix 1.
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Venture Capital

Venture Capital (VC) is a type of Private Equity (PE)
finance provided by investors into small early-stage
companies with the potential for very high growth.
Finance is provided in return for an equity stake in the
business and investors generate a financial return

(or profit) on their investment when they sell their stake
through an Initial Public Offering (IPO), trade sale or
secondary sale. Many early stage VC-backed
companies are unlikely to have positive cash flows, or
even be generating sales at the time of VC investment.
It may therefore take many years until a company has
developed its technology and market position to allow
a VC investor to exit with a positive return. VC-backed
companies therefore differ to PE-backed companies
which are more established.

This report focuses on the returns made by funds
focused on making VC investments only. It does not
compare the performance of returns generated from
wider PE or other asset classes like investing in public
markets.

Financial performance metrics

There are several ways to measure VC financial returns.

Deciding which measure to use is often context
specific and dependent on the data available. The
following measures are used to assess fund
performance in this report:

¢ |nternal Rate of Return (IRR)

* Money multiples:
— Distributions to Paid-In capital (DPI)
— Residual Value to Paid-In capital (RVPI)
— Total Value to Paid-In capital (TVPI)

Internal Rate of Return (IRR)

IRRs are widely used by the PE industry to measure
returns because they offer a way of comparing two
investments with irregular cash flow timings and sizes.
The IRR represents the discount rate at which the Net
Present Value (NPV) of an investment’s future cashflow
is equal to zero. The IRR measure incorporates the time
value of money, so that £100 of returns generated
sooner is valued more than £100 realised in the future.

Money multiples

Multiples provide a relatively simple measure of an
investor’s return on their invested capital, providing a
cash-on-cash measure of how much investors are
receiving back from the capital they have committed.
Multiples are useful in that they show the scale of the
returns but a key limitation is that the time value for
money is completely ignored.*” A fund returning twice
the invested amount will have the same multiple
regardless of whether the return took two or ten years
to materialise.

Two multiples that are typically reported by funds

are Distribution to Paid-In capital (DPI) and Total Value
to Paid-In capital (TVPI), but it is also useful to know

the Residual Value to Paid-In Capital (RVPI) which is the
difference between the two multiples: TVPI = DPI + RVPI

* Distributions to Paid-In capital (DPI): The ratio of
cumulative distributions to LPs divided by the amount
of capital contributed by the LPs. At the start of a
fund’s life, this ratio will be zero due to there being no
exits to date but will begin to increase as distributions
(portfolio company exits) occur. When the DPl is
equal to one the fund has broken even, as the money
paid in is equal to money distributed. Any number
above one indicates that the fund has paid out more
than has been paid in, so that LP investors get more
than their initial capital back. This measure is therefore
useful at the later stages of a funds life as it is an
actual measure of fund performance directly
measuring cash received from exits.
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* Residual Value to Paid-In capital (RVPI): The sum of
cumulative net asset value of the investment, divided
by the capital contributed by the LPs. It calculates
the multiple of the investment would be returned to
investors if the unrealised assets were sold at current
valuations. Valuation of early stage companies can
be very difficult because of the inherent uncertainty
surrounding the prospects of the company. However,
the concept of ‘fair value’ is used to value the
unrealised assets at each measurement date, with a
number of recognised valuation techniques used.*®
The ‘Book value’ of unrealised investments is useful
for assessing performance during the early part of a
funds life, but offers no guarantee on future
performance as valuations can change over time due
to changes in wider economic and market
conditions. For instance, a high RVPI may be
indicative of an inflated market versus an accurate
representation of how much the portfolio can
actually be sold for eventually.*’ Globally, there are a
number of well-known later stage unicorn businesses
that have received funding at a lower valuation to
their previous funding round (known as a down-
round). This will effectively lead to disappointed LP
investors as the DPI does not match up to the
projected RVPI.5°

* Total Value to Paid-In capital (TVPI): The sum of
cumulative distributions to LPs and the net asset
value of the investments, divided by the capital
contributed by the LPs. It calculates what multiple of
the investment would be returned to LP investors if
the unrealised assets were sold at current valuations
and added to distributions that have already been
received. This is useful for assessing performance
during the early part of a fund’s life, like the RVPI
measure. While this can provide a more complete
picture on the returns from the fund, it is significantly
impacted by the valuation that is placed on the
unrealised investments remaining in the fund,
although the impact should reduce as the fund
matures and investments are realised.

Given this difference, many LPs rely on the TVPI
measure earlier in the life of a fund and DPI measure
towards the end of a fund’s life. Multiples tend to be
a more conservative measure than IRR as a zero-rate
reinvestment of cash flows is assumed.®’

Distribution of returns

There are large variations in performance between the
top performing funds and the remaining funds. It is
therefore useful to look at both the pooled mean and
median fund return figures, alongside the upper and
lower quartiles. The VC industry has a focus on
benchmarking upper quartile funds but there is no
universal method for choosing the reference period or
specific reporting metric, which will fluctuate from year
to year depending on the composition of the funds
included.®

UK Venture Capital Financial Returns 2020

* Pooled Mean: The return for the total group of funds
being analysed. This is calculated by aggregating the
realised and unrealised values across all funds, which
accounts for different fund sizes. This is the best
measure for estimating total market returns as it
includes the performance of all outlier funds.

* Median: The fiftieth percentile. The return of a fund
in the middle of the ranking. This represents the
return of a ‘typical fund.

* Upper quartile: The return of the fund in the top 25th
ranking. When all VC funds are considered, upper
quartile fund performance is higher than the
remaining three quarters of other funds.

Fees

The financial return metrics presented for LP funds and
evergreen investors in this report are net of fees (l.e.
fees are deducted). Management fees allow VC funds
to meet their own operating costs, whilst carried
interest fees relates to performance related share of
fund profits from realised investments.

Listed vehicles performance measures

¢ Net Asset Value (NAV): This is calculated as the sum
of the portfolio value, cash position and other assets
minus any liabilities. This represents the value of the
underlying portfolio which is based upon fair
valuation principles of private companies and market
valuations of public companies as well as the
balance sheet of the investment vehicle.

* NAV per share: This is calculated by dividing the NAV
by the number of issued shares adjusted for dilution.
This is a useful metric for measuring performance as
it adjusts for the effect of capital raising. Because of
this, movements in NAV per share are caused by
movements in the valuations of the underlying
portfolio. Therefore, this makes NAV per share a
more useful measure of value creation than absolute
changes in NAV.

* Total Shareholder Return (TSR): This is calculated
from movements in share price plus dividends. This
is a useful measure of capital return to shareholders
as it accounts for dividends which the other
measures do not. Paying a large dividend may lead
to a significant fall in NAV per share but would
constitute positive return to shareholders and may
be indicative of successful portfolio company exits.
This metric is only available for one evergreen
investor (Syncona) due to the relatively young age of
evergreen investors.
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BVCA

The British Venture Capital Association (BVCA)
represents the interests of the UK VC and PE Industry
and reports on the financial performance of its
members.>®

BVCA's membership comprises of over 260 PE and VC
fund managers. The BVCA, in conjunction with PwC
and Capital Dynamics, undertakes an annual survey of
its eligible members asking about the performance of
the funds that they manage. To be eligible for inclusion
the PE firm must be a full BVCA member, raise money
from third-party investors and manage that money
from the UK (although it may be invested elsewhere).
BVCA members investing from their own balance
sheet, quoted vehicles such as VCTs and listed PE are
excluded from the fund returns.

The BVCA annually publishes financial returns
information through its Performance Measurement
Survey.®* The report examines the performance of PE
and VC funds and then benchmarks them against other
asset classes. Overall, 117 fund managers (with a total of
813 funds under management) responded to the latest
BVCA survey. Fund data is presented anonymously in
pre-defined categories relating to vintage year.

Commercial data providers

Commercial data providers like Preqin and PitchBook
primarily source information on the performance of
funds from public filings by pension funds, Freedom of
Information (FOI) requests and voluntary disclosures
by fund managers (GPs) or LPs.

Preqin

Preqin is a provider of data and intelligence to the
alternative assets industry including PE, real estate,
hedge funds, infrastructure, private debt and natural
resources. It collects a range of information including

funds and fundraising, performance, fund managers,
institutional investors, deals and fund terms.

PitchBook

PitchBook is a financial technology company that
provides data on capital markets. PitchBook collects
and analyses detailed data on the entire private equity,
venture capital and M&A landscape - including public
and private companies, investors, funds, investments
and exits.

Other sources of information on VC
financial returns

The British Business Bank is the largest UK based LP
investor in UK VC.%® The Bank monitors the performance
of the funds it has invested in by collecting information
directly from fund managers. LP status ensures this
information is fully verified and has full coverage of funds
it has invested in. In line with the Bank’s role in

<=>

addressing market failures in finance markets, the
characteristics of funds invested in through the
Enterprise Capital Fund (ECF) programme may differ
to the wider UK VC market due to their focus on early
stage market, smaller deals sizes affected by the equity
gap and emerging fund managers.

Since 2013, BPC through the Bank’s previous VC
Catalyst programme has invested on commercial terms
in VC funds targeting UK scale up companies.®® The VC
Catalyst programme was targeted at helping VC funds
to reach a first close, which differs to the objective
BPC has for increasing the amount of patient capital to
UK scale up businesses. It is early days in the life of
these funds, but a summary of performance to date
compared to the wider VC market is included in
Section 4 of the report.

This year’s report also includes the results of new data
the British Business Bank has directly collected from
UK VC fund managers. The Bank collected fund level
financial returns information from 22 fund managers
(covering 36 funds), and also captured the views of
these fund managers on current market conditions on
quality of deal flow, exit opportunities for portfolio
companies and the fund-raising environment. These
fund managers were UK based, active in the VC market
managing close end funds, with a vintage year of
between 2002 to 2018 vintage or an evergreen investor
making VC investments in the UK.
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Appendix 3.

Methodology
for compiling

* Data on individual UK VC funds with a 2002 to 2018
vintage year was downloaded from PitchBook and
Preqin in September 2020. 2002 was chosen as the
first vintage year to avoid picking up effects from
the dot-com bubble and also to be consistent with
BVCA reporting.

th e co m bi n ed e Data from British Business Bank Ml systems was also
dataset

extracted for funds under the ECF, UKIIF and British
Patient Capital (including VC Catalyst) programmes
as these programmes are delivered by private sector
fund managers that have raised funding from private
sector sources.

e Funds with missing data relating to fund size, PIC,
TVPI and DPI was removed from the underlying
databases as it was not possible to calculate market
return figures. For instance, the reported PIC, TVPI
and DPI multiples were used to calculate the
commitment drawn, realised value and unrealised
vale in relation to the reported fund size for the
pooled financial return metrics. The individual
reported fund TVPI and DPI multiples were used to
calculate the median, quartile and decile returns
figures.

* The PitchBook and Preqin data was then cleaned
to remove ‘old’ fund data, which might relate to funds
strategically reporting returns, for instance taking
advantage of initial early returns. For funds with a
vintage year between 2002-2011, funds with the latest
reporting date less than seven years was excluded.
For funds with a vintage year of 2012 onwards,
a reporting date of at least 2018 was required.
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* The data was then visually checked for errors with a
focus on the largest reported TVPI and DPI multiples,
but it was not possible or feasible to check the
accuracy of information for every fund.

e Funds were assessed to ensure only VC funds were
captured. This sometimes involves reclassifying
funds from their PitchBook and Preqin fund
classification. All PE growth capital and buyout funds
were removed from the dataset. In addition, VC
funds which entirely invested in geographic areas
and developing countries outside of their listed
location was also removed from the dataset.

e This gave a total dataset of 220 VC funds (Table A2).
Financial returns figures may therefore differ to the
numbers published by PitchBook and Pregin
themselves which include all VC funds in their
relevant fund populations.

e Toincrease coverage of funds, the individual funds
from PitchBook, Preqin and BBB were all merged
into one single data file. To avoid the same fund
appearing more than once, funds were de-
duplicated® using the following sequential
preference logic:

1. British Business Bank supported fund.
This information has been verified/ audited.

2. British Business Bank survey data.
This information has been supplied directly
by fund managers

3. Most up to date reporting date. This to ensure
the latest information is captured.

<=>

4. Lowest TVPI multiple. This is to ensure most
conservative data source is chosen.

5. Largest fund. This is to ensure subsequent
fund-raising closures are captured

6. Oldest vintage

* This gave a total combined dataset of 145 unique
VC funds (Table A3).

Table Al

Number of VC funds 2002 - 2018 by data source
(Raw downloaded numbers)

BBB BBB Survey  PitchBook
UK 65 61 59 57 242

Preqin  Total

Table A2

Number of VC funds 2002 — 2018 and data source
(Cleaned)

BBB BBB Survey  PitchBook
UK 65 55 45 55 220

Preqin  Total

Table A3
Number of VC funds 2002 - 2018 and data source
(Cleaned and de-duplicated)

BBB BBB Survey  PitchBook
UK 62 39 20 24 145

Preqin  Total
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Appendix 4.
Detailed Table A4 Table A5
DPI performance multiple by two-year vintage category TVPI performance multiple by two-year vintage category
p e rfo r m a n ce Years AI\”::ed uQ Median LQ Number of Years Pooled uQ Median LQ Number of
ge funds Average funds
2002-2003 1.04 1.22 0.89 0.58 12 2002-2003 1.22 1.32 112 0.74 12
by 2-yea r 2004-2005 2.13 2.1 195 172 4 2004-2005 3.29 3.39 2.34 179 4
° 2006-2007 172 195 0.85 0.20 19 2006-2007 192 211 1.40 0.45 19
\V/ | ntages 2008-2009 095 1.32 1.09 0.78 13 2008-2009 163 180 160 1.25 13
2010-20M 094 1.02 0.60 0.26 1 2010-201 1.60 2.06 1.52 1.01 12
2012-2013 0.60 0.82 0.19 0.02 17 2012-2013 2.06 2.37 1.81 1.22 17
2014-2015 0.31 0.45 0.16 0 25 2014-2015 1.41 176 1.37 112 25
2016-2017 0.04 0.07 0 0 28 2016-2017 1.25 1.28 114 1.02 28
2018 0.02 0 0 0 15 2018 1 1.07 0.94 0.85 15
Source: British Business Bank analysis of PitchBook, Preqin, BBB survey data and BBB Ml data. Source: British Business Bank analysis of PitchBook, Preqin, BBB survey data and BBB Ml data.
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Disclaimer

The British Business Bank has made every effort to use reliable, up to date and
comprehensive information and analysis, but no representation, express or implied,
is made by British Business Bank plc and its subsidiaries as to the completeness or
accuracy of any facts or opinions contained in this report. Recipients should seek
their own independent legal, financial, tax, accounting or regulatory advice before
making any decision based on the information contained herein. This report is not
investment advice.

The British Business Bank accepts no liability for any loss arising from any action
taken or refrained from as a result of information contained in this report.
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British
Business
Bank


https://www.british-business-bank.co.uk
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