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The Role of Accounting in High-Technology | nvestments

Abstract

We present new qualitative empirical evidence fram series of interviews with

representatives of venture capital support orgéniss, which discusses the role of
accounting in high-technology investments. Our ubson is framed around three
propositions on: whether or not the stewardship oflaccounting still holds; the usefulness,
or otherwise, of accounting information in the \alan of high-technology investments; and
assessing the value of intangible assets in thestment decision. We find that accounting
no longer plays such a strong stewardship roldaicdy for the venture capital investor.
Further, its role in enabling investors to makeisleas on how, when and how much to
invest is limited. We propose that standard seti@ke this on board in revising reporting

requirements.

1. Introduction

This article explores the issues surrounding thefulisess of financial accounting to a
specific type of investor; the venture capitalisiowever, not only does it consider the
venture capital investor as an interested party/jtifocuses more specifically on those who
make investments in high-technology areas; thosasam which technology is seen to be
‘cutting edge’, or the most advanced technologylabke. This might be in life sciences

technology, such as biotechnology; or it could dguweddress innovations in engineering or
drug development. In addressing this issue, themapses a number of questions relating to
the format of existing financial statements: dosérg financial statements and international
or domestic GAAP require the provision of detaigtbugh evidence for this particular type

of user; can potential investors make sense ofigiiee for intangible assets produced in the



balance sheet of a high-technology company; carobtain independently a measure that
reflects the true value of a potential investmémtexample, through the extent of patenting;
and do investors really use financial statementsga they prefer their own methods of
evaluation?

Essentially, what we aim to do here is to presequalitative inquiry (cf. Thomas &
James, 2006), whereby we use inductive reasonihgAfthur, 1994) to analyse new
empirical evidence, in order to bring into focusrmolearly the issues at stake. Much of the
way in which venture capitalists work is not pubéd, and is only accessed by fieldwork
methods, in this case by face-to-face meetings repinesentatives of umbrella organisations
in the venture capital and business angel fielder&fore, we provide invaluable insight into
the mindset of the venture capital investor, thfoagr new empirical evidence.

Our research makes a number of assumptions whauhireesome exploration and
explanation. First, we consider whether there seavardship role at play in the investor-
investee relationship, in the sense that investxaire their investments to be managed and
accounted for effectively by the directors of tleenpanies in which they invest (cf. Gjesdal,
1981). As such, our work provides corroboratioreaflier research (cf. Hand, 2005) on the
stewardship role of accounting (cf. Heinle and Hafim, 2011). It does so by providing
empirical evidence to address this issue, insofait @oncerns the venture capitalist, as a
specific stakeholder in the organisation. Next, agsume that financial accounting has a
useful role to play, from the standpoint of an istee, in valuing a prospective investment
(cf. Raghunandan et al, 2012). Again, we providefiomatory evidence of Hand’s (2005)
and Wilkins et al’'s (1997) earlier literature ore timcreasing utility of financial statements as
the firm ages. Finally, the nature of the investmeray determine the extent to which
financial accounts can be, or are, of any use tdrya. In our particular area of interest, that

of high-technology investment in new businesses,thues of valuing intangible assets and



the potential for information asymmetry become mpartant consideration (cf. Lambert,
2001). Our evidence on investment behaviour in gerprovides empirical support for
Cassar’s (2009) findings for the US of a positie&ationship between patterns of financial
reporting and the extent of external funding.

We find that the venture capital market in the Ui &urope is buoyant and active,
but is becoming more cautious. Consequently, imvesh high-tech companies conduct their
own very detailed due diligence on any proposeé@stment. While projections of financial
statements are important in negotiating this typeneolvement, the stewardship role of
accounting is found to be of relatively little ceasience. While one might suggest that
improved accounting procedures could facilitate itheestor’'s role, our respondents, who
believe that the investors themselves make thedssstssment of the business by their own
means, did not support this. Accounting informati®mised, to the extent that it is available,
but is not the sole element of a successful investmEven when a figure exists in the
balance sheet for intangible assets, this doeginetthe investor all of the information that is
required to make the decision to invest.

Where debate exists in the practical world of aatiog, about improvements to
accounting standards, the standard setters needetermine whether or not these
‘improvements’ are a necessary amendment. For eeampuld a proposed ‘intellectual
capital statement’, with additional narrative, edpful to an investor? Alternatively, would it
simply provide too much information to a rival coamy, while at the same time imposing
additional costs on the preparer? Might the intobidm of such a repodecreaseaather than
increasethe probability of investment, for this very rea8d~urthermore, elaboration on the
detail behind the ‘intangible assets’ figure in fimancial statements is unpopular on the
same basis. Our findings suggest that there lis $ittpport from investors for making changes

to financial statements. The IASB Framework maylwselggest that financial statements



should be useful to investors, and should provaeesrelevant information; however, if the
investor sees no reason to make them any moreletgtahen there is little point in
unilaterally expending energy on making changethi® end. Instead, we suggest that the
IASB increase their efforts to get the investorgoimed in standard setting, if the changes
they propose are to be of any use to them atratbrdler to examine these issues further, we

now make appeal below to the relevant writingstbecs in our key fields.

2. Prior research
2.1 A stewardship role
In an interesting commentary on the significancest@wardship to financial reporting,
O’Connell (2007) laments the decreasing emphasasepl on this historically important
objective. The paper arises from a proposal trettnverged Conceptual Framework, of the
IASB and FASB, would no longer identify stewardship a separate objective of financial
reporting. Instead, it preferred an emphasis onptlo@ision of information that was more
decision-useful, although by its nature this wouldude the assessment of management’s
stewardship. From the standpoint of an investoe @muld wish to ensure that one’s
investment was being managed effectively, with dbals of the investor and entrepreneur
aligned (cf. Arthurs & Busenitz, 2003) and that mg@ment should be accountable to
investors (cf. Gjesdal, 1981). In addition, théormation provided by management should
enable sensible decisions about investment oppbtesinTherefore, the two roles played by
financial reporting would appear to be equally imant.

To understand better the difficulties faced by Btees in unquoted companies, we
refer to the legal obligations imposed on small panmes, regarding the preparation of
financial statements. In accordance with the CargsaAct (2006) small companies are only

obliged to file a balance sheet with Companies ldod$ie qualifying conditions for small



companies specified in article 382(3) of the ComgmAct (2006) require companies to meet
two of the following criteria: (1) a turnover of nmore than £6.5 million; (2) a balance sheet
total of not more than £3.26 million; and (3) noona than fifty employeesin the UK, a
small company can choose to provide abbreviatedusts, which do not include a copy of
the directors’ report or the profit and loss acdp@amd can include an abbreviated balance
sheet. Alternatively, they may present their act®watcording to the Financial Reporting
Standard for Smaller Entities (FRSSE) (cf. ASB, @0& simplified version of the more
comprehensive Financial Reporting Standards. Omtannational scale, there is the option
to choose the IFRS for SMEs (IASB, 2009); availaldeany company that does not have
public accountability.

In relation to this requirement, Kitching et al {2) attempted to identify users’
perspectives on the filing of abbreviated accouirisa series of interviews, some of the users
of financial statements argued that removing tRisngtion and requiring companies to file
full accounts would be more beneficial. On the othand, the preparers of financial
statements had concerns about confidentiality ssakating to the filing of full accounts.
Some users not only questioned the usefulnesstokalated accounts, but also expressed
concerns that not even the full accounts would $efull in today’s world. What all of this
implies is that there is a difficulty in valuingettsmall or early-stage business, by reference
purely to its financial accounts (cf. Ekanem, 20GB)d that investors must be finding some
way of their own of evaluating the companies inathihey choose to invest. Indeed, Heinle
and Hofmann (2011) argue that reduced emphasih®@rstewardship role and subsequent
lesser reliance by investors on ‘hard’ financidbmmation has led to a greater demand for
more so-called ‘soft’ information, which might incle estimates of future performance. This
leads us to our first proposition, to be examinedhe light of empirical evidence from

investors:



P1. The stewardship role played by accounting iBnoited importance in a venture

capital setting.

2.2 The valuation role of accounting information

The objective of financial statements, as definedhie IASB Conceptual Framework for

Financial Reporting (2010) is ‘to provide financialormation about the reporting entity that

is useful to existing and potential investors, knsdand other creditors in making decisions
about providing resources to the entity’. Berryab{1993) and Deakins & Hussain (1994)
debate the merits of financial information providgdsmall firms to bankers. Our concern is
on whether the information contained in the finahstatements is useful for investors; or,
more specifically, for our purposes, the ventungtehinvestor?

The AICPA published a report on improving businessorting, taking the customer
as its focus (thdenkins Report, 1994The committee charged with preparing this report
used surveys of users’ needs, including those wésitors, to address concerns that these
stakeholders had about the relevance and usefubf@disaspects of business reporting, with
a recognition that financial statemeper seremained important. Amongst its findings was
the feeling that financial reporting did not pro®ignough, or good enough, financial
information to meet its users’ needs. Particulargjevant to our own work is the
recommendation that financial statements shouldidecdisclosures surrounding intangibles,
for example, a description and duration of impdrtpatents (cf. Beattie et al, 2004,
Raghunandan et al, 2012).

Various pronouncements relating to valuation hasenbmade by official accounting
standard setters. For example, the Financial AdoogirStandards Board’'s statement of
Financial Accounting Standard No.1%air Value Measurementslefines fair value as ‘the

price that would be received to sell an asset ..annorderly transaction between market



participants at the measurement date’ (FASB, 208). In relation, specifically, to
intangible assets, it recommends a valuation metitdh depends upon NPV calculations
of expected future income flows to be generatethftbat asset. The IASB issued IFRS13
Fair Value Measuremer{R011), with a similar definition of fair value. #seful summary of
literature in this area is provided by Chea (201#)p tracks the development of (primarily)
US developments in the area, and highlights tHecdifies in determining a fair value based,
for example, on market prices. A further examiatof IFRS adoption in Australia is
undertaken by Chalmers et al (2011), who find & letween accounting information and
market value (cf. also Gil-alana et al, 2011).

Few studies appear to shed evidence on the useaicfal statements by high-
technology investors specifically. Hand (2005) lakps that despite the fact that
technological companies have different charactesistfinancial statements are still value
relevant to hi-tech investors because US GAAP,lamib IFRS, is deemed to be useful
(FASB, 2010 para OB2; IASB, 2011 para OB2) for millestors, regardless of the
environment in which the firm operates. The IASBarRework states that financial
information affects the decisions of investorstihas a predictive or confirmatory value, or
both (IASB, 2011 para QC7). Pope (2010, p.90) pomit that ‘financial ... accounting ...
information has a role to play in the valuationqass’ of an organisation.

Hand’s (2005) evidence shows that the financidkstants of young firms are not as
relevant as those of public companies, on whichhhmesearch has already been conducted
(e.g. Dahmash et al, 2009; Oliveira et al, 2010wathainani, 2009). Non-financial
information such as patent scope, and the ageedirth, appear to be more value relevant in
the case of the firms in which venture capital basn invested. Hand’s (2005) research
shows how, in the case of listed firms, non-finahziformation is highly irrelevant. Another

conclusion which can be drawn from the same stdyhat the relevance of financial



information increases as the firm matures. On therohand, the non-financial information
becomes less relevant as the firm progresses. Haocerding to Hand (2005), non-financial
information acts merely as a substitute for finahénformation, when the latter is not
available. The results of Hand’s (2005) study slibat, during the first round of financing,
the financial statements are value irrelevantina Wwith classical finance theory, which states
that the value of a company is equivalent to thles@nt value of growth opportunities, where
firms have no assets in place other than humanatapiand’s quantitative analysis is now
relatively stale-dated in this fast-moving industifybiotechnology, as the data relate to the
period 1992-2000 and therefore pre-date the cuglebial financial crisis. Further, it suffers
from an element of sample selection bias, by logkinly at firms that have reached the stage
of listing for IPO, and in focussing on the US aonThe usefulness of financial reports to
investors, as they stand, therefore, remains quegile and is worthy of further more
gualitative exploration, in particular for the UKdEurope.

Armstrong et al (2006) follow up the study by Haf@2D05) in analysing the
usefulness of financial statements for venturetalgis across diverse industries. They find
that financial statements are important when it esitio the pricing of equities of early-stage
companies. Further, the cost items in the incormgestent are an important aspect to the
venture capitalist, because the cost of salesngetheneral and administrative expenses and
research and development costs of early-stage coegpare viewed as investments which
lead to increases in future revenues. A relatignsbtween the market value of the firm, and
two balance sheet figures (cash, and non cashbles)a as well as between the market value
and the non financial variables (firm age, numlddmancing rounds, and number of patents)
is identified.

It is possible that the profit & loss account, mcome statement (and not the

statement of financial position, or balance shieetised in the valuation of companies (Basu



& Waymire, 2008; Elwin, 2008; Skinner, 2008; Wrigl2008). This is shown, for example,
in the study by Roberts & Barley (2004), where noh¢he venture capitalists interviewed
mentioned that they make use of the balance shestiead, they were more concerned about
profit margins and the accuracy of the financiatements, rather than any specific figure in
the balance sheet. The argument that the incontensat is what matters for valuation
purposes has been used by academics against aménntbe intangible assets balance
sheet recognition rulés.As Basu & Waymire (2008) explain this idea is something new;
Graham & Meredith (1937) had already argued th#dnue sheet valuations of intangible
assets should not be taken into consideration.ir Bngument was that what matters are the
earnings that are generated because of the intaagiut not the value of the intangibles
themselves. Though dated, their argument remaihd,\and is worthy of further empirical
investigation.

If the financial statements are not entirely usébulthe venture capitalist what other
aspects might they consider prior to investmentkMg et al (1997) suggest that, initially,
what matters is the founders’ knowledge and expeeg however, as the firm matures,
financial information becomes more important. Ratthan placing an emphasis on financial
statements, there is an emphasis on the humaralkcaggect. Besides this, venture capitalists
also consider the type of industry, the amounngéstment needed, the technology that the
company possesses, business plans and also direadii@ct social ties (Shane & Cable,
2002). It is important to point out Knockaert et(2D10) outlined that European venture
capitalists are not heterogeneous in their investsné/Nhilst some venture capitalists are
concerned about strong financial prospects, otlverdd tend to focus on a strong proprietary
regime prior to investing, or on the human captpect. It is not uncommon for only one of

these three aspects outlined to be taken into deregion.



Shane & Cable (2002) argue that any estimates nmatkee business plans provided
by the entrepreneurs do not affect the investogsgions. Similarly, Reid & Smith (2005)
find that investors are sceptical about the usefgnof published financial statements and
prefer to make their own assessments. In pradti® can be seen, for example, in the case
of intangible assets. A guide published for businesgel investors outlines a series of
guestions which will potentially lead the investor assess indirectly how valuable is the
intellectual property e.g. the geographical sceme, any pending litigation (British Business
Angels Association, 2009). The results of the stiogyReid & Smith (2005) were therefore in
line with earlier studies carried out in the UniteBtates and Canada by
Pricewaterhousecoopers in the late 1990s, whichddhat only seven per cent of investors
in high tech companies perceived financial stateasmenbe useful (Eccles et al., 2001). It is
also in line with an earlier study by Sweeting (1R9who found out that the financial
statements provided with the business plans warmsidered to be of secondary importance.
Could it be, therefore, that, as Jones and Dugda®94) suggested, there is still a
discrepancy between investment appraisal undertdkenacademics, as compared to
practitioners; and where does the useful infornmali, from an investor’'s standpoint?

Reid & Smith (2005) argue that, for investors, th®vn due diligence appears to be
sufficient in evaluating potential investments. Y¥halso point out that investors are
unenthusiastic about increasing the legal disceosaquirements in order to include more
information in the financial statements. Investbedieve that the decision on whether to
invest in a particular company should be basedhendue diligence process and not on the
published accounting information. In a subsequeatlys Reid & Smith (2008) identify
mixed views on the relevance of the financial stegets. Whereas some investors argue that
financial statements are useless for their purpasese entrepreneurs point out that financial

statements are very useful, not only for themselvesalso for their investors. Some explain
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that the most useful figures are the earnings beiimierest and tax shown in the income
statement and future projected income growth (alghoone would question the R&D figures
included in the income statement). This is alsdina with the earlier study by Sweeting
(21991), which found that financial figures are wompletely ignored, but that it is more a
matter of verifying whether the figures providec aredible. We accept that financial
accounts contain material that investors couldasse basis for investment. Thus, we state
our second proposition as follows:

P,. Financial accounting provides valuation inforimatthat is useful to existing and

potential venture capital investors.

2.3 The problem with intangible assets

The present recognition requirements of intangisigets are aimed at ensuring the reliability
of the financial statements. However, as Barromal.ef2002) outline, that reliability is being
obtained at a loss of the predictive value attabig to financial statements. Furthermore, it
is important to note that both the conceptual fraor& of the IASB and FASB indicate that
the financial statements might not be sufficient fiavestors, and that other sources of
information might need to be used (FASB, 2010 gaB%; IASB, 2011 para OB6). Rather
than showing the actual value of the company, thantial statements are only meant to
assist in the estimation of such (FASB, 2010 paBv;OASB, 2011 para OB7). In this
respect, in a publication on the reporting of infiation on intellectual capital, CIMA (2003,
p. 26) states that ‘financial statements should/ dird seen as a part of a jigsaw of how
companies assess and communicate value’. For egaifipé European Commission (2006),
in the RICARDIS Report, argues that so-called liet#ual capital statements’ could also be
useful for venture capitalists, in assessing ardkrstanding further profitable opportunities.

One further problem is that new companies oftematopublish full financial accounts, so it

11



remains questionable how willing they might be tablsh additional information.
Specifically what the nature of this informationghi be is something that existing research
fails, yet, to identify.

It has been argued that intangible assets haveglaymore important role in recent
years (Cafiibano et al., 2000; Garcia-Ayuso, 2008y,12000; Wilkins et al., 1997). In view
of this increased emphasis on intangible assetsth&@aman et al (2002) contend that
financial statements fail to reflect accurately therent situation with regards to intangible
assets, and that as a result of the inadequatgnitiom and disclosure of intellectual capital,
financial statements are less relevant for thestore Moreover, while Dahmash et al (2009)
find that the information produced on intangiblseds tends to be ‘value relevant’, it is found
to be ‘biased’.

We could argue that, by incorporating figures esdato intangibles in the balance
sheet, we are increasing the amount of uselessnatwn for investors. This would happen,
for example, if forecasts were done solely on tagidof the balance sheet, implying the use
of outdated information, given that the balanceeslsbows the position of the company as at
year end (Elwin, 2008). Pope (2010, p.100) sugptbre view that we must consider the
reporting incentives of firms, and that we mustthar recognise ‘the potential role of
financial reporting in reducing asymmetries betwemsestors and firms’.

Expanding upon the idea that financial reporting aertain nature might be of value
to investors, a particular type of intangible assgtich lends itself nicely to investigation by
researchers, given the wealth of information tretreadily accessible through various
databases, is the patent. It serves as an indicttat the organisation believes it has an
invention worthy of protection, and therefore cah @ a ‘signal’ to potential investors that
there is something of value within the firm (cf.d&h & Keilback, 2007; Hsu & Ziedonis,

2007; Baum & Silverman, 2004). There are othearigtble assets too (e.g. licenses,
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trademarks, copyrights, human capital) which, dguahay not be explicitly identified and
valued on the face of the financial statementsyuch in themselves create additional value
from an investor’s standpoint (c.f. Oliveira et20,10; Basu & Waymire, 2008).

Given the uncertainty associated with young teabgiobl companies, we might
expect a greater demand for accounting informati@assar (2009) identifies a positive
relationship between the frequency of preparatibnfimancial statements and external
funding. However, when looking at separate findnstatements, he does not find any
relationship between the frequency of preparatiothe® balance sheet and external funding.
The frequency of preparation of a cash flow staténappears to be the only historical
financial statement which is positively relatedhie amount of intangible assets held. On the
other hand, Cassar (2009) shows a significantioelstip between intangible investments
and forecasts, suggesting that prospective finamtiarmation is more relevant for early-
stage high-tech companies, given the significanbwarh of intangible assets which they
would typically have. Whilst this is a useful gtitative analysis of US-based entrepreneurs,
the rather idiosyncratic measures of patents, gitédes, venture capital funding and financial
reporting obtained from the secondary-source databda not necessarily lend themselves to
a comparative analysis, from our point of view.vé the legal requirements, it might be the
case that the income statement of a particular fsnmot published; and therefore there
appears to be no publicly available source wherefthancial information can be obtained.
Therefore, it appears that investors have to ralynéormation provided by the entrepreneur
himself, in the due diligence stage. Our third &ndl proposition is therefore:

Ps. The venture capital investor’s ability to valagangible assets is a determinant of

their decision how and when to invest in high-textbgy companies.
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3. Method and M ethodology

3.1  The venture capital setting

We take our definition for ‘venture capital invesint’, as investment in high risk early-stage
companies, ‘in return for equity (i.e. shares),hwtihe aim of generating substantial capital
gains by selling those shares at a later date gfw@ome form of exit event’ (Pearce &
Barnes, 2006, p.6). Whilst, in the USA, the terenture capital usually refers only to
investment in businesses which are in their eaidges, in the UK, sometimes the term
‘venture capital’ is synonymous with ‘private equit(c.f. British Venture Capital
Associaton, 2010). In this respect, the Britigtntire Capital Association (BVCA), clarifies
that, in the UK, ‘private equity’ refers to ‘mediutm long term finance provided in return for
an equity stake in potentially high growth unquotedmpanies’, irrespective of the
company’s development stage (British Venture Caplasociaton, 2010, p. 6). This
difference was highlighted by Reid (1998) who iadexd that venture capitalists in the UK
have typically tended to invest equity in the latges of the development capital cycle.

In terms of the definition of venture capital, Mas& Harrison (2004) argue that
there are two sources of venture capital in thaddnKingdom. The first is business angels,
who are usually entrepreneurs willing to invesirtiog/n wealth, either on their own or with
other high net worth entrepreneurs; the lattereierred to as ‘angel syndicates'. The second
source is venture capital firms, who create ventaygtal funds. Financial institutions and
other investors invest in such funds. In the Ukese funds tend to invest in later stages of

the investment cycle (Mason & Harrison, 2004).

3.2 A measure of intangible assets

14



There are various measures of patenting activay &ne available to researchers, in trying to
identify causal linkages between R&D activity angtsade investment. For example, we
might consider the simple act of applying for agpatas one indicator; another might be the
grant of a patent in a particular regime, or geplgial location. Further indicators might
include a simple patent ‘count’ of the number dfepés held, or the size of patent ‘families’,
which are effectively a measure of geographicalpscshowing how widespread is the
protection offered for a particular invention (¢fand, 2005; Schertler, 2007; Conti et al,
2011; Munari & Toschi, 2008). Whether or not inees use patents and/or other intangible
assets as a ‘signal’ or indicator of investmentigak something that can only be addressed
by empirical investigation.

Where patenting is seen as an indicator of valainrganisation, we might expect it
to affect the level of investment that an inveswowilling to make. Linkages between
patenting and the size of investments made hava legplored in the literature (e.g.
Cockburn & MacGarvie, 2009; Mann & Sager, 2007; iBa& Silverman, 2004), though the
majority of this makes use of secondary source dath as such, provides little explanatory
confirmation of the results. In addition, what hapg to patents after the initial investment is
made has been examined by a number of researdfetso(tum & Lerner, 2000; Ueda &
Hirukawa, 2008; Bertoni et al, 2010; Dushnitzky &rox, 2005). In some cases, venture
capital investment is seen to increase after dralrfinancing round of venture capital, but

again, there is little explanation as to the unded reasons why this might occur.

3.3 Methodology
This study is qualitative and exploratory in nafurethat it relies upon data gathered from
unstructured fieldwork interviews with key commuatiars in the field (cf. Morgan and

Smircich, 1980). As such, the intention is to pdavirich and detailed description, as
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advocated by the likes of Chua (1986), Ryan, Scagehheobald (2002) and Parker (2008).
The fieldwork took place by means of a series dtiwetured interviews (cf. Qu and Fumay,
2011) with representatives from early stage inweassociations, representing investors in
the United Kingdom and Europe. The meetings toakgihdy one hour, with participants
taken from the British Venture Capital Associati@VCA), the European Venture Capital
Association (EVCA), LINC Scotland, and the BritiBlusiness Angels Association (BBAA).
They included senior executives with extensive eégpee of the industry, for example: the
Chairman of LINC Scotland, the Business Angel suppwganisation, who has been
chairman and chief executive of a variety of organons; the chairman of the BBAA, a
qualified chartered accountant, with experienca fisance director and chief executive of a
number of privately owned SME companies; and thadH# Research at the BVCA.

Seven interviews were conducted between August Recember 2011 and, for
reasons of confidentiality, the information gatlteremains deliberately anonymous and non-
attributed. The intention was not to achieve dsé#uration’ (cf. Guest, Bunce & Johnson,
2006), but rather to generate propositions thathinigter be translated into more readily
testable hypotheses. The views obtained are tirerdfeld to give a flavour of current
‘investor sentiment’ (Barberis et al, 1998). Uugstured face-to-face interviews were
suitable for this work, given its exploratory nacf. Blumberg, Cooper & Schindler, 2008),
and because they allowed for more detailed disonssi new ideas which might arise during
the interview itself (Scapens, 2004).

An introductory letter was sent out by post ancelyail, with subsequent reminders
also sent by e-mail, outlining the nature of thejget and setting out the proposed agenda for
interview (cf. Table 1). The interviews were eitheld at the offices of the organisation in
guestion or at a suitable alternative location sstgd by the participant. With permission,

the interviews were digitally recorded, an appro#@it some have criticised, on the basis
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that the transcription of recorded data leads tesma amounts of redundant information
which needs to be transcribed (Reid, 1998). Foigthe need for an audio record is possible
when there are both interviewer and rapporteurl@viai; one to ask the questions, and one to
note the answers. However, as only one persortovamnduct each interview, in this case, it
was deemed preferable to have a taped recorditigeaheeting. Brief notes were also taken,

in order to maintain focus (cf. Ghauri & Grgnhaf@05) during the course of the interviews.

[Table 1 near here]

The research agenda shown in Table 1 was develfpedcareful appraisal of the
relevant literature. It was proposed as a ‘sofjerada, with room for negotiation and
modification to make it suitable for the particutaspondent being interviewed. The three
major sections had ‘prompts’ within them, to alléev further probing on particular issues.
The discussion opened with a general overview (@e@), in order for the interviewer to
learn the current state of the investment markethfgh-technology companies, from the
respondent’s point of view. It enquired into thenture capital scene in the UK and/or
Europe, in particular, depending on the respondebp&ckground (cf. BVCA, 2010; Reid,
1998; Mason & Harrison, 2004). It then expandet ia discussion of the early stage
investment market (cf. Pearce & Burns, 2006) angestment in high-technology firms,
specifically (cf. Hand, 2005).

Section B was designed to discuss the format ditieg financial statements, and
their utility to the potential investor, when itrmes to evaluating a possible investment
opportunity. It looked first at the usefulness aetbvance of financial statements, as they
currently exist, in order to determine whether thdjil their remit of providing information

that is decision-relevant (cf. IASB, 2010; Kitchiegjal, 2001; Ekanem, 2005; Pope, 2010;
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Eccles et al, 2001). It then further probed onldmares of intangible assets, specifically (cf.
Dahmash et al, 2009; Cafiibano et al, 2000; Gargisgsd, 2003; Low, 2000; Wilkins et al,
1997; Seetharaman et al, 2002). Respondents wkeel avhere appropriate, to suggest any
further possible improvements to current finanggborting requirements (cf. Georgiou,
2010), and to comment on the possibility of intradg new financial reporting measures,
along the lines suggested, for example, by the figan Commission’RICARDISreport (cf.
European Commission, 2006; Mouritsen et al, 200E)nally, in this section, they were
asked to identify any other data that was usedckterthine the value of a new investment (cf.
Hand, 2005; Armstrong et al, 2006; Wilkins et &97).

The final section, Section C, was designed to expliurther a particular type
intangible asset, chosen to represent the intalé@roperty in an organisation, viz. patents,
in order to get a sense of whether or not they vaarémportant criterion to the investor in
making his or her investment decision. We askesd Whether the existence of a patent, or
patent application, might be seen as a signal tmastor of a company worth backing (cf.
Engel & Keilback, 2007; Hsu & Ziedonis, 2007; Bagnsilverman, 2004). The respondent
was invited to suggest alternative intangible as#eat might also be assessed in this way
(e.g. Oliveira et al, 2010; Basu & Waymire, 200®)ifferent measures of patenting activity,
such as patent count, patent families, and so a@re wliscussed next (cf. Hand, 2005;
Schertler, 2007; Conti et al, 2011; Munari & Tos@2008). We hoped thereby to discover
whether patenting would affect the size of the stweent, and so opened this up for debate
(Cockburn & MacGarvie, 2009; Mann & Sager, 2007uBa& Silverman, 2004). Towards
the end of the interview, we asked respondents wiad likely to happen, as regards
patenting, once the initial investment had beenan@fl Kortum & Lerner, 2000; Ueda &
Hirukawa, 2008; Bertoni et al, 2010; Dushnitzky &rox, 2005), and gave respondents an

opportunity to add anything further that they migbem appropriate.
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4. Findings
4.1. General overview
Each interview opened with a general discussiouath@ current state of venture capital and
a recognition that the market had become more @asif late, with early stage companies
needing to seek business angel funding, while #@ure capital investments were being
directed towards latter stage, more establishechaeoms. Some of the comments from our
respondents illustrated the way the market hadgddras shown below:
“In early stage companies ... it's all business asig&he venture capitalists have
withdrawn from early stage ... you do not see themy weuch until the companies

have become much more mature.”

“It is declining because around the year 2000 wekdhhubble, at a time when venture
capital in Europe was too young to have had speletasuccess, so around the year
2000 huge amounts of money were put into ventupgtadaand a lot of that money

was wasted.”

“The amount of money that goes into the seed amly stage of the start of the
business by the VC community in the United Kingdsrabout £200 million, whereas

the amount given by business angels is about fimastas much.”

Respondents were asked to comment on sectoralatiffes and, in particular, on
whether they thought there was now any bias agamvseistments in the high-technology
sector. The general conclusion was that high-telcigy was still popular amongst investors,
and that the UK government, in particular, wasrtgksteps to make this a more attractive

proposition for investors:
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“VCs still like high tech. It still has a lot of g&dntages, particularly in terms of low

start up costs.”

“There is no bias against the high-tech sectoredbk of start-up costs is one of the
appealing things, particularly in an uncertain expuoit environment, where the option

value of waiting in large expensive investmentgeis/ high.”

“We are still undersupplied in the United Kingdontiwseed and start-up capital, but
this is an area that policymakers are looking attiqularly in the angel market with
enhanced tax breaks ... They want to see the momnggtéa to technology start-up

businesses.”

Our feedback from this section of the interviewggrsts that, while the investment
market is still active, there is perhaps a needrfore at the early-stage, where seed corn and
development capital are needed to push for growthexpansion. In this regard, the UK
Government has begun to take steps to encourade isuestment through new policy
initiatives. It is encouraging to note that respemd found the high-technology sector to be
buoyant and still attractive to investors, evenutjio such investments were ‘difficult’ to
undertake, with the main attraction appearing taha¢ the fixed capital requirements in the

sector are low.

4.2. Stewardship in accounting
We now assess whether our propositions, develobedea have any grounding in fact, by

using feedback from our fieldwork to illustrate theactice of investors. First, we examine
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the proposition that the stewardship role of actiognis falling out of favour. In order to
address this issue, we draw on evidence about $beand usefulness (or otherwise) of
existing financial statements, when the investaneao making an investment decision.
How important, we wondered, were such documentisganvestor?
“It matters, but it's not a very important piece péper. All you are doing is
establishing that the company has got all its liiéds and assets correctly stated but
these companies are not yet making profit, probdblyt have sales. We look at the
balance sheet, but it does not really have muchirngeaon the value of the

investment.”

“For any company, the historical financial statetsesre an important resource and
audited financial statements even more, because iheense of value created by the

independent nature of the audit.”

The impression gained from the above responsdwmisit financial statements exist,
then they are considered; it is better to be fulfprmed than not, though projected future
statements are more useful than past historicrs@atts: “historic financial statements are not
a very major component of due diligence”, “when’yeunvesting, you’re investing in future
value, not past value. If the patent is worth amghit will generate sales in the future. The
value of the past is almost irrelevant, it's abih future”, or “the historical financial figures
are not terribly important. We are much more ieséed in the forecast, the future financial
figures.” But often they were considered to be $ymg ‘starting-point’, from which the
investor could then explore further the underlyasgumptions behind the figures included in

the statements: “financial statements are usefdlaaa an important part of any investment
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decision, particularly when talking about intangilalthough) there is always an issue about
the degree of uncertainty around some of the assomspand some of the valuations within
those financial statements.” However, if it were to the particular investor to seek such
information independently, for example from CompanHous&then the costs of doing so
might outweigh the benefit that might be gainedrfrihe additional information, which may,

in any case, be redundant:

“Usually, if we receive the statements, and thegnse¢o be adherent, we might not
confirm them from Companies House. Quite often .e itiformation at Companies

House may be out of date.”

“In general, whatever information we want we get so. if we're provided with
accounts which leave questions then we ask questim the fact they don't file the

full accounts with Companies House is irrelevant.”

“Financial statements are a useful backdrop andulséarting point but a typical
venture investment will involve several meetingstween the VC and the
entrepreneur or the company management ... | domik thaving more explicit

disclosures will stop that process of further inigzgions.”

Although they are not perfect, investors believat tthere is nothing intrinsically
wrong with financial accounts: “clearly financigbhtements are always not the whole truth
and sometimes they're not even very close to thih tr.. but | don’t think anyone believes

there is an easy fix to this”. To require more dethdisclosure would only add to the burden
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(in terms of complexity and/or cost) already placedyoung high-tech firms: “accounting
standards are getting more complicated, and onrsopal basis you would argue on
simplification rather than increasing the complgXiSo financial statements are regarded as
a starting point that the investor might use tatharsue his or her own line of due diligence.
The narrative surrounding various financial repomsluding the business plan, executive
summary and any disclosures about future expeott@we all considered more worthy of
attention at the early stage and prior to investmen

There is a huge amount of due diligence undertékemvestors, to supplement the
information that they have been given by investemmanies. What is important tends to
vary according to the nature of the investmenhergector in which they are investing. Very
often, the personal qualities of the team or mamege are important, as is their experience
in bringing a project to market. The existencecofitracts for sales, or identifiable future
revenue streams, might be a deciding factor tobth@& end of the day, it seemed that each
potential investment was appraised on its own mentith financial statements only
providing part of the picture.

Our respondents seem to indicate that financipbnte are a necessary source of
information about a new high-technology investmanij that they are used as an indicator;
but the existence of intangible assets, such adlantual property, or patents, in the
statements serves merely as a foundation for fuitivestigation to determine the underlying
assumptions behind any valuations. Although firelneports cannot provide the whole
story to investors, there did not seem to be arlly foa changes to required reporting
standards or for additional reports on intellecpalperty, specifically. Doing so would only
complicate what were seen to be already complexinements, as regards financial
reporting. In terms of what this tells us about puwposition, to a venture capital investor,

financial accounts appear to provide complemeniafigrmation that will support, but not
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determine, decision-making. Further, they do ngieap to see statutory financial reporting as
either a prerequisite or a condition of investmeklthile one investor agreed that a set of
audited accounts would provide a measure of conftortexternal users, he was in the
minority, and the consensus seems to support osir Froposition 1, that accounting no

longer plays such an important stewardship roléH@rtype of investor.

4.3. On valuation and intangibles
Our second proposition, and probably the one oftnmierest to our particular study, is on
whether accounting has a valuation role to plagmfrithe standpoint of a venture capital
investor in a high technology company. Relatechts is our third proposition, that investors
who are able to estimate the value of intangibée@swill use this to help determine the level
and nature of their investment. As the two areinsically linked, we will treat them
together. In trying to elicit whether or not acoting standards are sufficiently explicit to
allow valuations to be made, we find the following:
“It's important, where possible, that patents ayiand that the product has been
patented. At that stage (prior to investment) theept has not always been granted.
You still (take a) risk, even though it is applied, because they might not get it, or it

will be modified in some way.”

“The disclosures on intangibles in the balance tshee important, particularly in
terms of questioning. Patenting in particular, avistage are you in?’, and ‘when do

you expect patents to be granted?’ is important.”

“The last place | would look to find out about timellectual property would be the

historic financial statements. | would ask if theme patents or other intellectual
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protection in the company - copyright, tradematksould ask for evidence of them.

... You do your own due diligence on the company’s IP

Therefore, it appears that the reference to a patethe financial statements is only
the beginning of the story, as it is difficult farvestors to accept that you can make a
sensible measure of intellectual property: “theygmudent value to put on IP in an early
stage company is zero. There are so many riskgiagst with early stage investing that all
of these things have to be right before the IPdmsvalue.” What seems to matter more is
that, where relevant, the potential investee dsadothe nature of the patent (or other
intellectual property); the stage it is at, the emyging assumptions made in arriving at a
valuation, the potential sales (e.g. firm ordersl@)aand so on.

Given the impression, from above, that financiatcamts are inadequate, when
investors are trying to gain a holistic view of @gpective investment in a high-technology
firm, we might expect them to suggest improvementamendments to financial accounts, to
make their lives easier. Their thoughts are oetlibelow.

“It's up to the individual investor to obtain as atubackground information as

possible on the state of intellectual property.tEha very complex area and it might

require third party experts to validate.”

“I think it (an intellectual property report) woulpist a waste of money by the

entrepreneur.”

The results from this section are equivocal; soimekt that a supplementary

intellectual property report might be a good iddathink that will be useful. It's another
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ingredient in the investment decision”, or “| thitlkat would be quite useful. Very often it's
useful for more mature companies.” Others remagooninced, and believe it will only be a
waste of money. What else, we wondered, therefsoeld investors like when trying to
value a possible investment. For example, woudy threfer to have more information on a
patent, in addition to the financial informatiomesldy available?

“As investors, we would demand to see all the gadenumentation.”

“Sometimes the reason you invest in a companyas ybu can see that they have
contracts in place, and some revenue stream, clegrable products already

developed which people love.”

“The nature of the product, supply channels, theketaprice points, the margins, the

opportunity, and ... whether the team are capabtielivering.”

While patents are an indicator that the companyunslertaking research and
development, there may also be situations whemesfitave not yet applied for, or do not yet
have, patents: “you look ... for: first mover advagdafirst to market a piece of software;
potentially, that the software has taken so longlégelop, and so many man-hours; that
anybody coming in behind would find it too heavyingest in if there’s a product already in
the market.” However, there are other intangiblsets which might also be relevant but
which, in a similar way to patents, are difficidtuwalue: “it will be a combination of different
things ... the financial statements ... the profile @xgerience of the entrepreneur ... the

overall size of the market and the share of thekatar. competitors.” If the company does
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not yet have patents, or has alternative intangibsets, how, we wondered, would that affect
the decision of the investor about an investment.
“The value you put on the company (without a pgtarduld be lower, because you

acknowledge that there is no protection at thajesthat you're investing.”

“If you already have the intellectual property ilage, clearly the potential to make a
return on that is greater than if you haven’t. Oyoe have the intellectual property in

place, you reduce the uncertainty associated witte®ne else coming in.”

“Patents are only one part of the company’s intélial property — if we're looking at

drug development, medical technology ... then, yesy tire very important.”

It seems that the existence of patents is helpfthe investor: “the perfect situation is
that the patent has been granted and it's effeetitheen you're in a stronger position. Often,
you're left guessing whether it will be granted’ytithat they would want to know more
about who the inventor is, and what stage the paseat, before placing any value on it:
“clearly, having a patent is better than not havagatent. If you have two identical
investments, one with and one without a patenpuld read the patent, and | would evaluate
the value of the patent and then | would decidetwia patent told me.” Therefore, again, it
is only a part of the picture, and requires a judget call, on the part of the investor, about
whether it confers any value. If patents are mopartant for a particular investment
opportunity, there may be other intangible assétichvare. We therefore asked respondents
to talk about the types of intangible assets thay twould look for, and how (if at all) they

would place a value on such an asset.
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“The fundamental one which is hard to put a pricesothe idea.”

“Definitely, know-how, and team track record. Gaallr the things like the strategy

and quality of the team are considered?”

We find, above, that one recurring theme is thekiogcof the individual, or the team
surrounding an entrepreneur and his ‘idea’. Thageclearly intangible assets, which are
very hard to value at an early stage, but whichraestor needs to evaluate in order to
determine whether he or she can expect the budsinetsceed. Because of the existence of
information asymmetry between the investor and stee each party to the contract of
investment may place a different value on a patétitin an organisation. We therefore
asked our respondents whether they actually toeevaluate patents, and how they might
deal with valuation difficulties. One gave the @wlling response.

“The investor will try to say that it's not worth a lot, but the founder will be trying

to say that's worth a lot. There’s a bit of croéstcon negotiation about how much

that's worth, but to be honest a founder that dodsave some kind of patent
protection is not that attractive as a founder wibes have. To put those aspects on
the balance sheet is very difficult. Actually iight cause more argument, because

how do you value a patent? It's judgemental value.”

We asked, further, whether they might take intostgration specific items in the patent
document, such as, for example, patent citatiodsoapatent family size:
“The family size begins to indicate something beseasomebody who owns a single

patent in one country is a fool, but maybe a shoall. A company that has 30 patent
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families being rolled out in multiple countries hasmewhere found millions of

pounds to invest in patents.”

“You try and identify the strength of the blocking the competitor, and what the

competitor advantage your target investee company h

In valuing patents, therefore, the investors looatd number of different items. For
example, citations are considered, and family Giepresenting scope of protection) is also
important: “we dig deeply ... it's a very importanarp of diligence, because anybody can
apply for a patent; it depends on how strong itfithere are challenges cited and they appear
to make sense, they devalue the patent.” Furtherage of the patent and the actual inventor
are additional considerations that were mentiong@ur respondents: “the most important
aspect is having applied for a patent ... the nextoirtant aspect (is) geographical coverage.
Past experience is relevant, if someone has beteipatenting process before. That can be
useful.” We wondered next whether patents wouldereklifference, not only to whether an
investment was made or not, but also to the asimalof the investment:

“It might do — a difference in the value of the @stment, not the size of the

investment.”

“No. Certainly not a significant one. If the bussseneeds £100,000 then the business

needs £100,000.”

“No — not even in terms of equity. (There is) ramse or correlation between the

”

two.
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The feedback above suggests that investors doawat & ‘rule of thumb’ or explicit
formula that can determine the value of an inveastmdhis might be in nominal terms, or as
a percentage of the equity stake that the invesémts to take: “you might pay a little bit
more for a company which has patents but thattislays the case.” Instead, the existence
of patents seem to suggest that there is somettimglue in an organisation, and that it is
worthy of having money spent on it, through pategitiand how that investment is then
valued is down to additional research by the ventcapitalist. Given the expense of
patenting, and the nature of high-technology orgmtions, after the initial investment, we
wondered, would our respondents expect to seecaease in patenting. There were varying
thoughts on this as a proposal, with no firm cosida either way.

“Yes. You are always looking for patent protectigryou can get it.”

“It depends on the deal ... I'm not sure that thenber of instances you have a new

idea within the same business, is particularly High

“If the company needed to raise the money to cotaglee process of the patenting,
then a fair amount of the weighting of money goingp the company will be

allocated in the direction.”

As regards patenting and other intangible assets) the investor’'s standpoint, it
seems that the financial accounts offer littleans of valuation information. The existence
of intangible assets on the balance sheet is samgettmat the investor would want to explore

further, through their own due diligence and, wipblgents can be seen as a signal of value,
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judgement is required to estimate what that valughtrbe. In terms of our propositions,
therefore, we find that, although accounting presi@ basis on which to ground a valuation,
it does not answer the whole story. As such, tieoaly weak support for Proposition 2.
Patents were not the only intangible discussechduwiur meetings. Respondents also
raised the issue of backing ‘the idea’ or ‘the wdiual’, and their knowledge, know-how,
strategy, product quality and track record, amowgjsér things. Where patents were used as
a measure of value, patent citations, geograplooskrage by patent families and the
individual inventor were all also considered impoit considerations. Nevertheless, even
when all of these were taken into account, there m@ deterministic way of valuing an
investment, according to patents or intangibleser&fore there must be some other factors at
play when investors are valuing intangible asséts. therefore find support for our final
Proposition 3, that the investor’'s own ability asidlls in valuing intangibles is what enables

them to assess the value of the investment thdy teimake.

5. Conclusion
There remains a relatively healthy market for itwest in the UK and Europe, with venture
capitalists being still extremely active, but ma@utious, as exhibited by their shift away
from the very early-stage investments towards Jst@ge ‘safer’ investments, where the
technology and people have been ‘proved’. For @mgs looking for early-stage financing,
the consensus seems to be that business angeés, iadividually or in syndicate form, are
the way forward. Investments in high-technology still popular, primarily because of their
low initial capital requirements, but again, caatie being shown by venture capitalists, who
favour tried-and-tested technology investments owvgroven not-yet-to-market products.
Although it is claimed that the historic balanceehis of limited use, investors might

still demand a balance sheet, but only to checkhénen investee company has any loans or
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other liabilities. Furthermore, for investors tharpose of the balance sheet is simply to
establish that the company in which the investmerieing made has correctly stated its
assets or liabilities. This said, the balance shiself has no particular bearing on the actual
investment made by the investor. In addition, thises might not have any auditors, in
which case the reliability of the financial statentseis questionable, which supports our
Proposition 1 on the decreasing stewardship roleacgounting. We find confirmatory
gualitative evidence, for the UK and Europe, of ¢laglier quantitative work of Hand (2005)
for the US market, which suggests that the critieairuments in an investment decision are
more likely to be the forward forecasts of the préf loss account and balance sheet.
Nonetheless, at some later stage of the investriieancial statements might become
relevant. It is also clear that decisions are sw¢ly based on the financial statements and
that there are instances where the financial setérare not used in the decision process.

Our respondents agree that there is no need tmuaxisting financial statements,
partly because they are unimportant to the investrdecision, but also because they are
already thought to be complex enough, and indegdhglification of the financial statements
is desirable. Although the financial statements loa a useful starting point for the venture
capital investor, it appears that he is unlikelyotoconcerned about increasing the disclosure
of the financial statements because “having mongli@k disclosures will not stop that
process of further investigations”.

The views of respondents are in line with Hand'80&) and Wilkins, et al. (1997)
analysis that financial statements are not relevaurttas the firm matures financial statements
are more likely to become relevant. This can belamed partially by referring to a
publication which shows that more than half of thenpanies in which business angels have
invested still do not have any revenues (WiltbaBR09). As one of our respondents

explained, the investor is “investing in future waland not past value”. This is a reflection
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of the fact that the balance sheet shows a repeggenof the company’s affairs at a fixed
point in time (Elwin, 2008). For the very earlyagé investor, what matters most initially is
the entrepreneurial ability (Wilkins et al., 199aNd possibly any proprietary rights. Our
early-stage investor representatives are in agneewi¢gh Sweeting (1991) in claiming that
early stage financial statements are used primaolyensure the credibility of the
entrepreneur. This may also be the reason behassal's (2009) finding of a positive
relationship between the frequency of financiatestent preparation and external funding;
that is, by providing more regular (rather thanassarily more informative) financial reports,
they are trying to ‘put on a good show’ to app@apotential investors. Thus, Proposition 2
on the valuation role of accounting finds weak supfor later-stage investments, but little to
no support in the early stages. This is of sormeem; if a key stakeholder such as a venture
capital investor finds little to no use for exigfirfinancial accounting statements, then
accounting standard setters need to take note vevesing financial reporting standards.
Whether the figure for intangible assets in thaficial statement is used depends on
investor preferences. However, the intangibles Wwhace more useful to the early stage
investor are those relating to human capital, saglhe experience of the entrepreneur, and
the drive and passion he has. In view of the diffies in measuring these, in line with
accounting standards, human capital related intéegjiare not found in the balance sheet.
Disclosures on intangible assets that are not faanihe balance sheet are thought to be
“particularly important”. Even though a figure mawpt appear to be useful, given the
estimates involved in calculating it, it may beiadication that further questions need to be
asked about it at the due diligence stage. Orotiher hand, some are more sceptical about
such figures, arguing that “the last place one wdabk at to find out about intellectual

property would be the financial statements”. Sudioermation is probably much more
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relevant to later stage investments but not thdsthe early stage; valuations are very
difficult in the early stage, particularly as nagucts might have been sold.

Despite the fact that the IASB Framework statesd tha financial statements are
meant to be useful for investors, our early stagestor representatives argued that their use
is somewhat limited, and there is no substituteafdditional documents obtained at the due
diligence stage, and meetings held with entrepmsneult is unlikely that the investor
becomes aware of the intangible assets whilst amgjythe financial statements. In view of
their importance, the investor is made aware ofitkengibles during various meetings with
the entrepreneur. This analysis goes contrary {@ttd (2008) argument that the figure
representing intangibles in the balance sheet sa&s@ signal for the investor to obtain more
information on the intangibles from other sourcédaia.

The perception that financial statements do notieébe made more useful appears
to be in line with a previous study by Hirscheyaét{2001) who conclude that, as long as
information is obtainable from other sources, thexeno need to modify the financial
statements. For example, patent information cafobed online in patent databases such as
that of the European Patent Office. All this letalsjuestions as to whether there is any need
to incorporate information of a qualitative natwe patents in the financial statements.
Having stated this, the fact that investors retmrother sources of information rather than
financial statements could be a result of finanatdtements historically not containing
enough information particularly on aspects sucimtgible assets.

The IASB is actively seeking investors’ feedback which topics to place on its
agenda e.g. Georgiou (2010, p.103) discusses vehedills ‘the dearth of research into users’
participation in, and influence on, the processsefting accounting standards’. Amongst
other aspects, this includes the recognition ofesamternally developed intangible assets.

Whilst questioning the relevance of historic finehstatements, investor associations appear
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to have no interest in providing similar feedbaokthe standard setters. This raises some
concerns, given the potential benefits that inwsstoight gain from participation in such
discussions.

Probing more specifically on the existence of p@teand/or patenting activity, we
observe that it can be seen as a ‘signal’ to tlesitor that there is value in the organisation
(cf. Engel & Keilback, 2007; Hsu & Ziedonis, 20(Baum & Silverman, 2004). However,
this is not without its own problems, and still vegs further investigation, in order to
determine the nature of the activity undertakehis Tnvestigation would examine additional
measures of intangible assets that do not neclssppear in a company’s financial
statements, such as ‘the idea’ or ‘the individugt, example (cf. Oliveria et al, 2010; Basu
& Waymire, 2008). Thus, we find support for Profios 3, that the individual investor
relies primarily on his own due diligence to asgasential investments. Again, this suggests
that accounting standards are not performing ortbekey roles expected of them — that of
providing value relevant information.

We conclude that the value of financial statemémtgenture capital or business angel
investors varies, according to the time at whighitivestment is made. The stewardship role
of accounting is found to be relatively unimportantd, even for valuation purposes, it is of
limited use. Can financial accounts be made meedulifor these stakeholders, or should the
IASB focus on the other users of the financialestagnts? Should intangible assets be valued
and shown in the financial statements? Is therekabletween the value of intangibles, such
as patents, in the financial statements and thestnvent made? In order to analyse the above
in more detail, we propose a future research agématawill question a larger sample of
venture capital investors themselves, to discussiore depth, and in a quantitative way, if

and how financial statements are, or can be mate,taseful.
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Notes

! Similarly, under European law the definition ofalhis that a company should have no
more than 50 employeasid eitherturnoveror a balance sheet total€ 10m.

% Though note that Oliveira et al (2010) find a figant association between companies’
stock price and reported intangible assets.

3 UK repository for registered company accounts.
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Table 1: Agenda for Discussion

. General overview

a

a

o

UK venture capital
Early stage investment market
Investment in high technology firms

. Existing financial statements

a

a

a

a

o

Usefulness and relevance of existing financiakstents
Usefulness and relevance of existing intangibletadisclosure
Further possible improvements

New financial reports

Use of other data

. Patenting and early stage investments

a

a

a

a

Patenting as a signal

Other intangible assets

Patent measures

Patenting and the size of the investment
Patents after the initial investment



