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Chapter 1

Why Do Start-ups 
Raise Capital?

It might seem a strange question to ask at the beginning of a book 
about venture capital, where so much of the culture of the start-up 
industry appears to focus on ‘doing the next raise’. Of course, 
start-ups raise capital, that’s what they do, isn’t it? We are some-
times led to believe that the only goal for entrepreneurs or start-up 
CEOs is to raise money from venture capitalists (VCs). But ask your-
self a fundamental question: Why? In the old days, entrepreneurs 
didn’t always do that, so why now? In the early part of the 20th 
century, companies which started small ended up being global 
corporations without huge amounts of capital being injected into 
them. With a sometimes limited number of informal backers, their 
management teams reinvested cash generated from hard-won 
sales to build companies step by step, often failing and restarting 
along the way. Was there a different entrepreneurial mentality 
necessitated by the scarcity of resources? Can we learn something 
important from the old ways? Reading even a small amount of lit-
erature on the history of business can be illuminating when seek-
ing an answer to these questions.
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The Ford Motor Company was a start-up once. Henry Ford began 
small with a few investors to form the Detroit Automobile Company. 
The company failed. The assets were bought out of administration 
by some of the investors, who allowed Ford to carry on as the 
Henry Ford Company. The company failed for a second time. For 
Henry Ford it was a case of third time lucky; the Ford Motor 
Company was formed with investments totalling $28,000 in 1903. 
The early investors in the Ford Motor Company included a suc-
cessful Detroit coal merchant and the director of a well-regarded 
bank. These individuals were not professional VCs, they were pri-
vate investors with a sense of adventure and a vision of the future. 
The company operated with very little resource; Henry Ford him-
self didn’t take a salary and was adept at persuading others to 
work for very little. This approach, raising money where he could 
and stretching very limited resources, eventually led to the suc-
cessful global corporation we know today. The early investments 
into Ford’s various attempts to launch were not from modern-style 
venture capital funds, but piecemeal investments from a group of 
business owners and managers who took a chance and eventually 
made remarkable returns (Brinkley 2004). Tight financial control 
and careful business practices were the secret to Ford’s early suc-
cess, before the exponential growth of the Model-T powered the 
business to profit.

Countless other early 20th-century success stories took decades to 
become the global corporations they are now. Throughout history, 
‘start-ups’ (before they were really called that) often grew slowly 
and organically, and sometimes independent of a financing indus-
try that was simpler and more limited in scope than it is today.

By injecting substantial amounts of external funding, the modern 
venture capital industry confers upon start-ups the ability for time 
travel, accelerating through the difficult early years of product 
development and business model experimentation. It affords 
start-ups the ability to try designs and test markets and business 
models via trial and error or the scientific method now termed 
‘lean start-up’, and build world-class management teams to exe-
cute aggressive growth plans, including the acquisition of smaller 
competitors or suppliers. Technology means that the pace of inno-
vation is quicker than it was in Henry Ford’s day, and the race to 
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conquer unique business opportunities before others is conducted 
at break-neck speed. The venture capital industry provides the fuel 
to grow fast…

ASSET PARSIMONY

In a 1984 academic paper, Donald Hambrick and Ian MacMillan 
coined the term asset parsimony, namely ‘skill at deploying the 
minimum assets needed to achieve the desired business results’ 
(Hambrick and MacMillan 1984). Their paper focused on return on 
investment (ROI) and pointed out that investing heavily in assets 
upfront, without understanding the risks and the payoff, can rap-
idly pave the way to the bankruptcy court. This is not a compli-
cated concept, and most will agree that it is intuitive to most 
experienced managers, but it is surprising how few entrepreneurs 
(and VCs) adhere to this business philosophy today.

Raising finance for start-ups is a time-consuming and expensive 
process. More favourable conditions for raising finance are best 
achieved by having a compelling investment opportunity, sup-
ported by evidence of technical progress and a scalable business 
model, before approaching investors. Demonstrating an ability to 
make sales, strike deals or at least generate interest from potential 
customers (often referred to as ‘traction’) is a key aspect of con-
vincing investors that this is more than ‘an idea’. In other words, it’s 
‘best foot forward’ before attempting to raise capital. Entrepreneurs 
should go as far as they can before attempting to raise money for 
the first time; maximise the utility of assets at hand; and beg, bor-
row and salvage until the business is ready and sufficiently attrac-
tive to raise investment on the most favourable terms.

This thought process should be nailed to the wall of every fledg-
ling start-up business – achieve as much as you can and deliver 
tangible value before engaging with the investment community as 
this will enable you to raise more capital, on better terms and with 
less time and energy.

In recent years, asset parsimony seems to have been forgotten 
by entrepreneurs. The culture within the technology-based 
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entrepreneurial community seems to have been the opposite – 
raise as much money as you can, as fast as you can, on as little 
progress as possible and invest heavily upfront. This has been pos-
sible for some entrepreneurs in the tech industry as venture capital 
markets have been awash with capital for extended periods 
between 2012 and 2022 – technology markets have been hot and 
venture capital funds swollen by historically low global interest 
rates. This is discussed in more detail later in the book, but for now 
the key lesson is that during times of plentiful venture capital, the 
‘culture’ of start-ups shifts to fashionably large funding rounds and 
away from the grit of the hard-bitten entrepreneur who under-
stands what it means to survive tough times.

THE BEST TIME TO RAISE MONEY IS WHEN 
YOU DON’T NEED TO

Seemingly paradoxical to the concept of asset parsimony, experi-
enced entrepreneurs know that the best time to raise money is 
when you don’t need to. The asset parsimony approach has one 
flaw: it assumes a steady supply of investment capital on constant, 
stable terms that do not change. For start-ups especially, this is not 
true. Market conditions in general can change overnight, but sen-
timent towards a particular sector in venture capital can disappear 
even faster – in the blink of an eye. There is no point frugally and 
methodically working to achieve proof of concept, and then going 
out to raise capital just as the financing climate turns sour.

Getting the timing right, therefore, plays a huge role in raising cap-
ital. Experienced entrepreneurs are constantly alert to the possibil-
ity of external investment, because the most favourable terms are 
achieved when they don’t really need the money. When the bank 
balance is healthy, entrepreneurs have the luxury of walking away 
from an investment offer, and that makes investors more eager to 
invest, driving up the price of the deal. It is easier to negotiate 
price when you don’t need investment urgently…

Putting aside negotiation tactics, experienced entrepreneurs usu-
ally think very carefully before turning down investment offers, 
even when they are not looking for funding. They are also open to 
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accepting more investment than they are asking for in their busi-
ness plan or pitch. It is usually the case that early-stage ventures 
run into delays – be they technical challenges or commercial 
hurdles – and having a cash buffer for unforeseen events can be a 
life saver for the company.

In conclusion, the seemingly paradoxical ‘go as far as you can on 
as little as possible’ and ‘raise money when you don’t need it’ is 
not a paradox at all. Entrepreneurs need to respect asset parsi-
mony with the knowledge that many a failed entrepreneur has 
turned down external investment for fear of dilution, and then 
gone bust when the climate changes. Balancing these twin pres-
sures of making progress in a changing financing climate is a core 
skill for entrepreneurs. There is no universal solution to balancing 
this risk, just an awareness of the issue and an acknowledgement 
of one fundamental truth – a company that runs out of cash is 
bankrupt. So, the overriding force in all of this is making sure the 
company is funded and sometimes that means raising investment 
when you can.

Take money when you can get it, but respect asset parsimony.

CROSSING THE VALLEYS OF DEATH

Revisiting our initial question, ‘Why do start-ups raise capital?’, it is 
reasonable to assume that new ventures generally spend money 
before they earn it. Investment in research and development, hir-
ing personnel and embarking on expensive marketing campaigns 
all occur before the company has generated revenue. These activi-
ties result in cash flowing out of the company, sometimes for an 
extended period, before the first revenues are generated.

If we view this as a cumulative cash-flow chart (see Figure 1.1) we 
arrive at a generic picture, the so-called ‘Valley of Death’, a well-
known concept in the field of entrepreneurial finance. For any 
given start-up, cash declines as the business invests in R&D, prod-
uct development and so on, until sales begin and revenue (and 
subsequently cash) starts to climb. The point at which cash flow 
turns positive marks the lowest point in the Valley of Death, the 
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most negative ‘bank balance’ the business will experience as it 
grows towards a profitable ‘Promised Land’ in which cash is gener-
ated to be used for further growth. Most start-ups fail somewhere 
in the Valley of Death, not because their ideas were inherently 
wrong, but more often because they ran out of cash before reach-
ing the other side.

The function of the venture capital industry, and other early-stage 
investors, is very simply to enable start-ups to cross the Valley of 
Death. According to our Valley of Death cash-flow chart, the 
amount of capital required by the start-up ought to be dictated by 
the lowest point in the valley – in other words, a capital injection at 
the beginning that shifts the curve upwards so that the lowest 
point touches the x-axis and prevents the bank balance straying 
into negative territory.

Of course, life is never as simple as that, at least in the world of 
entrepreneurial finance. The Valley of Death is often shrouded in 
fog, making it almost impossible to see the bottom or the other 
side of the valley. A faint glimmer of a possible foothold to clamber 
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Figure 1.1   Financing the journey to the Promised Land. 

The total amount of finance required for the company to reach the Promised Land is the 
distance between the curve and the x-axis; in other words, the lowest point in the 
cumulative cash flow (bank balance). Raising capital shifts the curve upwards so that it 
never crosses into negative values and keeps the company solvent, illustrated by the 
dashed line. The capital raised by an entrepreneurial team should be based on this logic 
with a buffer for delays and not, as is often the case, a simple desire to raise as large an 
amount as possible…
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out of the chasm is sometimes as good as it gets. VCs are familiar 
with management teams telling them that the turning point is 
imminent, only to find that they have not reached the bottom at 
all, and in fact they are only half-way down, or some seismic shift 
has made the valley deeper, wider or both. In some cases, even as 
revenues grow and the business nears the Promised Land, new 
and unexpected valleys may appear from the fog. A contract  
is lost, a technology fails, a competitor appears or a regulator 
imposes new requirements on the product. This section was titled 
‘Crossing the Valleys of Death’ (in the plural) for a reason, as entirely 
new valleys may open before the management team’s eyes (see 
Figure 1.2). Plans are revised, budgets revisited and, inevitably, 
fresh funding is required to cross the newly appeared valley. So, 
it goes on…

A close colleague and friend, Professor John Lyon, describes ‘the 
uncertainty of entrepreneurial finance’ as the third certainty in life, 
alongside death and taxes’. This is a lesson well remembered by 
all who have travelled through the multiple Valleys of Death, and 
even more so by those who never made it out. This reinforces our 
earlier conclusion about respecting asset parsimony but taking 
money when you can get it – entrepreneurial teams never really 
know what is around the next corner and an unexpected adverse 
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Figure 1.2   There are multiple Valleys of Death. 

To the surprise of entrepreneurial teams and investors alike, just as things are picking up 
there is a setback, perhaps technical, perhaps commercial and sometimes people 
related. This can plunge the business into a second or third Valley of Death. They may 
end up bumping along the floor of a very wide and seemingly endless valley. This 
presents the entrepreneurial team with a never-ending question: how much to raise? 
Balancing a financial safety net or financial buffer with the dilution of raising too much 
capital is an ongoing debate in all entrepreneurial management teams.
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event can spell the end of the business, or at the very least a 
requirement for new finance in distressed circumstances.

Wise entrepreneurs raise more than they need in anticipation of 
setbacks that will almost certainly come…

IS IT JUST THE MONEY?

Ask an experienced entrepreneur why they raised venture capital, 
and they will tell you it’s not just about crossing the Valleys of Death 
or speed to market. It is not simply ‘the money’. It is about what 
else the VCs bring: credibility, networks, experience, reputation 
and (importantly) access to further capital and financial services 
such as investment banks and the best accountancy and law firms. 
They serve as guides within the financial ecosystem and can help 
start-ups avoid the blind alleys that lie along the way to reaching a 
profitable outcome. The venture capital industry calls this money 
plus and this may be the real reason why start-ups should raise 
money, perhaps even if they don’t need to.

The credibility associated with raising capital from a highly reputa-
ble VC can make a considerable difference to the fortunes of an 
otherwise unknown start-up (see Figure 1.3). Start-ups effectively 
buy themselves legitimacy. A press release from a well-known VC 
fund that has invested in company XYZ is an important moment – 
suddenly, potential customers and suppliers return calls and emails 
from company XYZ; the number and quality of applicants for roles 
at company XYZ increases; everyone wants to work there. And 
most importantly, other investors come calling and what was previ-
ously a drought of financial interest turns into a monsoon. VCs hate 
nothing more than missing an opportunity, and if a reputable VC 
announces an investment, the first question other VCs ask them-
selves is ‘Why didn’t we see that?’. At that point it’s probably too 
late for them to invest in the current financing round but they will 
certainly be aiming at the front of the line for the next round of 
financing when it occurs.

Reputation is everything in the world of entrepreneurial finance. 
Research has shown that entrepreneurs will accept less favourable 
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investment terms (a lower price per share) to raise capital from a 
VC with a particularly strong reputation. For the reasons above, 
entrepreneurs will trade precious equity in their start-up for the 
non-monetary value that such VCs bring via their reputation and 
track record. This is often referred to as ‘paying for association’, 
and a number of researchers have attempted to measure how 
much additional equity entrepreneurs will give up just to get a 
really well-known VC on board. We should not read too much into 
the precise quantification of this trade-off – it will vary from indus-
try to industry, across regions and over time – but it is safe to con-
clude that entrepreneurs expect extra value, or ‘money plus’, from 
highly reputable VCs and are prepared to surrender additional 
equity in return.

Do VCs really add the value they claim and for which entrepre-
neurs are prepared to ‘pay for association’? That is a question we 
will deal with in more detail later in this book – opinions are split 
within the entrepreneurial community and there is research to sup-
port arguments for and against. Later chapters will refer to this 

Premises

SuppliersCustomers

Staff

Money

Credibility

Figure 1.3   The credibility carousel. 

Raising money is not just about crossing multiple Valleys of Death. It is about acquiring 
credibility via the backing of reputable investors. Raising capital from a well-known and 
well-regarded VC can enable a start-up to benefit from the halo effect of their 
reputation. Prior to raising money, the start-up suffers from the liability of newness in 
which it is difficult to gain customers and suppliers, rent premises and hire staff. Sue 
Birley, a Distinguished Professor on the MBA programme at Imperial College London’s 
Management School taught many years ago that money is often the ingredient that 
breaks the ‘credibility carousel’. This is a lesson that has been borne out time and 
again, and reputable money is best of all…
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question and discuss the often complex and conflicted role that 
VCs play on the board of directors in start-up companies.

SUPPLY AND DEMAND

The final part of the answer as to why start-ups raise finance is, of 
course, because they can. The venture capital industry has evolved 
into a global industry, which itself depends on start-ups as its raw 
material. The venture capital industry needs to invest in start-ups 
because that is the business model they sell to their own share-
holders, termed Limited Partners (LPs) (for reasons we will examine 
later in this book). Numerous VCs have raised increasingly large 
funds and there is pressure to invest the money they have raised. 
They look aggressively for ‘deal flow’ (opportunities) to deploy 
their capital into, and there is competition to find the best deals 
and generate the best returns for their LPs.

The delicate balance between the supply of venture capital and 
the demand from start-ups creates a finely tuned global innova-
tion engine. When this global innovation engine is in balance, it 
has the potential to operate at high speed, generating wealth 
and providing solutions to some of society’s biggest problems, 
some of which we didn’t even know we had. When supply and 
demand is out of balance, it may lead to catastrophe as over-
egged venture-backed companies or entire sectors fail to deliver. 
The peaks and troughs observed on the NASDAQ index since 
1994 (see Figure 1.4) illustrate clearly how market sentiment 
towards technology and science-based companies rises and falls 
with alarming frequency – a proxy for the returns generated by 
the venture capital industry.

Any economist will confirm that supply and demand is a fundamen-
tal economic truth and many market phenomena may be explained 
this way. Venture capital is no different. There are periods of time, 
such as the decade following the financial crisis of 2008–2009, in 
which quantitative easing by central banks around the world fuelled 
the expansion of the venture capital industry as investors sought 
returns in riskier assets, which led to increased supplies of venture 
capital seeking opportunities. The demand for venture capital 
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arguably failed to keep up, at least with the same quality, and even-
tually 2022 saw a sharp reversal as VCs turned off the taps, leaving 
an unsatisfied demand for venture capital following an overinflated 
entrepreneurial bubble.

SUMMARY OF CHAPTER 1

This opening chapter has attempted to provide an overview of the 
entrepreneurial financing environment from the perspective of 
both entrepreneurs and VCs. It has focused on crossing the Valleys 
of Death and the principles of ‘money plus’ – in other words, seek-
ing additional value from investors who back growing businesses.

Entrepreneurs should not raise money for the sake of it; this is not 
the goal, it is the means to reach the goal – a profitable enterprise. 
Although we now live in a world with a large and sophisticated 
venture capital industry to fuel the global innovation engine, per-
haps we can learn something from the ‘old ways’ when entrepre-
neurs built businesses in tough financing climates with precious 
few resources. This seems an obvious statement to make, but it is 
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Figure 1.4   The NASDAQ is a good proxy for the state of the venture  
capital market. 

From the inception of the NASDAQ index, the value of stocks for technology-based 
businesses has shown remarkable growth but it has been a bumpy ride. The approximate 
dates for the launch of several well-known companies are marked, as are three key 
global events in the financial world: the dotcom crash of 2000, the financial crisis of 2009 
and the COVID-19 pandemic. Entrepreneurial teams raising capital faced a very different 
financial climate depending on timing…
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surprising how many entrepreneurs (and VCs) forget this in the 
frenzy of a hot financing climate.

By the time you read this book, other global events will no doubt 
have had their impact on the financial markets, and reading the 
following chapters in context will be important. Depending on the 
supply and demand for venture capital finance, some terms and 
deal structures will be more (or less) prevalent, but the core princi-
ples never change.

Respect asset parsimony, raise money when you don’t need to, 
raise more than you think you need and raise with money plus as 
your priority.

REFERENCES

Brinkley, D. (2004). Wheels for the World: Henry Ford, His Company and 
a Century of Progress, 1903–2003. New York: Penguin Random House.

Hambrick, D.C. and MacMillan, I.C. (1984). SMR forum: Asset parsimony – 
managing assets to manage profits. Sloan Management Review 25 
(2): 67–74.
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Chapter 2

Equity and the Art of 
Milestone-Based 

Financing

In the previous chapter, we examined some of the basic character-
istics of the world of entrepreneurial finance, beginning with the 
question ‘Why do start-ups raise capital?’ We explored the idea of 
asset parsimony and how the changing fortunes of the financial 
climate will impact the ability of entrepreneurs to raise finance and 
cross multiple Valleys of Death.

In the current chapter, we will examine the key principles underpin-
ning the entrepreneurial financing journey, the forms and sources 
of investment entrepreneurs might access and the way in which the 
venture capital industry views its own world. Only by understanding 
the business model of venture capital funds and the fund managers 
who operate them can entrepreneurial teams navigate the financ-
ing journey with optimal results. Key to this is understanding the 
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basic principle of equity and the concept of milestone-based 
financing which sits at the core of the entrepreneurial finance world.

THE EQUITY PIE

Ask any class of undergraduate students where entrepreneurial 
start-ups should raise finance and one of the first answers will usu-
ally be ‘get a loan from a bank’. Banks do not, however, make loans 
to high-risk companies with unproven technologies, business 
models and management teams. Small businesses such as shops, 
local services and cash-generating ventures seeking to expand 
and open a new branch based upon a track record of solid finan-
cial results may access bank loans (think of a reputable and suc-
cessful hairdresser opening a second branch in a neighbouring 
town) but pioneering entrepreneurs seeking to change the world 
cannot usually persuade a bank to back a high-risk, unproven idea 
with a loan.

Such entrepreneurs, aiming to disrupt markets and build big busi-
nesses, are faced with a simple solution: raise equity finance. 
Entrepreneurial teams need to sell a share of their start-up com-
pany to investors who are prepared to back it at great risk. Such 
investors must be prepared to lose their entire investment in the 
start-up if it fails but hope to share in enormous returns if it suc-
ceeds. This is the business of venture capital in a nutshell and 
equity is its currency.

Just as the shares of established companies are traded on various 
stock exchanges around the world, changing hands readily via 
intermediary market-making stockbrokers, so too can shares in 
start-ups be sold. Selling equity simply means selling a portion of 
ownership (or shares) in the company, and the first question which 
springs to mind is how much? What portion of the equity pie (i.e. 
how many shares) must the founders of the business sell to raise 
the finance they need to build it and what conditions are attached 
to that sale?

How big a portion of the equity pie is sold, and at what price, is the 
subject of Chapter 6, where we examine valuation (or pricing) of 
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venture capital deals. For now, it is enough to say that the valua-
tion of start-ups is more art than science. Formal valuation  
methodologies do not work very well for high-risk, early-stage ven-
tures and the valuation is determined by the market: how much 
investors are prepared to pay for a piece of the company based on 
their views of the risks and returns and the supply and demand for 
venture capital. But what constitutes the market for shares in start-
ups and who are the participants? Who buys and sells equity in 
start-ups and how do these transactions occur? What is the pro-
cess and how are the deals structured? These are all issues that we 
will address throughout this book, and the aim is to unpick the 
activities of the venture capital industry from the perspective of 
both entrepreneurial teams and the VCs who back them.

Equity is the currency of entrepreneurial finance; the question is, 
who are the buyers?

PRIVATE EQUITY AND VENTURE CAPITAL

When shares are sold directly by a privately owned company to a 
buyer, we call this ‘private equity’; a private contract to sell shares 
as opposed to ‘public equity’ for larger corporations, in which 
shares are traded daily on a stock market. The venture capital 
industry is essentially a subset of the private equity industry, and 
the question is often asked, therefore, what is the real difference 
between private equity and venture capital, as the terms are some-
times used interchangeably? The answer is that whereas VCs spe-
cialise in buying equity in start-up and early-stage companies, the 
wider private equity industry usually focuses on established busi-
nesses with revenues and cash flows, and often uses debt along-
side equity as part of its financing mix.

It is important to note here that starting a company is not the only 
route to owning one. Some entrepreneurs buy pre-existing com-
panies, sometimes when the current owners retire and often to 
turn them around or combine them with other assets. When man-
agers buy the company they currently work for, we term this activity 
a management buyout and when they buy external target compa-
nies, we refer to this as a management buy-in. Both are important 



16 Equity and the Art of Milestone-Based Financing

routes to ownership supported by private equity funds but are 
beyond the scope of this book.

The goal of private equity is often to turn around underperforming 
companies, unlocking the value within their assets and exploring 
new markets and geographies with a proven business model. 
There is often a lot of financial engineering and the use of debt to 
leverage the assets of the target company. Venture capital, on the 
other hand, focuses entirely on start-ups and early-stage compa-
nies, where almost everything is unproven. VCs are taking a holistic 
view of the opportunity, there is almost no financial engineering – 
it is pure equity. Although we will explore preferred shares and 
preference shares used by VCs later in this book, the share instru-
ments and financial structures used in venture capital are relatively 
simple compared to private equity, and indeed VCs and private 
equity fund managers often appear to speak a different language. 
Sometimes, however, private equity funds overlap with venture 
capital funds when growing ventures become sufficiently cash-
generative for the private equity industry to step in and take  
a stake, often with a specific exit goal in mind.

Figure 2.1 shows the relationship between private equity and ven-
ture capital. It is worth noting that buyouts use a combination of 
equity and debt. Management buyouts, buy-ins and very large 
‘leveraged buyouts’ target companies with established businesses 
and reliable (but likely underperforming) business models. These 
transactions use debt because the risks are lower, and the business 
has sufficient free cash flow to service debt. Start-ups are different. 
They have little or no cash flow, and rarely have a proven product, 
business model or even management team. Debt is off the table 
and equity financing is the instrument of choice.

This book focuses on the role of the venture capital industry in 
investing in start-ups, but VCs are not the only source of early-
stage equity finance. New ventures often find that their first capital 
comes from other sources, some of which are informal and very 
close to home. Friends and family, business angels, accelerators 
and incubators and crowdfunding play a role in the early steps 
towards building a successful company.
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The private equity spectrum
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Figure 2.1   The private equity spectrum. 

Venture capital forms a subset of the private equity spectrum and focuses on start-ups 
and early-stage ventures. Venture capital funds are generally much smaller than 
private equity buyout funds, which target established businesses, usually with the goal 
of turning around underperforming assets. Venture capital funds invest in pure equity 
and rarely use debt, but buyout funds are different. Management buyouts (MBOs), 
management buy-ins (MBIs, in which external management teams buy a company) and 
leveraged buyouts (LBOs, which are very large buyouts) use debt as a source of capital 
in their financing mix. The debt is repaid from free cash flow within the target 
company over several years, leaving the equity holders as the owners of a debt-free 
company. This is an oversimplification of a complex industry, but the key principle is 
that VCs, business angels and friends, family and fools (FFF) are all a subset of the 
wider private equity market.

FOOLS AND ANGELS

Who would be unwise enough to buy shares in a start-up with an 
unproven technology, business model and management team? 
The entrepreneurial team’s extended friends and family might. In 
fact, the very first investment into start-ups frequently comes from 
those whose investment decision might go beyond the purely 
rational analysis of a VC; in other words, friends and family. This is 
often described, perhaps more accurately, as ‘friends, family and 
fools’. This is not meant to be derogatory; sometimes humans 
invest in other humans because they are related, because they like 
them or perhaps because they just want to help someone in a 
quest that means something to them personally – or they feel a 
connection. A quick scan of websites like gofundme.com or just-
giving.com will illustrate just how generous people can be with a 
wide variety of causes: some charitable, some personal and others 
blatantly commercial.
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This nudges us towards the notion of crowdfunding, which is a 
genre of early-stage funding that has grown enormously in recent 
years. Crowdfunding is nothing new and is in fact an old form of 
fundraising. The plinth for the Statue of Liberty in New York’s Upper 
Bay was famously funded by a proto-crowdfunding campaign 
organised by the New York Times. The ‘new’ aspect of crowdfund-
ing is that it has been enabled and expanded by the internet, 
opening early-stage, high-risk investments to a wide variety of 
investors. Fans of crowdfunding refer to the democratisation of 
venture capital investing, opening the market and providing access 
to high-return deals for ordinary investors.

Critics of crowdfunding, on the other hand, talk about the extreme 
information asymmetry existing between the promoters of new 
ventures on crowdfunding platforms and the inexperienced inves-
tors who back them. Information asymmetry is discussed later in 
the book; it is a fundamental function of the venture capital indus-
try to manage the information asymmetry that exists between 
entrepreneurs and investors. Entrepreneurs know a lot more about 
the risks of their business than the investors who back them. In the 
case of crowdfunding, there are very few if any means to manage 
this information asymmetry and investors are exposed directly to a 
wide variety of pioneering ideas that carry enormous risk. Some 
commentators argue that such investors rarely have the skills and 
experience to know what they are getting into and should proceed 
with extreme caution. Buyer beware is nowhere more evident than 
in the world of crowdfunding…

Business angels are dealt with in other texts, such as Richard 
Hargreaves’s practical guide Business Angel Investing (Hargreaves 
2021), but suffice to say they form an important component of the 
early-stage entrepreneurial financing journey. The term ‘business 
angel’ covers a variety of investors, from individual high-net-worth 
investors (the classic view being successful entrepreneurs reinvest-
ing their great wealth and experience into new ventures) to smaller 
participants investing $10,000 or less. Indeed, Scott Shane, in his 
book Fool’s Gold, points out that most angel investors in America 
are much smaller and play a less prominent role than popular views 
would have us believe (Shane 2008). Whether large or small, how-
ever, the key word for business angel investors is ‘experience’. Just 


