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RESEARCH INSIGHTS THE HEART OF THE DEAL

Introduction

The entrepreneurial spirit in the

UK is alive and well, despite the
unprecedented challenges of the
pandemic and the acute lack of
certainty that has prevailed across
so many facets of daily life since
early 2020. As well as the human
cost, the pandemic and associated
government response prompted the
deepest recession in history across
the global economy. In the UK, close
to 400,000 firms closed in 2020,
according to the ONS.

Despite the crisis, though, and
perhaps even because of it, more
businesses are being launched than
ever. 2020 saw a record 407,510
new businesses formed. The same

burst of business creativity was true
in the US and elsewhere, and 2021
saw another record year, with over
770,000 businesses formed - an
increase of 3.5% year-on-year.

The pandemic will leave its mark.

A period of homeworking and a year
marked by protests have brought
work-life balances and broader social
and environmental issues to the fore.
The entrepreneurial heart is beating

stronger than ever. But post-Covid-19,

will it yearn for the same things?

In this latest Heart of the Deal survey,
we sought to find out by talking to
the entrepreneurs themselves. We
surveyed 351 business owners with

businesses valued between £10m
and £200m. Across the consumer
goods, business and financial
services, manufacturing, media,
technology, and healthcare sectors,
we asked business owners about the
impact of Covid-19 and its influence
on their motivations, perspectives on
business ownership, hopes, concerns
and plans for the future.

As the UK starts to “build back
better”, we hope that Heart of the
Deal offers a valuable insight into
how the extraordinary events of the
last 18 months have influenced the
businessmen and women laying the
foundations of our future economic
success and prosperity.



The entrepreneurial mindset:
A snapshot

95%

93% of entrepreneurs say the crisis
has made them reassess their
relationship with their companies.

24%

Owners’ increasing social
conscience means the desire to
create jobs and give something back
is now the most popular motivator
for launching new businesses.

39%

Working themselves to an early
grave? 89% of business owners
would delay selling for a better price
even if it harmed their health.

38%

88% of 35-44 year olds business

or ownership stake is their main
vehicle for accumulating wealth and
providing for their retirement.

76%

But despite many challenges,

76% say they believe their business
is more valuable than before the
pandemic.

90%

Capital gains tax changes would
see a surge of company sales: 90%
would bring forward plans to avoid
a hike in tax rates.
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Covid-19: A mixed legacy

Even where businesses and
entrepreneurs survived - and even
thrived - during the pandemic,

few business owners have come
through the experience unscathed.
The crisis has been a source of
huge uncertainty and a multitude of
concerns for entrepreneurs.

Key worries revealed by our survey
included the challenges of operating
remotely, mentioned by 45%, the
inability to plan for the future (43%),
the wellbeing of staff (41%) - and
potential job losses (38%). Inevitably,
supply chain disruption, cashflow
concerns and lost revenue also

weighed heavily, each being a top-
three concern for about a third of
those surveyed.

In over a third of cases, business
owners are considering exiting their
businesses - at least partly - as a
result of Covid-19.

Over a third (34%) say, while they
previously hadn't planned to sell
prior to Covid-19, the pandemic has
led them to reconsider and half of

those plan to sell as soon as possible.

Nor is it just older owners bringing

forward an exit: these survey findings

were similar across ages.

Crucially, some of these worries (such as staff wellbeing) remain
as businesses emerge from the crisis, and they also face a fresh set

of challenges:

Throughout the Covid-19
pandemic, what have been
your biggest concerns in
relation to your business?

45%

Difficulty of operating remotely

43%

37%

Encouraging staff
to return to the office

32%

Paying off debts
accumulated as a

result of the pandemic

28%

Job retention

34%

The wellbeing of
my workforce

31%

Replacing lost
revenues as a result
of the pandemic

27%

Geopolitical
uncertainty

35%

Exporting challenges

post-Brexit -
Inability to plan for the future

31%

Political uncertainty
in the UK

41%
25%

Cashflow

The wellbeing of my workforce

E Agree



For all that, however, the most
striking finding is that business
owners remain remarkably bullish
about the prospects for their
businesses. There is a clear sense
among owners that, having survived
the crucible of Covid-19, their
businesses are stronger than ever.

This has led more than three quarters
to say they believe their businesses
are more valuable than before

the pandemic, with more than a

fifth believing it has made them
significantly more valuable.

How has the pandemic affected the value

of your business in your view?

My business is
much more valuable

My business is
somewhat more valuable

How has the pandemic affected
the value of your business in
your view?

94%

The findings are perhaps not
FMCG

surprising in the healthcare sector,
which led the way with a third
thinking that their businesses were
now much more valuable (and just
over half somewhat more valuable).
But all sectors saw solid majorities
upbeat about their prospects when
it comes to an exit. Financial services
were weakest but even there, 62%
say their businesses have added
value over the crisis.

84%

Healthcare

34%

Media

78%

Technology

68%

Business
services

64%

Manufacturing

My business is
somewhat less valuable

62%

Financial
services

COUOCOCOOGC

My business is

My business is more valuable

significantly less valuable



Hearts and heads

There is a fundamental tension many

entrepreneurs and business owners
wrestle with. On the one hand, the
motivations for starting and building
a business are not simply or even
mainly financial. The most common
motivator stated by respondents for
starting a business is to create jobs
or a legacy or give something back
to the community, agreed by almost
a quarter (24%), in stark contrast to
just 1% of business owners who said
the same in our 2018 Heart of the
Deal survey.

Even if this is retrospective
reasoning, it's just one of many
motivations. Perhaps surprisingly,
only in a minority of cases is the
key driver to create wealth (17%) or
earn a living (14%). This is almost
10 percentage points lower than in
2018, where 23% of entrepreneurs
started their company to earn

a living.

We see the same when it comes
to decisions to sell a business. The
most significant considerations for

What originally motivated you to start your business?

N~ N

24% 17% 17%

Desire to create Competitiveness with Desire to create wealth
jobs/a legacy/make a family/friends/peers
difference or give back
to my community

N » »
15% 14% | 13%

Entrepreneurial spirit Need to earn a living By accident or saw an
for myself or my family opportunity or a gap
in the market place



vendors are whether a new owner will
take care of the business and if they
can remain part of it (24% for each).
Whether the new owners would
encourage the business to grow is
also a key consideration (19%).

Most owners are heavily committed
to the ongoing success of their
businesses, beyond the direct impact
on their own financial position. This

is partly why it can be challenging for
owners to bring in outside investors,
as some of the concerns revealed by
our survey show.

The primary worry is not so much a
simple loss of control but the impact
that this loss will have on the strategy
and culture of the company that the
owner has created - as well as on
the jobs of their valued employees.
When owners are prepared to step
away from the business or bring

in investors, it's usually as much
because they feel they have taken it
as far as they can on their own, as a
desire to cash in.

Of course, the last 18 months have
had a profound effect on owners:
more than nine out of ten (93%)

say Covid-19 has made them

reassess their relationship with their
enterprises. There’s little sign from the
other responses, however, that it has
left them less emotionally invested in
the businesses they create.

If you were thinking about selling your business, what would be
your biggest consideration for the future of the business?

24% 24%

m \\'hether the buyer would m \\'hether | would be able
take care of the business to remain part of the
| have built business in some way
What would be your single Covid-19 has made me
biggest concern about reassess my relationship with
bringing in external investors? my business/work

95%

28%

I Change of strategy N /\gree



RESEARCH INSIGHTS THE HEART OF THE DEAL

Retirement planning:

A healthy balance?

To what extent would you agree with the following statement:
My business or my ownership stake in a business is my main vehicle for accumulating wealth and

providing for my retirement?

» ‘ 3%’ ‘ 8%’ ‘87%’ ' 3%’

18-24

year olds

For all this, though, most
entrepreneurs cannot escape
that they are financially as well

as personally invested in their
businesses. For 88% of owners,
their shareholding in the business
is their primary vehicle for
accumulating wealth and
providing for their later years.

That's particularly true for younger
owners: of those aged 25 to 34, 93%
agree and 44% strongly - against
82% and 35% for the over 55s.

That should probably not be a
surprise, given that the main
alternative sources of wealth are

25-34

year olds

35-44

year olds

N Agree

heavily skewed towards older age
groups. For example, an estimated
three-quarters of the over 65s own
their homes outright according to
the Office of National Statistics.
People in their mid-thirties,
meanwhile, are three times more
likely to rent than 20 years ago.
Older generations who have worked
elsewhere before starting a business
are also much more likely to have
some final salary pension provision.

If it is not surprising, though,
neither is it healthy - quite literally.
A dependence on their businesses
as the primary source of wealth
inevitably means owners’ decisions

y( ar ()l(ls

55+
year olds

in relation to their businesses can be
heavily swayed by considerations of
their personal financial wellbeing.

The reliance on a business for
financial security and as a substitute
for a pension makes it inevitable

that owners’ financial interests will
dominate their decisions around a
potential sale. That doesn’t just mean
decisions that are not necessarily
best for the enterprise, and therefore
the economy. It can mean owners
making difficult decisions, balancing
what's best for their business with
what's best for them personally.



Capital gains tax uncertainty:

The tail wags the dog

A more immediate concern for many
UK business owners, though, has
been more prosaic - higher capital
gains tax.

Until March 2020, under the
“entrepreneurs’ relief” regime, those
selling their companies could benefit
from highly favourable tax treatment:
a reduced rate of 10% capital gains
tax (CGT) on up to £10 million in
gains over their lifetime.

The lifetime limit was reduced
significantly in the 2020 Spring
Budget to £1 million of gains, and the
relief re-branded (perhaps tellingly)
as “business asset disposal relief”.
However, the favourable reduced
10% rate was left in place.

After Chancellor Rishi Sunak wrote to
the Office of Tax Simplification in July
2020 asking for a review of the CGT
system, much of the period since
has been spent anticipating a further
revision. A widespread concern

has persisted that it may even be
eliminated with rates normalised with
income tax - up to 45% for higher
rate taxpayers, which would include
many business owners.

Even without any changes, that
uncertainty has fuelled transaction
activity. First, the run-up to the
2020 Autumn Statement and then
the approach to the Spring Budget
in March 2021 and most recently
the Autumn Budget in October
2021, resulting in notable surges of
business owners exploring a sale in
expectation of a change.

Although the Government
announced at the end of 2021 that its
review of CGT had been completed
and no changes recommended, it
remains to be seen if this eliminates
business owners’ anxiety. If any
uncertainty prevails, it is likely to
remain a recurring factor.

Nor is the danger simply that tax
rates rather than business needs

or prospects (and by proxy those
of the economy) determine private
company exit timings. A favourable
CGT treatment is a significant
motivator for entrepreneurs when it
comes to building the business or
starting new ones: 86% say it is an
important factor.

No responsibly managed economy
can afford to deter wealth creators
from building tomorrow’s business
successes and our survey would
seem to suggest that the recent
uncertainty around the tax-driven
advantages of building a substantial
business as a vehicle for an
entrepreneur’s personal financial
security may have prompted some
to exit sooner than they might
otherwise have.

Business owners are a vital part of
the UK Government’s plans to build
back better post pandemic. This
and future governments need to be
careful that any reform to CGT does
not undermine that broader aim.

Is a favourable capital gains
tax (CGT) rate on exit an
important factor for you in
terms of building your current
business and/or future
businesses you may create?

36%

An increase in capital gains
tax would make me bring
forward plans to sell my
business in order to avoid
paying a higher rate - 25-34
year olds
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Tipping the scales:

The personal and political

There are two ways of mitigating the
risks that financial pressures lead to
poor outcomes personally and for
the business.

The first relies upon owners
themselves diversifying their assets
and weaken the dependency on
the value of their business for

their financial security. There's
encouraging evidence that many
owners are doing just that - at
least when uncertainty around the
company grows.

10

Almost all owners (96%) say that
when external risks to the business
have increased, they have attempted
to divert income or cash to invest
outside the business in other

asset classes - and 42% do so as a
matter of course. The willingness
among owners to mitigate risk by
diversifying their wealth alongside
their business makes perfect sense,
although many owners continue to
rely heavily upon their businesses to
secure their future financial security.

Policymakers must also share some
of the responsibility, however. The
willingness of entrepreneurs to take
risks depends on their confidence
in reaping the rewards. In their
decisions to start new businesses
and grow existing ones, it is
perhaps unrealistic and unhelpful
to expect them to act against their
own interests. Any economy that
wants to foster the entrepreneurial
community must keep in mind the
people at its heart.




Political pressures

Business owners face significant
challenges and uncertainty ahead
beyond Covid-19 and the recovery.
Two stand out.

First are the difficulties related
directly and indirectly to Brexit.

On the one hand, almost all of our
survey respondents agreed anything
is preferable to the transition period’s
acute uncertainty when even a deal
with the EU was in doubt. More than
nine out of ten owners (92%) that

responded believe it has been easier
(Covid-19 aside) to manage and grow
their business since the end of the
Brexit transition concluded at the
end of 2019.

On the other hand, the outcome

has been far from ideal for some
businesses. Post-Brexit export
challenges are the top concern for

a third of businesses overall and 46%
of those in the technology sector.

To what extent do you agree with this statement: The break-up
of the UK, were it to take place in the foreseeable future, would be a
significant threat to my business’ ability to succeed.

mmm Strongly agree
Bl Agree

|
I

Neither agree nor disagree

Disagree

Moreover, many fear the broader
consequences of the exit from the
EU may still yet be felt. To the extent
that Brexit has fuelled the separatist
sentiment in the constituent parts
of the UK, and most notably in
Scotland, it continues to pose a

risk factor for a large majority of
business owners.

39%

say that any break up of the UK would
be a significant threat to their business’
ability to suceed.

92% of owners that responded believe it has

been easier to manage and grow their business
since the end of the Brexit transition.

Ll



Arrowpoint Advisory is the dedicated
mid-market team of Rothschild & Co
in the UK. We provide expert M&A,
Debt and Special Situations advice
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