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How managing liquidity risk can sustain corporate

value and maintain shareholder confidence

As we come close to the end of a very challenging year for many UK
entrepreneurs, as well as a frustrating period for shareholders, it is time to
address one elephant in the ROOM!

ROOM stands for “Running Out of Money”. The risk of doing so, or the
perception that it could occur, can destroy corporate values and prematurely
paralyse a business. While this is a new description of the traditional references
to liquidity management, ROOM risk accurately describes a growing and
troubling problem. Details of emergency corporate fund raises regularly feature
in the financial press, and the failure rate of businesses in the UK is worrying.
While appreciating that companies fail for a multitude of reasons, a key factor
is often the lack of cash resources.

It is worth making the distinction between cash and assets. A company may
have a strong balance sheet (leaving aside the issue of the correct valuation of
some assets), but it needs access to cash or very liquid assets to meet the
demands of suppliers. Without cash, or money as we call it here, its business
will “gum up”.

Many companies are struggling fundamentally, and fundraising for SMEs has
proved difficult recently. Sometimes, the issues are macro and sometimes more
specific; but, when economic momentum declines, the knock-on effects can be
severe. This, however, is not the time for a blame game but rather a need to
address the issue.

While ambitious companies may face problems trying to achieve their goals, the
lack of sufficient funding can be ruthlessly exposed in a challenging economy;
progress can be slower than anticipated and setbacks may distract management
from their primary goals. In short, cash resources can rapidly evaporate, and with
it can go the value a company has created or hopes to create.

This puts corporates in a difficult position, and substantially weakens their
bargaining power when capital needs to be raised. That is the reality, however,
of the commercial world: “Cash is King".

But let’s set some context:

» In buoyant times, ambitious corporates can raise funds on the basis of an
optimistic future and a buoyant stock market. Sentiment is broadly positive,
investors adopt a multi-year focal length, and the risk to capital is considered
low; indicative of “a rising tide floats all boats” mentality. Investor
confidence is also reinforced by the quality of the shareholder register. In
essence, regarding valuations, corporate bargaining power is dominant.

» In today’s market, nothing could be further from the reality; investors are
generally cautious, lack a sense of urgency and are resistant to “another
great story”. Based on recent experience, their investment timeframe is
somewhat different: the long term is now a series of short terms. It may be
that they still believe in the ultimate growth story; in the interim, though,
they need to feel confident that the company is unlikely to be de-railed by
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funding challenges. Bluntly, they have to feel i) confident that further
funding will be forthcoming, and ii) that management has fully assessed their
cash needs, and what action to take if problems appear. In other words,
regardless of what entrepreneurs would like to think their businesses are
worth, the investors largely have the whip hand.

» The way companies communicate with their shareholders and potential
investors needs to be effective and relevant, while clearly keeping within
the regulatory framework. Rather than just speak to investors at reporting
time, corporates need to understand the needs and expectations of their
shareholders, who, lest we forget, are the owners. When relationships break
down with public companies, shareholders are likely to sell out (typically,
though, there is less flexibility in private markets). Nevertheless, whenever
a material valuation gap appears between what a Board believes the
company is worth and what investors are prepared to pay, it inevitably
results in issues when new sources of funds are urgently needed.

So, just as investors are keen to know the key drivers for their investments when
optimism prevails, they need to understand the core risks, especially in more
difficult times - and how management monitors and addresses such issues. Any
well-prepared corporate business plan should be the basis for such information,
and a management’s track record should not be ignored. This is not being unduly
negative; rather, it is a recognition of reality. The business plan is subjected to a
number of stress tests, both from a structural and timeline basis. Of course, no
business grows in a straight line, nor are all risks forecastable. However,
importantly, the above measures help to raise investor confidence. That alone
can be worth its weight in gold.

Nonetheless, why do emergency fundraises arise? Could some of them be
avoided? First, while not wishing to dismiss the impact of the acute disruption
caused by COVID-19, many Boards have not encountered the challenges that
have emerged recently; historically, they have been able to solve liquidity issues
via existing shareholders or banks. Secondly, entrepreneurs are typically
optimistic and might assume short-term issues as just timing irritations that will
be resolved shortly. With this approach, it can be difficult to prioritise the real
near-term problem. In addition, while external capital is typically required by an
SME in reaching its initial goals, there may be a resistance to issuing equity on
the grounds of unnecessary dilution, thus resulting in not having the necessary
adequate reserves to cope with unexpected setbacks.

Hardman & Co has developed its ROOM RISK ASSESSMENT SERVICE to help
address the issues mentioned above as an extension of its range of valuation-
related services designed to support fund administrators, investment
committees, directors and advisers.

These include:
» Primary valuations: advising on appropriate methodologies to adopt in

undertaking a new valuation.

» Secondary valuations: evaluating existing proposed valuations and challenging
the methodologies, assumptions and conclusions.

» Portfolio monitoring: consultancy services to optimise the ongoing
management of the valuation process.

» Bespoke consultancy projects: including illiquidity analysis and impact of
complex capital structures.
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Richard Angus is the Head of Business Development at Hardman & Co.

He has more than 30 years of City experience. His primary area of focus has been
US equity capital markets, and he has been involved predominantly in the
development of growth companies. Richard has experience on both the buy and
sell sides. Having worked for M&G as a fund manager, Richard then worked for US
investment banks Alex Brown & Sons and Furman Selz. Latterly, Richard was
Managing Director and Head of Institutional Sales for Europe at FBR & Co.
Besides being involved in many public flotations, Richard’s experience includes
pre-IPO capital raises.

Richard joined Hardman & Co in September 2014. He holds a BA (Hons) in
Economics from the University of Liverpool and is a Chartered Accountant.

Watch our video discussion

In a recent Hardman Talks interview, Larissa Adams interviews Richard Angus,
on the critical concept of “ROOM risk” (or the risk of “Running Out of Money”)
and its growing relevance in private company valuations. Watch the discussion.

Contact details
If you would like more information, please contact:

Richard Angus  ra@hardmanandco.com

Larissa Adams  la@hardmanandco.com
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Disclaimer

Hardman & Co provides professional independent research services and all information used in the publication of this report has been compiled from publicly
available sources that are believed to be reliable. However, no guarantee, warranty or representation, express or implied, can be given by Hardman & Co as to the
accuracy, adequacy or completeness of the information contained in this research and they are not responsible for any errors or omissions or results obtained
from use of such information. Neither Hardman & Co, nor any dffiliates, officers, directors or employees accept any liability or responsibility in respect of the
information which is subject to change without notice and may only be correct at the stated date of their issue, except in the case of gross negligence, fraud or
wilful misconduct. In no event will Hardman & Co, its affiliates or any such parties be liable to you for any direct, special, indirect, consequential, incidental damages
or any other damages of any kind even if Hardman & Co has been advised of the possibility thereof.

This research has been prepared purely for information purposes, and nothing in this report should be construed as an offer, or the solicitation of an offer, to buy
or sell any security, product, service or investment. The research reflects the objective views of the analyst(s) named on the front page and does not constitute
investment advice. However, the companies or legal entities covered in this research may pay us a fixed fee in order for this research to be made available. A full
list of companies or legal entities that have paid us for coverage within the past 12 months can be viewed at http://www.hardmanandco.com/legals/research-
disclosures. Hardman may provide other investment banking services to the companies or legal entities mentioned in this report.

Hardman & Co has a personal dealing policy which restricts staff and consultants’ dealing in shares, bonds or other related instruments of companies or legal entities
which pay Hardman & Co for any services, including research. No Hardman & Co staff, consultants or officers are employed or engaged by the companies or legal
entities covered by this document in any capacity other than through Hardman & Co.

Hardman & Co does not buy or sell shares, either for their own account or for other parties and neither do they undertake investment business. We may provide
investment banking services to corporate clients. Hardman & Co does not make recommendations. Accordingly, they do not publish records of their past
recommendations. Where a Fair Value price is given in a research note, such as a DCF or peer comparison, this is the theoretical result of a study of a range of
possible outcomes, and not a forecast of a likely share price. Hardman & Co may publish further notes on these securities, companies and legal entities but has no
scheduled commitment and may cease to follow these securities, companies and legal entities without notice.

The information provided in this document is not intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution or
use would be contrary to law or regulation or which would subject Hardman & Co or its dffiliates to any registration requirement within such jurisdiction or country.

Some or all alternative investments may not be suitable for certain investors. Investments in small and mid-cap corporations and foreign entities are speculative
and involve a high degree of risk. An investor could lose all or a substantial amount of his or her investment. Investments may be leveraged and performance may
be volatile; they may have high fees and expenses that reduce returns. Securities or legal entities mentioned in this document may not be suitable or appropriate
for all investors. Where this document refers to a particular tax treatment, the tax treatment will depend on each investor’s particular circumstances and may be
subject to future change. Each investor's particular needs, investment objectives and financial situation were not taken into account in the preparation of this
document and the material contained herein. Each investor must make his or her own independent decisions and obtain their own independent advice regarding
any information, projects, securities, tax treatment or financial instruments mentioned herein. The fact that Hardman & Co has made available through this
document various information constitutes neither a recommendation to enter into a particular transaction nor a representation that any financial instrument is
suitable or appropriate for you. Each investor should consider whether an investment strategy of the purchase or sale of any product or security is appropriate for
them in the light of their investment needs, objectives and financial circumstances.

This document constitutes a ‘financial promotion’ for the purposes of section 21 Financial Services and Markets Act 2000 (United Kingdom) (‘FSMA’) and
accordingly has been approved by Capital Markets Strategy Ltd which is authorised and regulated by the Financial Conduct Authority (FCA).

No part of this document may be reproduced, stored in a retrieval system or transmitted in any form or by any means, mechanical, photocopying, recording or
otherwise, without prior permission from Hardman & Co. By accepting this document, the recipient agrees to be bound by the limitations set out in this notice.
This notice shall be governed and construed in accordance with English law. Hardman Research Ltd, trading as Hardman & Co, is an appointed representative of
Capital Markets Strategy Ltd and is authorised and regulated by the FCA under registration number 600843. Hardman Research Ltd is registered at Companies
House with number 8256259.

(Disclaimer Version 8 - Effective from August 2018)

Hardman & Co's research is paid for by the companies, legal entities and issuers about which we write and, as such, falls within the scope of ‘acceptable minor
non-monetary benefits’, as defined in the Markets in Financial Instruments Directive.

The FCA Handbook (COBS 2.3A.19) states: ‘An acceptable non-monetary benefit is one which:/...] (5) consists of: [...] (b) written material from a third party that
is commissioned and paid for by a corporate issuer or potential issuer to promote a new issuance by the company, or where the third party firm is contractually
engaged and paid by the issuer to produce such material on an ongoing basis, provided that the relationship is clearly disclosed in the material and that the material
is made available at the same time to any firms wishing to receive it, or to the general public.’

The fact that Hardman & Co is commissioned to write the research is disclosed in the disclaimer, and the research is widely available.
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