Chapter Two:

As all business owners know, a business needs
to balance the money coming in with the money
going out while seeking opportunities to make the
business grow and increase in future income. Typically,
business growth depends on further spending.
However, many starting businesses find it difficult to
get the money they need. This is where investment
comes in. Investment can help businesses grow by
providing more money and resources to generate
income. Below we go into a little more detail to
illustrate exactly how obtaining investment can
increase your income.

Cash flow vs Profit

This can be a difficult concept to understand,
but it is helps explain how investment can help a
business grow.

Profit

A business' profitis the revenue (or sales) minus
the expenses. Seems fairly simple right? Where it gets
more complicated is when we factor in items, such




as large equipment, buildings or, other assets. This is
because assets do not affect profit immediately even
though they do affect cash flow.

Cash flow

Cash flow is the flow of cash in and out of the
business. Very simply, it is all the cash that comes into
the business, minus all the cash that goes out of the
business. Cash flow and profit are related but not the
same. The distinction between cash flow and profit
is very important to understand when considering
investment. The purpose of an investment is to help
a business have adequate cashflow to grow.

Let's have a look at a simple example.

Sophea’s Coffee Shop
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Sophea’s business starts the month with $3000
in cash. She sells $1000 of coffee that month and
spends $700 on expenses such as coffee, rent, and
salaries. However, she also buys a new coffee machine
for $2000.

To calculate Sophea’s profit, we would subtract
her expenses from her revenue: her revenue is $1000,
and her expenses are $700. This yields a profit of $300.
To calculate Sophea's cash flow, we would take her
$3000 starting cash, add $1000 of cash in sales, subtract
$300 for expenses, and subtract $2000 for the new
coffee machine. This leaves her with $1,700 in cash at
the end of the month. Even though Sophea made a
profit of $300, she has less cash at the end of the
month than she started with.

If Sophea did not have $3000 at the start of the
month, she would need to find an investment of $3000
so she could buy her new coffee machine, this is how
investment can help a business grow.

Note that this is highly a simplified example. It does
not cover all the details of accrual and cash- based
accounting or of profit vs cash flow.

It is common to need money to help
your business grow.

Growth of your business might include getting
more customers, developing new products, or
improving the management,? and this often calls for
the acquisition of new assets. Assets are anything that
a business hopes to benefit from having, whether



over a short or long period.? Assets can be tangible,
such as machinery or property, or intangible, such as
the number of users on an app, technical knowledge,
or a skill. Assets cost money, and it can take time for
a business to be able to generate the income needed
to cover the expenses of growth. Many businesses
don't generate a profit until they have reached a
certain stage of maturity,' and even if they do, it may
not be enough. This is where understanding cash flow
and profit is important.

Early-stage businesses in Cambodia
often struggle to access bank-based
financing.

Entrepreneurs can struggle to access the money
they need to grow their businesses. More than a third
of business owners in Cambodia have to use their
own savings, and close to half rely on money from
friends and family.® This can be a great place to get
started, but when it's time for growth, there are new
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challenges. For example, banks commonly require a
high level of collateral and/or a registered business,
which can be a barrier for some entrepreneurs.* See
Chapter 3 for more information on choosing the right
type of investment.

If you can't access bank-based money,
you can still benefit from other forms
of investment.

If banks and other typical early-stage finance
options are difficult to access, equity financing can
help fill the gap. As a reminder, equity financing is
where a business is given some cash in return for a
share of ownership. We call this share of ownership
equity. Someone with equity in a business is entitled
to a share of future profits. Equity investment can be
particularly useful for young businesses without a
well-established cash flow or a lot of collateral, as it is
based more on future potential than on past or current
performance.l Later, we will describe some of the
more complex aspects of equity financing.
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Businesses with hands-on investors
also gain from the investors' experience
and knowledge.

One of the key aspects of equity investing is
that investors typically bring much more than money
to a business. There are multiple types of investors
who might get involved with a young business,
including angel investors, venture capitalists, and
potentially even larger investors. Different types of
investors offer or expect varied levels of engagement
with the business beyond its finances.? However, all
types of investors tend to be highly experienced
business-people and may have industry knowledge
that makesthem most suitable for a particular business
sector. An investors’ expertise can help you gain
knowledge about business strategy and operations,
improve your business management team?, or help
to expand your network of customers and investors.®
This advice, expertise, and new contacts can drive the
business to be better in addition to adding cash to a
business.

Why would someone invest in me?

Investors only choose to invest their money and
experience in businesses they think are likely to make
a good return or, for some, to make an impact. Investors
have limited resources, both in terms of money and
how many businesses they can be involved with at
any one time. They have to work out which businesses
they think are going to do the best with their help.



Finance-first investors, or investors whose primary
goal is financial return, have a number of tools they
use to work out how much a business or idea is worth,
what the risks of investing are, and how much future
return justifies that level of risk. Impact investors, those
whose primary concern is impact, consider a wider
range of factors, including how much non-financial
change a business might make, such as to the
environment or socially. Investors then agree on a
contract with business owners, which normally
minimizes the risk for the investor and aims to help
the business grow.

What do finance-first investors gain
from investing in me?

Finance-first investors typically invest for a share
of future income. They are primarily motivated to
invest in companies with the potential to return more
money than they invest for the least amount of risk.®
They might invest in businesses at varied stages of
development, but those who invest in micro-, small,
or medium companies tend to look at future earning
potential rather than current profitability.” Such
investors want to help your business grow and achieve
the believed potential, with the hope that this will
increase their return. This is in principle reason why
most financial-first investors invest in businesses: to
benefit from the future profits made by the business.



How do investors get a share of my
future profits?

There are a number of ways your investors can
benefit from your growing business, but they typically
ask for some ownership of the business. This sharing
of ownership, or equity, may entitle them to a number
of ways of earning money from their investment. For
example, early-stage investors might sell their equity
to other investors when the company has grown in
value.” Another example is the payment of dividends,
which are shares of the profit paid to investors once
the business has reached a certain size.® Other
mechanisms for return exist and depend on factors
such as the performance of the business, how much
equity the investor holds, and how long they are willing
to wait before getting their money back.”

How do investors decide how much
they want to invest?

There are different methods of working out how
large an investment to make to yield the desired profit
without taking on too much risk, but, in general,
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investors are looking to assess the potential financial
return in the future and the risk of that investment.”
Finance-first investors often estimate how much free
cash they think the business will generate in the
future; this is called discounted cash flow.?'° Once the
future income potential has been estimated, they
need to work out how much money they are willing
to risk, as there are lots of reasons why the business
may never reach its estimated potential, including
aspects of the business itself or the market. Investors
account for this risk and other factors, such as the fact
that money invested in a business cannot be reinvested
until they get any money back from their investment,
by adjusting the future income estimates by a
percentage decrease between now and the income
of a given year. This means that any potential income
in, say, ten years’' time is worth less today to an investor
than the same potential income in 5 years' time,
assuming the same level of risk. To make up for this,
investors want to know that they will make a certain
minimal return. For many investors, this simple method
of valuing investments is just one of the mechanisms
they use to evaluate how much they think an
investment is worth and how much equity they want
to own." More details on these calculations can be
found in the Tools and Resources section of the book.



How do investors reduce the risk they
are taking on?

As discussed above, investors aim to minimize
the risk they take on when investing in a business.
Beyond factoring risk into their valuation, they can
look to protect their investments to avoid losing their
money. Protecting their investments can take place
at any stage of involvement, such as during the
negotiation of the initial contract, when investors may
set performance targets to be met before the entire
investment is released to the company.” Other simple
measures include joining up with other investors,
which reduces their potential individual profit but
also reduces the individual risk. Investors may introduce
extra conditions to a contract that protect them, such
as asking for their equity in a form that initially
resembles debt, so that they can minimize the loss if
things go badly.” Additionally, they may simply include
clauses that prevent their shares from decreasing in
value as the company grows and gets further funding.”
An investor's preferred method of minimizing risk
depends on a range of factors, and a business owner
must also consider these aspects when seeking
investment.
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What does an impact investor gain
from investing?

“Impact investments are investments made
with the intention to generate positive, measurable
social and environmental impact alongside a financial
return.” Impact investors can range from individuals
through to large international funds.” The wide range
of impact investors means there are differences in
what investors are looking for; some are focused on
impact and are willing to make less money if the
impact is greater, whereas others are looking for a
strong financial return as well.'®* Impact investments,
for the major part, are not simply charitable donations
to a company, but profitable opportunities to make
a difference.

How can | increase my chance of getting
investment?

Those seeking investment will typically take
certain steps to make themselves investment readly.
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Investors—focused on finance or impact—may have
their own ways of screening potential investments.
However, there are a number of commmon factors that
may increase the likelihood of a company gaining
investment. While many, particularly early-stage
investors, may be happy to invest in an idea, they may
ask for evidence of past performance or a plan for
how an idea will lead to making money and impact.”
Additionally, investors may look at the people behind
an idea or company to determine whether they think
they will use their investment well."”

The next chapter covers becoming investment
ready in more detail.






