






20

Impact on the problem
4.13	 Our evidence suggests that there may be 

several thousand businesses potentially 
requiring up to £10m of investment. To 
have any impact on this gap would require 
a fund of significant scale. 

4.14	 This will require institutional and corporate 
investment into any SME growth capital 
vehicle. Pension fund and insurance 
company investors often seek minimum 
individual investments of above £20m 
whilst at the same time being constrained 
to a maximum participation in any 
fundraising of 10%. This leads to a  
self-reinforcing need for the fund to be at 
scale: the fund must be large to address 
the gap; the gap can only be addressed 
by attracting institutional investment, which 
in turn requires the fund to be of scale. 

‘scale is an important factor when 
structuring any intervention; it is 
important as it will enable a greater 
number of investments that will diversify 
the risk.  This will enhance the ability 
of the fund to generate returns and, in 
addition, reduce the level of appropriate 
due diligence for each investment, 
a principle driver of cost’ – Partner, 
Private Equity Firm

Commercial Operation
4.15	 The review believes there is a commercial 

opportunity in providing growth capital 
to SMEs at a rate of return above bank 
lending and below that of high risk venture 
capital. To demonstrate this to institutional 
investors any intervention needs to be 
delivered commercially – in structure, 
management and objectives. 

4.16	 Demonstrating a clear commercial 
management framework, independent 
of government involvement in strategic 
and operational decision making, will be 
critical to attracting and retaining suitably 
experienced investment managers.  This 
is likely to be most apparent in terms 
of structure and level of remuneration 
where successful recruitment of high 
quality managers will require commercially 
competitive terms.

‘Any intervention has to be on 
a commercial basis in terms of 
remuneration…otherwise the calibre 
of people will not be attracted and 
investment quality will suffer’ - Fund 
Manager, Regional Private Equity Firm

Long Term Solution
4.17	 The market failures in provision of SME 

growth capital have been driven in part 
from short-term investment horizons and 
intermittent investment appetite among 
private sector investors.  

4.18	 It has been seen that within the venture 
capital/private equity industry in general, 
and in the case of ICFC/3i in particular,  
there has been a trend over time from 
smaller to larger deals and therefore 
for investment into larger companies.  
Measures will need to be designed within 
any intervention to deter such a drift.  It 
is particularly important to ensure that 
any intervention supports SMEs through 
recovery from recession, when demand 
for growth capital increases while supply 
is still relatively constricted and thereby 
providing a more enduring, dependable 
source of growth finance for the future.
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An independent institution
5.1	 Any intervention in the market for growth 

capital should be free to make investment 
decisions independently of government 
influence, and to set out how investments 
should be made so as to best fit the 
market within the investment mandate. 
The institution would raise funds and have 
a portfolio governance and monitoring 
function.  

5.2	 Careful consideration would need to 
be given to the design, legal basis and 
classification of any new institution so that 
it balanced the need for commerciality 
with the control required to avoid mandate 
creep. The experience of ICFC/3i provides 
an important lesson for government in 
designing an institution.  In implementing 
a growth capital fund two factors deserve 
close consideration: the design of an 
appropriate set of financial instruments 
and the appropriate distribution 
mechanism for funds.

Product offering: ‘mezzanine’
5.3	 In order to address the market for growth 

capital successfully, the range of financial 
products offered will need to balance risk 
and return.  It should address the needs 
and capabilities of SMEs, as well as having 
credibility for investors and enable any 
fund raised to be financially attractive.

5.4	 Investment in SME growth capital sits 
between bank lending (usually asset-
backed) and much higher risk venture 
capital investment.  In the market the 
risk/return position broadly equates 
to that of mezzanine instruments; a 
term used to identify lending that is 
subordinate to senior (bank) debt, usually 
on an unsecured basis and with a clear 
repayment schedule, but which ranks 

ahead of equity.  Mezzanine lending is 
often accompanied by an equity warrant 
that may crystallise at final repayment or 
upon particular events (such as a sale). 
The precise structure of a mezzanine 
product can vary making it flexible to the 
financing needs of business and the return 
required by investors.

‘many of our debt based deals are with 
companies that can service the loan on 
a cashflow basis but do not have the 
security to satisfy the Bank’s lending 
requirements’  - Mezzanine debt 
provider

5.5	 A set of mezzanine products as part of the 
government’s wider suite of instruments 
could enable effective SME growth capital 
investment. The review considers that 
an indicative range of expected returns 
from such mezzanine loans might be 
considerably above senior debt.  Within 
this broad structure, it would be possible 
to offer a range of flexible instruments that 
match appropriate returns with the level of 
risk taken.

5High Level Options for 
Intervention
In addition to investigating whether there is a gap in the provision of growth 
capital, the review was also asked to present options setting out what a 
government intervention might look like and how it might be delivered. Three 
broad delivery options have been identified and are considered in more 
detail in this chapter. The benefits and drawbacks of each broad option are 
considered against the factors identified in chapter 4. However, this chapter first 
considers what the product for investing growth capital might look like based on 
discussions and views provided to this review by industry experts. 

CASE STUDY
Mezzanine finance proved suitable 
instrument to fund growth

A business producing baby food was 
established in 2001. Original funding came 
from remortgaging the owner’s home, 
overdraft and loans from family.  Whilst 
these sources were initially sufficient 
to enable the business to become 
established, a greater amount of finance 
was needed to expand the business in 
order to meet the owner’s high growth 
objectives and fund marketing activities to 
establish a brand name.
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5.6	 Using a ‘mezzanine’ instrument has a 
number of advantages as a product: 

It can help address the problem of SME •	
aversion to parting with equity.

It provides an alternative source of capital •	
for businesses who would not attract 
equity investment or be inappropriate for 
debt finance due to a lack of available 
collateral.

May attract a different class of investors •	
seeking a cash yield. 

Aversion to equity
5.7	 SME attitudes to different types and 

sources of finance show a strong and 
enduring aversion to equity investment.  
Survey data suggests that although 
20% of firms would consider equity 
investment, only 2% of those seeking 
finance have sought equity finance in the 
previous three years.  This in part may 
reflect a strong cultural preference for 
100% ownership among owner-managed 
firms.21  Survey evidence confirms that 
many owners fear a loss of control with 
equity investment and the cost is often 
perceived as too high compared with the 
money raised.  Although attitudes among 
SME owners may change as scarcity of 
debt finance increases, it is anticipated 

that the reluctance to cede any ownership 
stake will mean that mezzanine-type debt 
instruments will more often match the 
preference of SMEs when securing growth 
capital.

Provide an alternative source of capital
5.8	 Only a very small proportion of UK SMEs 

finance their business through equity 
investment, which is not appropriate to 
all businesses. By contrast, debt finance 
may not be suitable for growth firms as 
its tight convenants may be too restrictive 
if expansion plans fail or the firm has 
too small a level of working capital to be 
able to meet regular debt repayments. 
Mezzanine provides greater flexibility. 

‘high growth SMEs can usually attract 
the interest of equity, but those with 
more pedestrian growth will have 
problems, but the availability of 
mezzanine debt can in part address 
this’  - UK fund manager

Encouraging investors
5.9	 The product mix is an important 

consideration when raising private sector 
funds for any new investment vehicle.  In 
this regard it will be important to match 
the cash flow profile of the underlying 
SME investment products with the 
requirements of any instrument being 
issued to institutional investors.  Some 
investors will not be attracted by the high 
return on equity investments because of 
the comparatively high level of risk. These 
investors may prefer a lower yielding 
instrument, with lower level of risk. A 
mezzanine instrument for SMEs could 
meet these preferences as risk is reduced 
through regular payments (yield) and the 
fact that in the event of the company 
folding, mezzanine debt holders will be 
entitled to repayment before ordinary 
shareholders.  

5.10	 The business model to support an entity 
undertaking principally mezzanine lending, 
at a scale that delivers scale economies 
and achieves the market impact identified 
above, will differ significantly from existing 
venture capital operations.  In the current 
market there are few, if any, firms operating 
at scale in the SME growth capital market 
or with a business model designed toward 
this end. 

5.11	 It is anticipated that a successful 
intervention will need to combine relatively 
high volume deal flow, managed to tight 
constraints on due diligence and deal 
costs.  As such the requirement in terms 

Initial equity investment of around 
£2m was raised from Business Angel 
investors over a number of years. The 
owner was not averse to equity but was 
limited in obtaining bank finance due to 
a lack of collateral to secure additional 
debt.

Although sales experienced steady 
double digit growth, the firm was not 
meeting its full potential due to delays 
in signing a nationwide distribution deal 
that would transform the business. 
Additional finance was required to cover 
working capital and fund an increase in 
capacity. 

Appropriate finance was hard to come 
by; there was little collateral to secure 
debt and additional equity would dilute 
the owners share too much. The owner 
believed there was a ‘post code lottery’ 
of securing Government funding and the 
bureaucracy involved in accessing this 
funding were too onerous. 

A mezzanine loan with small equity 
warrant proved an ideal form or funding. 
There was flexibility in the design of the 
loan around the needs of the business 
and there was not significant dilution of 
ownership.

21.	CBR SME Financing 
Survey 2008
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of investment manager skills is likely to be 
for those able to adapt to an environment 
that resembles a mix between that of a 
commercial bank credit analysis team and 
a venture capital player. 

‘the majority of our people bring a 
credit analysis background gained 
in commercial banking rather than 
pure private equity, but approaching 
investments from a cashflow rather 
than asset perspective’- UK mezzanine 
loan provider

Distribution Options
5.12	 There are a wide range of delivery options 

that a growth capital fund might employ.  

Fund management to be done in-house, •	
with people employed to find and assess 
deals and manage the portfolio of 
investments.

Capital raised and managed in-house, but •	
using existing providers as a distribution 
network.

Investments made on a co-investment •	
model with private sector partners, 
piggybacking on existing deals.

Option 1: Fund management to be done 
in-house, with staff employed to find, 
assess, and follow up deals
5.13	 Under this option, the investment function 

would operate through a geographic 
network of offices with experienced 
investment executives supported by 
analysts.  Talent would be attracted by the 
scale of funds under management and 
appropriately incentivised. The portfolio 
governance and operations team would 
provide logistical support across all 
investments, leveraging scale economies 
from professional services providers for 
example, and have primary responsibility 
for meeting the institutional mandate at a 
portfolio level.  This would include ongoing 
monitoring of performance and managing 
risk diversification. 

‘The regional office and focus structure 
[of 3i] would be of huge benefit.  The 
local relationships and connections built 
up by such a structure are invaluable in 
helping companies see the benefits [of 
growth capital]’ –Partner, Commercial 
Law Practice 

5.14	 One significant challenge under this 
option is likely to be the ability to attract 
private sector capital at the outset. 
Critically, without a track record a new 
institution may find it difficult to convince 
private sources of finance to invest. This 
could in part be mitigated by recruiting 
credible investment executives, although 
directing them to operate in this section 
of the market, where they may not have 
operated before, may not fully mitigate 
the lack of a track record. Furthermore, it 
could also distort activity away from other 
priority sectors like early stage. As a result 
the appetite of investors to back the fund 
is likely to remain highly uncertain during 
the early phase of the launch and may 
take time to build momentum thereafter. 

Option 2: Establish a ‘thin’ institution 
that uses private sector distribution 
channels
5.15	 Establishing only a ‘thin’ management 

function would leave investments to 
be made through a network of existing 
providers who have the appropriate profile 
in terms of track record, skills, investment 
range and geographic presence.  A ‘thin 
institution’ would maintain oversight 
of distribution and the overall portfolio 
management and maintain alignment to 
the mandate. 

5.16	 The advantage of using existing fund 
managers with established reputations 
and proven track records, would be to 
give confidence to investors. Investors 
tend to be more confident backing existing 
firms with which they have experience 
than brand new firms, even if the individual 
managers are known to them. This 
might make raising funds marginally less 
challenging than option 1. 

5.17	 Delegation of investment sourcing and 
assessment to private sector fund 
managers could pose a greater risk 
of mandate creep would be a greater 
risk than under Option 1, although the 
centralised governance and portfolio 
management function would mitigate this 
risk.  
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5.19	 One of the key risks with this option is that 
a sufficient number of suitable providers 
operating directly in this market cannot 
be found.  However considerable scale 
might be achieved by engaging the 
broader venture capital and mezzanine 
finance market as these players might be 
persuaded to deliver SME growth capital. 
This might require some adjustment to 
their current operating model and would 
be dependent on the design and incentive 
structures of any intervention.  

Option 3: Establish an institution to 
co-invest with approved private sector 
partners
5.20	 The final option considered is a co-

investment model, where existing private 
sector fund managers are able to call 
down funds raised by a new government 
intervention, to supplement their own 
individual investments.  The release of 
funds would be subject to approval by 
the new entity.  This structure reflects 
programmes undertaken in other 
governments around the world and within 
the UK by Scottish Enterprise, Capital 
for Enterprise Ltd and the Regional 
Development Agencies.

5.21	 The pre-qualified private sector investors 
would be selected to make up a wide 
geographic distribution network. Deal 
flow would be market led, incentivised to 
operate in this area through the possibility 
of matched funding.  The co-investment 
approach is likely to be the fastest to 
market as it is likely that pre-qualification 
of fund managers and initial organisational 
set-up could be completed ahead of more 
complex requirements of the other options.  

5.22	 Of all the options this approach relies most 
heavily upon existing market players – to 
both deliver growth capital to the SME 
market and invest their own funds. The 
obvious challenge, as has been observed 
throughout this review, is that a number of 
significant obstacles exist to private funds 
investing in SME growth capital market, 
only some of which are related to the 
availability of capital.  There is a risk that 
a co-investment approach alone would 
be insufficient to stimulate new private 
sector investment in an area where it is not 
already taking place at any scale.

5.23	 Table 2 below provides a summary of the 
considerations given to the three options. 
It highlights the relative strengths and 
weaknesses of the models against the 
factors identified in chapter 4, as well as 
considering how well they are positioned 
to address the structural market failures, 
the set up costs to government, speed of 
delivery and whether they help to achieve a 
real ‘escalator of finance’ for SMEs in the UK. 
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A standalone commercial 
institution to raise, manage 
and directly distribute 
growth capital “in-house”

A  commercial institution 
to raise and manage 
capital but with   
distribution through 
existing providers

A commercial institution 
to raise capital and deliver 
investment through a 
co-investment model with 
private sector partners

Attracting 
private sector 
funding 

Could initially prove the 
most difficult, as institution 
comes without a track 
record, though can be 
mitigated by recruitment of 
quality investment team. 
In the long-term, likely to 
have most impact

Accesses existing track 
record, skills and expertise 
of existing distribution 
networks helping to attract 
private capital

Accesses existing track 
record, skills and expertise 
of fund managers, but less 
likely to attract funding of 
any scale

Achieving 
scale

More certainty in achieving 
scale. Potential to reduce 
cost of capital through 
scale economies

Also has the potential to 
achieve scale, depending 
on the number of 
distribution channels

Less likely to achieve scale 
and large numbers of co-
investors make significant 
economies of scale less 
deliverable

Enduring 
solution

Provides an enduring 
mechanism for channelling 
investment to SMEs. If 
unmet viable demand 
exists, this should lead to 
additional growth capital 
funding

Could be issues and 
fund managers indirectly 
employed focus on other 
opportunities

Potentially could provide 
enduring solution, if more 
private sector capital is 
attracted into SME growth 
finance

Distribution Provides the opportunity 
to establish regional 
distribution network

Relies on existing channels 
of distribution which may 
be insufficient

Relies on existing investors 
and is unlikely to provide 
any shift in the current 
distribution of capital

Cost of 
establishment

Likely to carry the greatest 
cost due to establishment 
of institution and delivery 
channel

Lower upfront costs 
with majority of these 
costs being to establish 
relationship with existing 
providers

Lowest upfront cost option 
with little institutional/
set-up but would have 
to  pay a share of the due 
diligence and search costs 
for deals

Speed of 
setup

Most complex to establish, 
at least 6-8 months before 
fist investments

Potential to be slightly 
faster to market  if 
distribution partners can 
be identified

A co-investment approach 
is likely to be the fastest to 
market

Simplification 
& follow on 
funding

An institution provides an 
opportunity to simplify the 
existing landscape and 
provide follow on funding 
through a number of 
managed interventions

An institution provides an 
opportunity to simplify the 
existing landscape and 
provide follow on funding 
through a number of 
managed interventions

Less likely to help 
government simplify the 
landscape as would be 
another separate, free 
standing intervention. 
Co-investors may not be 
interested in undertaking 
follow-on investments

Table 2: Summary consideration of options
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This review has considered carefully the available 
evidence and data on the supply and demand 
for growth capital amongst UK SMEs. It has also 
considered the views of a wide range of industry 
and market experts and has drawn the following 
high level conclusions:

A vibrant SME sector displaying strong •	
growth is vital for overall economic growth, 
leading to increased competition and 
innovation, and improved productivity.  
Government should strive to ensure that 
adequate growth capital is available across 
the SME growth cycle and should consider 
carefully its model of intervention.

A gap continues to exist for companies •	
looking for between £2m and £10m in 
growth capital.  Neither bank lending nor 
equity investors are likely to fill this gap in 
the foreseeable future.

A mezzanine product would be best •	
suited to fill this gap. It would help address 
demand side aversion to pure equity, 
and provide a return above regular bank 
lending at a level of risk lower than for 
venture capital or private equity. A well 
structured intervention could attract capital 
to this risk/return profile. 

Any intervention would need a centralised •	
asset allocation and risk management 
function, possibly an institution, which 
would also set the overall strategic 
direction of the investment strategy thus 
ensuring that there was not "mandate 
creep."

To ensure that SMEs and capital can be •	
matched, evidence points to the need 
to be able to find, assess, and manage 
investment opportunities at a local or 
regional level.

Investments should be made on a •	
commercial basis in order to attract 
private capital into the asset class, to 
attract talented investment managers who 
work on a commercial basis and to avoid 
distorting the market and crowding out 
private initiatives.

The existing landscape of government •	
intervention would benefit from 
simplification.  Any new intervention 
should not add to, but help resolve those 
problems and provide a credible source of 
follow-on funding for growing SMEs

6 Conclusion
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The Growth Capital Review was announced 
in ‘New Industry, New Jobs’ in April 2009. 
Venture capital expert Chris Rowlands and 
an independent advisory panel of industry 
specialists were tasked to consider whether 
there was a gap in the provision of growth 
capital in the market and whether, and in what 
form, further Government intervention could help 
increase the supply of long term growth capital 
to SMEs. 

The Review was supported by both the 
Department for Business, Innovation and Skills 
and HM Treasury, with research and analysis 
conducted by both departments. 

In the process of gathering evidence to input 
into the review a number of different approaches 
were taken including:

Consultation with industry and SME •	
experts

An open “call for evidence”•	

Analysis of finance and SME datasets•	

Assessment of SME surveys•	

Literature review of wider evidence•	

Methodology
Over the course of the project the review team 
met with and gathered the views of over 80 
stakeholders, including banks, private equity 
and venture capitalists; private and institutional 
investors; industry representatives; the academic 
and research community; government agencies; 
regional bodies; and small and medium 
sized businesses and their representative 
organisations.
 
In addition, an open ‘call for evidence’ for the 
Review was launched in June 2009 to help gain 
a full and representative understanding of the 
environment for raising finance and likely issues. 
Evidence from 47 respondents helped shape 
the direction of the Review, highlighting key 
issues and providing evidence the Review team 
used to help develop its analysis. In the ‘call for 
evidence’ stakeholders were asked eight key 
questions:

Q1: Is there is a failure in the supply of long term 
finance to support the growth of SMEs? Does 
the suitability of different types of finance vary for 
different categories of business growth? Please 
outline your definition of ‘SME’ in this context.

Q2: If there is a failure, what is its scale and 
nature and which type of SMEs does it affect? 

Q3: What is the level of demand amongst SMEs 
for additional long term capital for growth, as 
opposed to shorter term, flexible and available 
capital? If there is demand, what are acceptable 
costs of raising such capital and the appropriate 
return i.e. is dilution of equity acceptable? What 
evidence would you cite in support of this view?

Q4: If a financing gap exists, is there a range in 
the size of investments or risk:return profile of 
investment that is particularly difficult to obtain; 
at what level is this and why?  

Q5: Is there a difference across regions in 
the ease with which SMEs can access the 
appropriate type of long term growth capital, 
and if so why?

Q6: Is private capital available and willing to be 
invested in SME Growth Capital asset class? 
What would the minimum return expectations 
be?

Q7: Should Government seek to intervene in this 
market, and if so, what are the policy options 
and measures for doing so? 

Q8: What would be the appropriate approach to 
the delivery of any Government interventions for 
meeting this objective? 

Analysis of datasets
pH Group was commissioned to undertake 
a more detailed study into the size and scale 
of the growth capital market and the types of 
firms that currently benefit from it. Using pH 
Group own data, which is based on Companies 
House data and finance database (Corpfin), pH 
developed an overall insight into the UK market 
for growth capital transactions based on existing 
growth capital deals. More specifically, this 
analysis helped to identify key factors affecting 
the prevalence of growth capital deals and also 
attempted to ascertain whether there currently 
is a significant gap in the supply of this type of 
capital to SMEs, made more acute by the recent 
liquidity crisis. 

Assessment of SME surveys
Although no new survey evidence was 
commissioned, this review has widely used 
evidence from existing BIS surveys like the 
Annual Small Business Survey and SME 
Business Barometer surveys, as well as other 
survey evidence such as the Financing UK SMEs 
survey undertaken by CBR. Evidence was also 
used from business representative bodies such 
as the CBI. 

Annex A:	 Review Terms of Reference  
			   and Methodology
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Literature review of wider evidence
Further work was undertaken to assess the 
landscape of existing literature and previous 
studies on the existence of and solutions to 
finance gaps for UK SMEs.  This literature review 
(Annex F) surveyed existing academic research 
papers and government or independent 
evaluations on the following key issues:

the supply-side research on financing gaps •	
for UK SMEs

the demand-side research on financing •	
gap for UK SMEs

the effectiveness of public interventions in •	
the UK

international comparisons on the research •	
on financing gap and government 
interventions

a review of ICFC/3i on the delivery of long-•	
term investment capital to UK SMEs

Summary of Terms of Reference
The review will consider whether and in what 
form further intervention could help increase 
the supply of long term risk capital to small and 
medium sized businesses. There is currently 
insufficient evidence to conclude the target, level 
or scale of investment required. The review is 
asked to examine the evidence of market failure, 
the case for intervention, as well as develop 
proposals for HMG to consider on the focus, 
size and scale of any new intervention and the 
level, if any, of public support required.  

Market provision of growth finance has, over 
the last 10 years, been through easily available 
bank debt on the one hand and highly leveraged 
equity on the other. However, experience of 
fundraising immediately after previous recessions 
shows us that access to longer term risk capital 
is most difficult as the economy begins to pick 
up. This is also the time that demand for growth 
finance will increase significantly. Long term risk 
finance is often at a level beyond a business’s 
capacity to borrow on normal commercial terms 
and is therefore more suitable to equity or debt/
equity funding.  Historically, there has been 
some evidence to suggest that businesses 
seeking between £250k and £2m may have 
particular problems attracting equity finance, but 
further consideration needs to be given to the 
availability of these levels of debt/equity funding.  

The review will focus on the following key issues:

Examine the market for investments •	
with a return profile below that 
of Venture Capital/Private Equity 
investors and consider the availability 
of, and access to, capital of this 
nature.  

Consider the appropriate form of any •	
intervention in terms of scale, number 
of companies, asset class and size of 
those companies, sectors and size of 
investment.

Consider what infrastructure is •	
required to deliver an effective 
supply of growth capital including 
institutional structures/partnerships 
with the private sector, skill sets, 
business models and cost bases in a 
cost effective manner for both public 
and private investors.  
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A dynamic SME sector drives higher 
levels of productivity
A successful modern economy is characterised 
by small businesses expanding to become 
national and global champions: by way of 
comparison, 40 per cent more US businesses 
achieve high growth than in the UK.22  The 
UK has made substantial progress in closing 
its productivity gap with France and Germany 
(measured in terms of GDP per worker).  Fig. 6 
shows that over the past decade, the UK has 
narrowed its productivity gap with France and 
Germany and kept pace with the performance 
of the US.

Evidence suggests that the UK underperforms 
Europe in terms of its productivity performance 
due to the comparatively low level of capital 
intensity.  Improving the supply of growth capital 
will make more funds available for investment 
in both physical capital, such as machinery, 
equipment and buildings, and intangible capital, 
such as intellectual property, software, branding 
and process improvements.  Such investment 
will increase the amount of capital available to 
each worker, which in turn will facilitate greater 
productivity and lead to higher growth.23

By contrast, evidence suggests that the 
productivity gap with the US is largely down 
to differences in the efficiency with which each 
economy uses its labour and capital resources 
to produce output.24  Improving the supply 
of growth capital can also be expected to 
contribute to closing this gap, as increasing 
capital can lead to an increase in efficiency due 
to the presence of spillover benefits that may 
accompany capital investment.25

In addition, there is evidence that there are 
additional spillover benefits associated with 
accessing external finance, and in particular 
venture capital, which are benefits also likely to 
accrue to growth capital.

There is evidence that venture capital •	
backing leads to higher rates of innovation, 
leading to newer and more productive 
techniques being introduced to the 
production process.26  

Those accessing venture capital also gain •	
through receiving management advice and 
mentoring from the venture capitalist. This 
will benefit firms by providing greater levels 
of information and advice as to how they 
can operate more efficiently and effectively.

Annex B:	 SMEs and Economic Growth

Figure 6: UK Productivity Performance 1992-2007
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22.	A. Hoffman and M. 
Junge, Documenting 
Data on High-growth 
Firms and Entrepreneurs 
across 17 countries, 
2006 

23.	By contrast, evidence 
suggests that the 
productivity gap with 
the USA is largely down 
to differences in the 
efficiency with which 
each economy uses 
its labour and capital 
resources to produce 
output, (known in the 
economic literature as 
Total Factor Productivity 
(TFP), which aims to 
measure the efficiency 
with which the UK uses 
both labour and capital 
inputs).

24.	Known in economic 
literature as Total Factor 
Productivity (TFP)

25.	A good example of 
this is investment in 
computers. Here you 
may get an immediate 
benefit to productivity, 
as the computer may 
now allow a business to 
carry out activities faster. 
However, adoption of 
computer technology 
may also lead to a 
business changing the 
way that it operates and 
its underlying processes, 
leading to additional 
efficiency benefits which 
would be recorded as 
TFP benefits.

26.	S. Kortum and J. Lerner, 
“Does Venture Capital 
Spur Innovation?”, 
Harvard Business 
School Working Paper 
99078 1998.
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Weakness in business investment 
caused by lack of availability of 
growth capital may stifle economic 
recovery
Since 1997, firms have taken on ever increasing 
levels of debt to the point where at the end of 
2008 gross and net debt levels are at historical 
highs. From Fig. 7, though, it is clear that 
this additional capital has not been used to 
significantly increase investment, even at a time 
(since 2003) when record levels of cash have 
been maintained on balance sheet, as business 
investment in nominal terms accounts for a 
falling share of GDP.

The 20% drop in investment experienced to 
date is consistent with previous recessions. 
However, as with other indicators, the rate of 
change in the current recession has been much 

more rapidly felt. Recovery in investment could 
be considerable given trough to peak growth 
in the 1990s of over 35% (at constant prices), 
although the change in sector weighting over 
the years away from capital-intensive sectors is 
likely to have an effect on both the decline and 
recovery.  It is important to ensure that there are 
as few obstacles as possible to the recovery in 
investment in business as the economy begins 
its recovery.

Data in Fig. 8 shows that plant capacity 
becomes a significant limiting factor to growth 
in output as the economy recovers. The issue 
is that having reduced capacity during the 
recession, businesses then find ramping up 
again during recovery is a significant obstacle 
to raising output. At the same time, businesses 
experience an increase need for credit or finance 
limiting their output.
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Sources of equity finance
Venture capital describes the making of equity 
investments in young companies with strong 
potential for growth. Initial funding is often 
provided pre-revenue and usually pre-profit.  
Private equity is the term used to describe larger 
levels of investment, typically over £10m that are 
targeted at established firms, most often those 
with a proven track record.

Equity finance represents a level of risk and 
return significantly higher than the majority of 
bank funding.  Investment for high risk activities 
is structured in a way to give higher prospective 
returns to compensate the investor for the higher 
probability of capital loss. Returns are achieved 
by taking a stake in the business whose value 
can be realised at a liquidity event, such as sale to 
another investor or flotation.  The investing cycle 
for the majority of early stage venture investors 
and funds is three to five years, with the focus on 
follow-on investment thereafter. Providers of this 
type of finance often focus on a particular sector, 
geography or other category of firms they invest in.

Business Angel investment or Informal Venture 
capital are the terms given to High Net Worth 
Individuals that actively invest on their own, or as 
part of a syndicate, in high growth businesses. 
In addition to capital, they provide skills and 
experience to the company and take an active 
role in helping the company achieve their growth 
ambitions. In recent years Business Angels have 
been significant investors of capital in amounts 
£10,000 to £750,000 predominately in early-
stage, pre-revenue ventures.27  Tax incentives 
appear to have a material effect on encouraging 
business angel investing, specifically the 
Enterprise Investment Scheme (EIS) and the 
Venture Capital Trusts (VCTs.)28  

Since their inception in 1995 VCTs have raised 
£3.5 billion.  They encourage private investors 
to subscribe for Funds that invest in UK SMEs, 
by offering them tax relief on their investment.  
VCTs have always been restricted as to the size 
of companies and the amounts in which they 
can invest but VCT managers have been adept 
at finding ways to circumvent these restrictions, 
for instance by syndication with other VCTs.  
However, changes introduced in 2007 have 
again focused VCT investment on smaller, 
early stage firms. Newly raised VCT capital can 
only be invested in companies with less than 
50 employees and with a limit of £7m of gross 
assets.

As with venture capital, private equity investors 
will often look to realise profits on an exit but 
within reasonably short order, perhaps within 
three years. Private equity deals are often highly 
leveraged, where borrowing covers part of 
the investment, increasing the possible return 
on equity.  As a consequence, many of the 
deals done are large in scale and focus on 
management buy outs (MBOs) or management 
buy-ins (MBIs).

Both Venture Capital and Private Equity make 
investments where the returns are sufficiently 
high to compensate for the level of risk. Typically, 
only a small proportion of the businesses within 
a portfolio are successful, but those generate 
such returns that they cover the costs of 
investing in the whole portfolio and generate 
a return.  In terms of cost the higher risk of 
the investment is reflected in the overall higher 
costs to the company of transferring some 
ownership to the investor.  While venture capital 
can be suitable for funding some types of 
growth, especially in very young companies, its 
characteristics mean that it is not always suitable 
for growth capital where the risk is lower but 
returns are anticipated as more modest.

For larger and ambitious firms seeking a greater 
amount of equity finance to expand, there is the 
opportunity to go public and float on the London 
Stock Exchanges Alternative Investment Market 
(AIM). AIM has played an important part in the 
SME funding ecosystem. It does this in two 
ways; through the provision of initial and follow-
on funding and as an exit route for earlier stage 
investors, enabling private investors to recycle 
their capital. 

Following the boom and bust of 2000 the role 
of AIM in SME funding grew rapidly, particularly 
the use of the exchange as a source of follow-
on funding. After 2000 the total value of capital 
raised fell 68% but in the following 5 years has 
increased dramatically. In 2007 total funds raised 
were £16.1bn, 59% of which was follow-on 
capital.

However, since 2008 the amount of money 
raised and liquidity have fallen sharply. Current 
market conditions have led to increased 
uncertainty, significantly lower trading volumes 
and downward pressure on share valuations. 
With an intrinsic link between liquidity and the 
cost of capital for companies, AIM reflects at 
a broad level the trends of the SME funding 
market over the past 10 years.

Annex C:	 SME Venture Capital Market

27.	HM Treasury and Small 
Business Service, 
Bridging the finance 
gap: next steps in 
improving access to 
growth capital for small 
businesses, 2003

28.	R. E. Wiltbank, “Siding 
with the Angels: 
Business angel investing 
– promising outcomes 
and effective strategies”, 
BBAA and NESTA 
Research Report, 2009
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Recent growth in unquoted equity 
funding has not led to an increase 
in the availability of finance for 
small firms, and this trend will be 
exacerbated by recessionary effects

The aggregate level of UK unquoted equity 
investment has seen significant growth, but this 
growth has not led to the wider availability of 
finance to small firms in the past decade. Data 
shows that fund raising has been unproblematic 
during benign economic conditions but is 
particularly challenging during and immediately 
after recession. 

Between 2001 and 2007 the total value of equity 
investments increased 168% to £11.9bn. In this 
period the industry raised 30% more money 
than it invested.29  In part this reflects the ease 
of availability of leverage, buoyant economic 
conditions across many sectors and the greater 
appetite of institutional investors to allocate 
capital to the alternative investments asset class 
within which private equity, venture capital and 
growth capital reside.

The overall asset mix of UK domiciled retail and 
institutional funds has changed in the past 10 
years. There is a broad shift of UK institutional 
money both overseas and away from UK public 
equities.30   Over this period the alternative asset 
class (within which venture capital and other 
SME equity investment would fall) has also 
increased; now accounting for approximately 
3% of assets under management in 2007. 

Growth in UK private equity and venture capital 
investment has, in part, been driven by overseas 
investors coming into the UK, increasing from 
23% of funds in 1987 to 75% in 2007.

Data supports the observation that SME equity 
fund raising is especially challenging in the 
period coming out of recession. The number 
of firms receiving finance fell after the 1990s 
recession by 18% and took 10 years to return to 
pre-recessionary levels. A 1990s scenario would 
forecast 2011 deal volumes to fall by 350 to 
around 1,000 firms per annum.
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29.	HM Treasury and Small 
Business Service, 
Bridging the finance 
gap: next steps in 
improving access to 
growth capital for small 
businesses, 2003

30.	R. E. Wiltbank, “Siding 
with the Angels: 
Business angel investing 
– promising outcomes 
and effective strategies”, 
BBAA and NESTA 
Research Report, 2009
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Over time, the total value of equity deals has 
increased, but absolute numbers of UK firms 
receiving equity finance has plateaued. In 2007 
the number of firms stood at 1,330 compared to 
1,326 19 years previously. Over the same period 
there has been a trend away from growth capital 
investments towards later stage deal types 
such as management buyouts and secondary 
purchase deals between private equity firms.31 

There has been a steady increase in the number of 
private equity and venture capital investors since 
1984 but the average number of deals made by 
each equity investor has fallen by half, to 6 deals 
per annum. Smaller and less diversified portfolios 
have increased the need for comprehensive due 
diligence as fund managers seek to manage risk 
exposure through detailed analysis rather than 
spread across a broader portfolio.

Pressure to invest ever larger funds quickly 
has contributed towards larger investments. 

Estimates are that half of fund managers’ time 
is devoted to tracking down suitable investment 
opportunities and selecting the most attractive. 
With successful fund managers investing larger 
funds there are pressures to invest funds quickly. 
The result is that the same amount of time is 
dedicated to identifying a similar number of 
deals but with more capital invested into each. 
At the larger end, the drift to larger deals has 
been accentuated and sometimes driven by the 
potential to increase profit by leveraging.

Over the long term, growth capital deal volume 
and value have been in slow decline, a trend 
particularly pronounced since 2003. It is worth 
noting that, even over the economic cycle, 
the number of deals per annum has exceeded 
400 since the late 1980s and the median 
exceeds 500 per annum. Indeed data suggests 
that growth capital deals have not followed 
the economic cycle as closely as later stage 
investments such as buyouts.
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31.	BVCA Investment 
Activity Report 2007
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Balance Sheet characteristics
Further analysis of these companies’ balance 
sheet characteristics is possible, using a 
measure of SME financial strength that is based 
upon a range of publically held data. However, 
the data shows that demand for growth capital, 
reflected in the observed deals, is not limited to 
those of weaker financial strength but is relatively 
high across companies in all different financial 
positions. Somewhat fewer deals are entered 
into by those with very strong balance sheets, 
but the value of deals tends to be much larger.

When looking at those SMEs seeking growth 
capital for restructuring purposes (i.e. those 
with declining employee or turnover trends) a 
very different pattern is evident.  The highest 
incidence of growth capital deals occurs 
amongst firms with weaker balance sheets 
and decreases as the level of financial strength 
improves. It is within this group that the 
relationship between financial strength and 
demand for capital is most evident. This reflects 
the fact that where a clear track record of 
growth is absent an SME is unlikely to be able to 
secure more traditional types of bank finance.

Annex D:	 Balance Sheet Characteristics
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Figure 12: Growth Capital deal incidence relative to balance sheet strength, Growth and Restructuring 
SMEs (2005-2007) with A strong and E weak

Source: PH Group 2009 

Although data is incomplete for 2008, the trends 
follow the same pattern.  This suggests that 
there will be continuing demand for growth 
capital among firms who have demonstrated 
growth and have good prospects for the future, 
and those whose balance sheets will mean it is 
highly unlikely that they can secure bank funding 
and therefore seek additional sources of capital. 
There is a need for growth capital amongst 
fundamentally good SMEs who are looking to 
restructure their balance sheets post recession.
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There is a well established ‘equity gap’ for small 
firms seeking equity to start up and finance early 
growth in the £250k-£2m range. As for growth 
capital, this gap is attributable to structural 
market failures and the lack of an established 
channel to market. Search, due diligence, 
monitoring and transaction costs do not vary 
proportionally with the size of investment, 
meaning that larger investments (above £2m)  
are more commercially attractive to investors.32  

Since 1999 the Department for Business 
Innovation and Skills (and its predecessors 
BERR and DTI) has provided some £400m 
into supporting the provision of early stage 
equity to SMEs. This has leveraged around 
£535m of private capital and is being invested 
into businesses in every sector.33  In addition, 
the Regional Development agencies have 
channelled significant European funding into 
similar funds. The main programmes are:

Enterprise Capital Fund programme was 
launched in 2005. This is a rolling programme of 
investments into early stage technology-oriented 
venture capital funds, many managed by new 
and emerging fund management teams, typically 
investing between £1m - £2m into SMEs. There 
are currently 11 ECFs with ranges from £10m 
to £30m and with an average fund size of just 
over £26m. As of November 2009, these funds 
total £297.5m with a £196.2m government 
commitment supported by private investor 
commitment of £101.3m. £46m has so far been 
invested in 50 companies. 

The UK Innovation Investment Fund, 
announced in June 2009, will provide an 
additional boost for high growth, high tech 
businesses struggling to raise equity finance. 
The Government has committed £150m with 
the aim of attracting significant private sector 
investment into a fund of funds, to invest into 
underlying specialist technology venture capital 
funds. The UK Innovation Investment Fund has 
the flexibility to make larger investments than 
Enterprise Capital Funds, which are restricted to 
a maximum of £2m. The fund expects to start 
making investments in 2010. 

Regional Development Agency venture 
capital funds
In addition to national led funds RDAs operate 
their own venture capital programmes which 
aim to provide investment for SMEs drawing 
on European structural funds and tied to wider 
economic and regeneration objectives.  RDAs 

draw down European Regional Development 
Funds to fund these - which can be used in 
regional venture capital and loan funds targeted 
at that region. These typically invest smaller 
amounts than national schemes (between 
£250k-£1m) in a wide range of local business 
sectors, not just technology. 

The Capital for Enterprise Fund (CfEF) 
supports viable business with equity or 
mezzanine investment aimed at releasing and 
sustaining growth and can invest between 
£200,000 and £2 million where the business has 
exhausted its borrowing capacity with lenders.  
It is a £75m fund (£50m in Government funds 
and £25m from the main banks), announced 
as part of the Real Help Now programme in 
January 2009 and is distributed through two 
fund managers and a small element (£15m) 
of co-investment. The fund will invest up to 
March 2010 with £20m held back for follow on 
investment. 

The Aspire Fund was launched in November 
2008 and acts as a beacon for women’s 
access to finance. This £25m fund (£12.5m of 
government funds to be matched by the private 
sector) has a particular focus on women-led 
businesses with high-growth potential seeking 
equity investment of between £100,000 and 
£2m.  

Research on recipients of BIS equity schemes 
shows that almost 80% of firms receiving 
funding said that this had helped them to 
access additional finance or would make them 
more confident to do so from additional funding 
sources, such as banks.  In the absence of 
support from Government backed funds, 23% 
said they would not have gone ahead with 
their growth plans; of those that would have 
persisted, 71% would have delayed plans and 
66% reduced their scale. 

Recent econometric analysis comparing firms 
that received investment with a matched sample 
found a positive effect on firm performance. 
Productivity tended to increase rapidly upon 
investment compared with other firms, in a 
‘typical’ firm equating to £57,000 (sales per 
worker) in increased labour productivity.  In 
terms of profitability, firms typically went through 
a ‘j-curve’ pattern of falling profits during 
restructuring followed by strong growth by the 
sixth year following investment.34 

Annex E:	 Existing Government 				  
			   Interventions

32.	Bridging the Finance 
Gap, HMT 2003

33.	Capital for Enterprise 
Ltd., November 2009.

34.	P. Nightingdale, G. 
Murray et. al, “From 
Funding Gaps to 
Thin Markets: UK 
Government Support 
for Early Stage Venture 
Capital”, BVCA and 
NESTA Research 
Report, 2009
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Current Government interventions have 
focussed primarily on the equity gap, with the 
majority of funds being limited to investment 
of up to £2m although more recent evidence 
suggests the equity gap may now be higher for 
some businesses. Government has not, to date, 
focussed explicitly on the provision of growth 
capital to ‘non-stellar’ established SMEs looking 
to expand their business.

Recent assessments of the Government’s risk 
capital interventions have highlighted a number 
of areas for further improvement which should 
be reflected in the design of a new growth 
capital intervention.35  In the first place, existing 
interventions very often lack scale, with some 
funds as small as £2.5m in size and most funds 
£30m or less. Secondly, there are restrictions 
in the amount that can be invested in any one 
enterprise, driven either by State Aid rules or 
prudence – ensuring that the fund is not overly 
exposed to any one firm. Thirdly, the landscape 
of publicly supported risk-capital is fragmented, 
with varying objectives for different central-
Government and RDA led funds. 

For SMEs, the impact of these factors combined 
is that they perceive artificial barriers between 
successive rounds of funding which are costly 
and disruptive to overcome. Successful SMEs 
may be restricted in their ability to access the 
capital they need to build further on the progress 
they have made thanks to the initial Government 
backed investment, meaning that they are 
unable to exploit their full potential. Even if they 
are able to access further funding elsewhere, 
management time and effort which could have 
been spent on growing the business may be 
diverted towards looking for new investors. 

For Government, the impact of these factors 
combined can mean below average returns on 
investments. This is because commentators now 
agree that to be able to diversify risk adequately 
by holding a sufficiently large portfolio of 
investments, funds should of a sufficient size. 
Research by NESTA suggests “small early-
stage funds (circa £20m) are vulnerable to 
commercial failure. It is suggested that VC fund 

sizes should be at least £50m in order to realise 
minimum scale effects”.36  Meanwhile, limits 
on the level of investment in any one company 
can mean that Government finds its stake in 
that company diluted if and when the firm goes 
elsewhere for follow on funding, diluting the 
return that Government can expect to make 
from the investment. While the overall level of all 
Government interventions to provide risk capital 
in the equity gap is sufficient to address these 
issues, this support is fragmented into many 
different funds led both centrally and regionally, 
often with slightly differing objectives and criteria, 
which individually may not deliver optimum 
support to SMEs or maximise the prospects of a 
return on investments made.

“[Government should] Create a 
more connected environment in the 
market place to enable businesses 
to access the relevant sources of 
finance according to growth stage 
[and] overcome the current fragmented 
approach to these funds.” – Fund 
Manager, Regional Private Equity Firm
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35.	NESTA (2009) “From 
Funding Gaps to 
Thin Markets: UK 
Government Support 
for Early Stage Venture 
Capital”.

36.	NESTA (2009) “From 
Funding Gaps to 
Thin Markets: UK 
Government Support 
for Early Stage Venture 
Capital”.
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Key Findings

Whilst many studies have focused on the •	
provision of capital to SMEs at innovation 
or early stages, studies on the provision of 
long-term growth or development capital 
to SMEs are scarce.

There are sufficient empirical supports for •	
the existence of the Macmillan gap, or the 
equity gap in the provision of equity type 
investment capital for SMEs in the UK.

The UK private equity industry is •	
increasingly biased towards larger, later-
stage deals with absolute investments in 
early and growth stage firms remained 
constantly low.

The current economic recession suggests •	
that the problem of insufficient equity 
at the lower end of the capital market 
could be prolonged until VCs can raise 
funds themselves.  Moreover, institutional 
fund raising, new early stage deals and 
exits are all adversely affected by current 
uncertainties over company valuation. 

There are mainly two methodologies in •	
assessing the existence and the size of 
the financing gap. Survey methods are 
more commonly used but may not be 
statistically robust and may be subjective 
to survivorship bias. Regression analysis 
may be more robust but has higher data 
requirements and the method is more 
computationally complex.

Information gap is the main reason that •	
causes the financing gap as it results in 
credit rationing by investors in SMEs.

The provision of investment capital to •	
SMEs also tends to bias towards certain 
regions in the UK and some specific 
sectors.

Demand-side research on equity •	
gap raises questions on whether the 
characteristics of the firm are investment-
ready enough. Regardless of the empirical 
results found, it is now widely realised 
that investment readiness is a key area of 
improvement in closing the equity gap in 
SME financing. 

Government interventions have important •	
roles in facilitating SMEs’ access to private 
financing. However they usually take 
with them political objectives other than 
commercial objectives.

For most of the UK public initiatives, •	
it is too early to draw any conclusions 
regarding their effectiveness in closing the 
equity gap. 

Most early-stage or ex-ante evaluations •	
are positive. However there are large 
scopes for improvement.

Similar to UK studies, difficulties in access •	
to finance in other countries also pose a 
major problem for SME development and 
have significant (and possibly negative) 
impact on firm performance.

The review investigates the evaluations •	
on government interventions in the US, 
European Union, Germany, Finland, 
Australia and Scotland. Similar to UK 
interventions, they contribute to the 
improvement in access to credit for SMEs. 
However further enhancement is called for 
and the successful story of one country 
may not apply to other countries.

If there is a Macmillan gap, ICFC/3i •	
had at least played an important role 
in attempting to fill it. 3i has gradually 
shifted away from its initial focus on 
small businesses to the larger and more 
commercially viable MBOs/MBIs.

Introduction
This literature review provides a systematic 
survey of the literature and previous studies 
regarding the existence of and solutions to 
finance gaps for UK SMEs. A finance gap is 
defined as ‘where the funding requirements of 
a company are greater than those that can be 
met by the small scale providers of finance, but 
not substantially enough to be considered by the 
large (…) providers’. It can refer to the provision 
of equity, debt or mezzanine debt (quasi-equity). 
The aim of this review is to ensure a broad 
understanding of the sources of information, 
the data analysis that has been done in the past 
and the various conclusions drawn and the 
implications for further studies or data collection. 

Annex F:	 Executive Summary of the 			 
			   Literature Review and History 		
			   of 3i
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The Focus
This literature review surveys existing 
academic research papers and government or 
independent evaluations on the following key 
issues:

the supply-side research on financing gaps •	
for UK SMEs

the demand-side research on financing •	
gap for UK SMEs

the effectiveness of public interventions in •	
the UK

international comparisons on the research •	
on financing gap and government 
interventions

a review of ICFC/3i on the delivery of long-•	
term investment capital to UK SMEs

The Findings
1.  SUPPLY-SIDE RESEARCH ON 	
FINANCING GAPS FOR UK SMES
Using both survey and regression analyses, 
there appears to be an underprovision of equity 
capital to UK SMEs between the amount 
of £250,000 and £2 million, between the 
investments provided by the more informal, 
packaged finance structures and the formal 
venture capital market which is dominated by 
MBOs and MBIs. For some businesses the 
upper bound of the gap may extend to up 
to £15 million. However an evaluation of the 
difficulty of SMEs in access to general finance, 
especially debt and mezzanine debt, suggests 
that access to finance is not a barrier for most 
SMEs. 

Whilst the majority of research is focused on 
start-up and early-stage SMEs, studies on the 
provision of growth capital have found access to 
long-term and sustainable finance does propose 
a major obstacle for firm development. DTI first 
introduced the concept of ‘non-stellar’ gap 
which means the underprovision of ‘additional’ 
or follow-on financing to support future growth. 
Limited evidence suggests that 5% of all SMEs, 
mainly high-tech firms, are in need of such 
equity funding and a further 30% of all SMEs 
with no need for external finance may be targets 
for other forms of growth capital.    

The agent theory suggests that the information 
asymmetries between investors and 
entrepreneurs are the major reason for equity 
gap and subsequently the market failure in 
the lower end of the market. Government 
interventions should aim at removing such 
information gap by the dissemination of 
information on both supply- and demand-side. 
The existence of funding gap may affect the 
performance of firms especially in time of 
financial crisis. The current economic recession 
reduced the availability of external finance in 
general. The market for early-stage financing 

won’t pick up until VCs can raise funds 
themselves.  Moreover, institutional fund raising, 
new early stage deals and exits are all adversely 
affected by current uncertainties over company 
valuation.

It is found that the provision of investment 
capital to SMEs tends to bias towards certain 
regions such as London and south east and 
sectors requiring high capital inputs or complex 
R&D such as high-technology firms. 

2.  DEMAND-SIDE RESEARCH ON 
FINANCING GAP FOR UK SMES
The demand-side equity gap is mainly 
represented by limited understanding of equity 
instruments, poor quality and presentation 
of business plans and reluctance to cede 
control reduce the attractiveness of SMEs to 
formal equity financing, all of which make SME 
entrepreneurs not investment ready. Literature 
suggests an effective intervention designed to 
improve investment readiness should consist of:

information seminar•	

investment readiness review •	

investment readiness development •	
programme 

investment readiness presentational review •	

investment networking•	

Besides investment readiness, it is found that 
SMEs can have better access to finance if the 
firm:

can provide high-quality collateral•	

has good business plan•	

has good track record•	

is managed by experienced and high-•	
quality entrepreneurs

has good product and market perspective•	

Other than the above factors, entrepreneurs’ 
perception of ownership and non-commercial 
objectives also prevents them from seeking 
equity finance. In many cases, entrepreneurs will 
willingly sacrifice potential growth for assured 
autonomy or in favour of other important 
non-financial gains even if the decision is sub-
optimal. 

3.  EFFECTIVENESS OF PUBLIC 
INTERVENTIONS IN THE UK
Government intervenes in the capital market 
to provide fundings for SMEs mainly because 
of their importance to the national economy 
such as job creation and also to bridge the gap 
between investors and entrepreneurs which 
causes market failure. 
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Current public initiatives can be divided into the 
following categories:

debt finance (SFLG)•	

tax incentives (EIS and VCT)•	

public-private hybrid funds (RVCFs) •	

technology funds (High-tech Fund of •	
Funds, University Challenge Fund)

access to finance in disadvantaged areas •	
(Bridges Community Development Venture 
Fund, community investment tax relief)

For most of the UK public initiatives, it is too 
early to draw any conclusions regarding their 
effectiveness in closing the equity gap. However 
it is clear from most early-stage or ex-ante 
evaluations that the existing interventions have 
gone some way towards satisfying their long-
term objectives, in providing SMEs with finance 
otherwise would not have been invested by 
those same investors in the absence of the 
schemes. However there are large scopes 
for improvement such as a better targeted 
investment, less distortion to the private market 
and a more efficient information flow between 
investors and entrepreneurs.

Recommendations or experiences drawn from 
previous evaluations include:

more focus on long-term commitment and •	
follow-on financing

addressing the problem of capital under-•	
provision from both supply- and demand-
side perspectives

larger-sized funds to provide follow-on •	
finance, to exploit economy of scale and 
diversification, and to lower the costs of 
funding

exploring alternative investment vehicles •	
such as mezzanine-typed instruments

4.  INTERNATIONAL COMPARISONS
It has been internationally recognised that 
SMEs have become an increasingly important 
component of economic development. Both 
academic and government studies show that in 
both US and Europe, SMEs are vital for future 
job creation. However this positive externality 
cannot be achieved if SMEs are unable to 
get access to the financing for innovation 
and growing. Although possibly different in 
magnitude, difficulties for SMEs in getting 
access to risk capital, or equity gaps, have been 
identified in the rest of the world as the case in 
the United Kingdom. Access to general finance 
such as debt is unlikely a major barrier for SME 
financing in most countries. However it has 
been reported that financing gaps (in general) 
are more pervasive in emerging markets than in 
developed countries.

A survey on the evaluations of existing 
government interventions for the US and major 
developed countries is undertaken and the 
results are broadly similar to the UK. Most 
schemes seem to be successful in meeting 
their policy objectives to improve access to 
credit for SMEs however this is usually achieved 
by sacrificing the economic objectives on 
performance. Sometimes the profitability goal 
set for the schemes has become a major 
barrier to them fulfilling their policy goals. 
An international comparison has significant 
implications for the design of future interventions 
in the UK. First, schemes using debt finance 
(e.g. SBIC Debenture Programme) yield better 
performance than equity schemes in general. 
Second, long-term of continuous commitment 
of public initiatives is strongly recommended. 
Third, possible distorting effect to the market by 
government-backed schemes means there is a 
large scope for further improvement. Last but 
not least, the successful story of one country 
may not apply to other countries.

5.  LESSONS FROM ICFC/3i
ICFC and later 3i were designed to fill the equity 
gap. Its unique business model which has 
contrived to satisfy the general demand of SMEs 
for permanent and long-term capital without 
sacrificing the investee firms’ ownership as well 
as the need to reward its own shareholder’s 
capital, still has far-reaching implications today in 
the design of future public initiatives.

Besides the mezzanine-typed instrument 
ICFC/3i adopted in investing in SMEs, ICFC/3i’s 
fundamental differences from the traditional 
venture capitalists may also shed some lights on 
the design of future interventions. The returns on 
3i’s investment capital, although modest, proved 
to be commercially acceptable over a much 
longer period than venture capital. Moreover, 
it enabled 3i to maintain its commitment to the 
provision of long-term and permanent capital to 
SMEs and add significant value to the economy 
as a whole.
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