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We believe access to, and availability of, finance for growing businesses remains a crucial issue in
securing a sustainable economic recovery in our region. 

Tees Valley Unlimited and the North East Local Enterprise Partnership welcome the research study
undertaken by NEA2F and support the recommendations made in this strategy paper. 

We encourage support from Government for the proposals in order to stimulate private sector
enterprise, investment and growth and help to re-balance the region’s economy. 

Stephen Catchpole Edward Twiddy 

Managing Director Director 

Tees Valley Unlimited North East Local Enterprise Partnership
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1. Strategic Direction
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This document sets out a recommended strategy for Access to Finance over
the coming decade.  Inevitably, it is written from the perspective of North East
England, but we believe it has resonances and implications beyond this area.
The strategic direction recommended by the Board of North East Access to
Finance Limited (NEA2F), can be summarised as follows:

1) The EU Common Strategic Framework makes it clear that, for the 2014-
2020 programme, Financial Engineering Instruments (FEIs) will be the
preferred delivery method for all European Structural Funding. There is a
cultural shift away from grant dependency to investible propositions
throughout the whole of the EU and these recommendations reflect this
approach.

2) The existing Finance for Business North East (FFBNE) fund ceases
investing in December 2014 and there is a clear need to replace this
funding stream so that SMEs can continue to have access to finance to
generate economic growth in the region.

3) Transitional arrangements need to be put in place, as the timing of the
new ERDF Programme and the availability of other sources of match
funding are unlikely to permit a full replacement fund to be ready for 1st
January 2015.  Urgent discussions need to be held by relevant parties
with a view to extending the current FFBNE fund and/or giving
consideration to other sources of interim funding to bridge the gap.
Capital of up to £25m per annum would meet the interim demand.

4) National funds offer no advantages over regional ones in terms of
financial return, provided that the fund is of adequate scale and that
supply is matched to effective demand. In terms of the design of a major
replacement fund, with a five year investment phase, to succeed FFBNE
after the transitional period, the recommendation of the NEA2F Board is:

• A £200m regional ‘Fund of Funds’, covering the North East LEP and the
Tees Valley LEP areas, with sub-regional hypothecation of investment
level and legacy generation.

• Four or five sub-funds of £25m - £50m each within this, plus a smaller
micro-loan fund.

• Flexibility of type of funding product with provision for equity, debt and
mezzanine finance, with an additional conventional loan product not
available in FFBNE.

• Funds to have the capacity to provide follow-on finance up to maximum
permitted levels. 

• Funding sources to be explored to include ERDF, European Investment
Bank, Single Local Growth Fund, private sources and possibly legacy
generated by previous funds.

• Objectives to align with the strategic priorities of the two Local
Enterprise Partnerships.

• Objectives not restricted to specific sectors or stages of business
development.

• Fund to be commercially driven, prioritising financial returns and legacy
generation together with economic objectives.
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5) Research demonstrates that a regionally based and managed fund is
better able to understand local issues, build networks and raise
awareness of funding opportunities.  We recommend an infrastructure of
fund management with local presence in both LEP areas, and with the
specific target of achieving introductions, where appropriate, to national
or international funders.

6) These aims would be best achieved through:

• A reward structure for fund managers that is fully aligned to the
financial, economic and strategic objectives of the funds.

• Identification of legacy generation as a motivating force for the
creation of a self-sustaining regional fund.

• A governance structure that segregates delivery of fund operations
from legacy stewardship and strategic redeployment through a dual
company model.

• Flexibility over the use of legacy in the future.

• The protection of legacy from claw back.

7) Investor readiness support is key to delivering economic growth, and it is
recommended that investor readiness schemes should be set up, with
the support of the LEPs, to improve the quality of proposals, educate
investees and stimulate awareness of available funding.

8) The strategy set out in this document is as comprehensive as it can be,
given the fact that there are still some important elements of policy which
have yet to be agreed or announced and which will, ultimately, have a
real impact on what this organisation and its partners are able to deliver.
Our recommendations are simply that and, at this stage, should not be
read as imposing commitments on any relevant parties. We have set out
what we see as the preferred course of action for the region, but we are
also planning for other contingencies, whether in terms of the level of
funding available, its timing or the conditions that are attached to it. This
document needs to be read in that context. 
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2. Background to SME Access to 
Finance in North East England
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Over the past year, NEA2F has been engaged in extensive consultations
regarding the future provision of publicly funded Access to Finance
interventions in North East England.  This culminated in a major research
study, commissioned by NEA2F and carried out by EKOS Limited in Spring
2013, evaluating the impact of previous funds and analysing the market for
SME finance in the North East. The EKOS Executive Summary is annexed to
this paper.  This paper represents a distillation of learning from the EKOS
findings, NEA2F’s consultation process, specialist advice and wider
experience.

There is a significant history of publicly backed funds (PBFs) in the North
East, including:

• eleven funds put in place between 2003 and 2010,  all now fully invested;

• the FFBNE fund set up in 2010 under the JEREMIE model; and

• regional SME funding activity from national and other funding sources.

Over the past ten years, PBFs in the North East have invested some £145m in
1,400 businesses. They have supported the creation or safeguarding of some
12,000 jobs, leveraging a further £220m of investment funds and generated
£400m additional turnover.

The EKOS report makes clear that the key driver in the development of
regional funds was the recognition of market failure in the availability of
funding for SMEs in the region, which was constraining economic activity.
Access to Finance has been central to regional economic strategy since the
early 2000s, and the North East has benefited from a number of innovative
PBFs designed to address defined gaps in the provision of finance for SMEs.
Crucially, these were designed to complement both the private sector and
central Government interventions.

Furthermore, as the PBFs have utilised EU Structural Funds (ERDF), they
have to be assessed in the context of the primary aims of the EU, especially
the need to rebalance the economies of the less wealthy regions of the EU. 

As a result, the North East has a history of successfully developing and
delivering regional specific funds that complement private and national
funding sources while meeting gaps and addressing market opportunities in
the North East. This track record is built on a long term commitment from key
stakeholders and a continuing focus on the need to attract funding from
different sources (private sector, Government and EU) to support the growth
of the North East and its SME base.

There are three challenges specific to the North East arising from this history
of PBFs:

• The redeployment of the legacy funds arising from the successful
investment activity of previous funds.

• The potential gap in availability of investment funds between the end of
the current funding provision and the implementation of new EU funding
for FEIs in 2015-16.

• The policy shift from regional institutions to localism, with the Local
Economic Partnerships as the core policy delivery institutions.
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Supply and demand analysis

As the EKOS report makes clear, demand for finance is derived from a variety
of economic factors. However, specific factors influencing supply and demand
in the North East include:

• The North East has a relatively small business base, with low numbers of
SMEs and low business density, but with signs of growth in some sectors
(e.g. ICT, professional, scientific and technical).

• In terms of start-up activity, the North East performs better than all but
two UK regions, but poorer than all but two in terms of five year survival
rates, suggesting that the economic development challenge is one of
supporting start-up and early stage companies to grow.

• North East England is a region that has moved from a traditional heavy
industry base to a modern economy developing around advanced
manufacturing and research led sectors.  It has high levels of public
sector employment, but a high percentage of ‘innovation active’ firms,
engaged in collaborations with the regional academic research base and
with other businesses. 

• The challenge is to generate more start-ups with growth potential, to
support the growth of existing SMEs through innovation and market
development and develop high value sectors.

Access to Finance is an essential component in responding to these
challenges and contributing to the rebalancing of the economy. The EKOS
report confirms that the market for Access to Finance products is
undiminished, with a focus on SMEs in higher value and growth sectors that
can generate employment and deliver sustainable economic growth (see
section 3 of the EKOS Executive Summary, pages 23-24 below). 

Despite a number of new national funding initiatives, the EKOS report sees
little evidence to suggest that unmet demand for finance in the region will
have decreased.  Indeed, a key conclusion of Lord Adonis’ North East
Economic Review, published in early 2013, was the need to continue and
expand the current level of finance provision, on the basis of continued
evidence that demand outstrips supply, whether from banks or from venture
capitalists and angel investors active in the region. Specifically, the Adonis
Review recommends that NEA2F develops a range of new funds building on
the experience to date and understanding of demand, including the de-risking
of innovation developments. This is a conclusion also supported by the work
done by Tees Valley Unlimited. The EKOS report sets out the basis for
developing such a range of funds, analysing the existing portfolio and best
practice elsewhere.

On the supply side, there is widespread recognition that there remains a gap
between the supply of investment finance and effective demand for it.
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THE ECONOMIC CONTEXT
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The Secretary of State for Business recently noted the ‘real shortage of long-term, patient capital for

businesses’ with options ‘very limited, especially for innovative, high growth potential firms.’  Bank lending has

fallen sharply: BIS reports that between 2007 and 2011 the proportion of SMEs unable to access credit rose

from 8% to 21%, with many ‘discouraged borrowers’ not seeking capital because of a lack of confidence or a

perception that they would be turned down1.

Only 2% of SMEs use external equity finance2. Early stage businesses are often more suited to equity and

cannot afford commercial borrowing. Venture capital firms are a key source of equity and typically operate in

the £2m-£5m+ investment space. They will invest in businesses with potential to generate a return over 5 to 7

years. However, VC investment in the UK declined by 65% from 2006 to 2010.3 The recession has reduced

opportunities for exits, eroding the available capital for reinvestment. BIS research4 in 2009 found that ‘the

parameters of the gap stretch from £250k to at least £2m (with some putting the ceiling at £5m).'

UK venture capital has concentrated on a narrow range of sectors (e.g. IT, comms and life sciences) and private

VCs are heavily concentrated in London. There has been a marked shift away from investment in early stage

businesses (for whom bank lending is often unsuitable) towards more established ones, with 75-80% of

investments by BVCA members now in later stage businesses.5

The British Business Angels Association6 notes "the problem for early stage firms is exacerbated… because

companies have been forced to raise equity in difficult circumstances after their first, unrealistic business plans

have not been fulfilled, [making] later stage investing more attractive…”

In the current economic cycle, early stage investments are taking longer to reach maturity7 and this, coupled

with the shift to lower risk investments, is reinforcing the need to find new sources of investment in early stage

firms. In Europe and the US, informal venture capital or business angel investment is playing an increasingly

important role in providing early stage finance. Angels are now the most significant source of early stage

investment in the sub-£2m space in the UK.

As a result, publicly-backed funds have sought to fill the gap, encouraged by the EU’s Risk Capital Strategy and

the JEREMIE initiative, launched in 2005 to promote SME Access to Finance.  However, there remains a concern

that the demand for and supply of finance are out of balance, restricting economic development, particularly in

regions such as North East England, where publicly backed funds have been more prominent. As these funds

approach the end of their investment phase, we have an opportunity to re-examine supply and demand, and

utilise the legacy from these funds to benefit the next generation of growth ventures.

1. SME Access to External Finance. BIS Economics Paper 16, 2012

2. Finance survey of SMEs, IFF Research for BIS, 2010

3. Private equity and venture capital report on investment activity, British Venture Capital Association 2010

4. The supply of equity finance for SMEs: revisiting the equity gap, SQW for BIS 2009

5. Rowlands Committee, The Provision of Growth Capital to UK Small and Medium sized Firms, 2009

6. Consultation response from BBAA to 'Financing a Private Sector Recovery Green Paper', July 2010

7. Scottish Enterprise Investments, 2009/10 Annual Review, Scottish Enterprise
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3. National and Regional Policy: 
the role of Local Enterprise Partnerships
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Historically, the venture capital (VC) industry has been heavily concentrated
on London, to the detriment of more peripheral regions.

This concentration reflects the high volume of potential investment
opportunities; in a large dynamic economy there are better prospects of
finding the high potential businesses in which VCs prefer to invest than there
is in smaller, less dynamic regions.

It also reflects the economics of information flow; VC investing is an informal
as well as a formal process, relying on networking and referrals among
trusted sources. These networks are themselves locally or regionally based,
with a few exceptions in highly specialised technology sectors.  As a result,
centrally located investors are less likely to be referred to opportunities in the
regions, whilst entrepreneurs in the regions are unlikely to be in the relevant
investor networks.

Finally, the evidence suggests that investors perceive more distant projects to
be more costly (in terms of due diligence and post-investment monitoring)
and higher risk.  In other words, a project of equivalent quality and investibility
in a peripheral region will be viewed as a higher risk than its centrally located
equivalent, and will find it more difficult to attract investment.

Crucially, the opportunity to develop new funds coincides with a major shift of
national policy, as the Local Enterprise Partnerships (LEPs), formed after the
closure of the Regional Development Agencies, come into their own. There is
currently a degree of uncertainty about the direction of some areas of policy,
including Access to Finance, but what is clear is that the strategic priorities set
by the LEPs will play a key part in policy formation.

This principle was reinforced by the recommendations of both Lord Adonis
and Lord Heseltine in their respective reviews. In North East England there are
just two LEPs, but some former regions now contain several LEP areas.  In the
absence of a regional tier in policy formation, it will first be necessary for the
respective LEPs in any geographical area to reach agreement before any
‘regional’ intervention could be contemplated.

The funding gap in the UK is acknowledged to be a national as well as a
regional phenomenon.  As a result, there have been a number of initiatives
taken at national level recently, and there is an on-going debate about the
appropriate balance to be struck between national level and regional level
solutions, a debate which is not confined to the UK, as a number of the EKOS
case studies demonstrate.

Geographic models for Access to Finance

An effective Access to Finance strategy could operate on a number of
geographical models. However, in interpreting the effectiveness of PBFs, it is
important to bear in mind how success is to be measured; is it, either, as a
simple return on investment (ROI), or, is it on the total number of businesses
supported?

A national fund with no formal regional structure: This is often justified on
the basis that returns on a simple ROI assessment to national VC funds
exceed those to regional funds, most of which are PBFs. However, it appears
in practice that this reflects not the inherent superiority of any national
operation, but the fact that regional funds often prioritised economic and
social objectives over financial ones and, therefore, have had a greater
success in terms of total numbers of businesses assisted. 
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It is also possible that the funds were managed by less experienced
professionals who made weaker investment decisions. It is also the case that
a national fund may perpetuate existing geographical discrepancies in access
to capital.

Whether funds are regional or national is not the issue. What is actually
required is a fund of the necessary scale, with the ability to match supply with
effective, good quality demand.  With a commitment to the commercial
operation of funds and a high quality investment team, there is no reason for
regionally based funds to under-perform national ones.

A nationally constituted fund with a regional structure of subsidiary
offices: This overcomes some of the disadvantages of national funds by
providing regionally based nodes that can be a focus for networking,
awareness raising and channelling regional deal flow into the national fund.
However, such a structure may be sub-optimal in improving Access to
Finance for companies located in peripheral regions, particularly if investment
decision making is centralised rather than delegated to the regional offices.
Furthermore, maintaining and resourcing this structure is likely to be more
complex and expensive administratively and is conceivably, therefore, the
worst alternative. Where this structure can have a role, and can mitigate these
disadvantages, is in providing access to follow-on and development finance in
larger tranches than is typically available from regional investors - in effect, the
provision of “wholesale finance” such as is envisaged with the creation of the
Business Bank. This would complement, rather than replace, regional level
provision.

A regionally based fund: Such funds operate with clear financial and local
economic objectives. A regional fund addresses the geographic limitations of
a national fund by providing a nexus for active entrepreneur/investor
networks, with proximate fund managers who know and are known to the
local professional business support infrastructure.  A regionally based and
managed fund is better able to build connections with other elements of the
entrepreneurial ecosystem, including angel and other investors, the research
base and the corporate base, and to address local issues in the provision of
Access to Finance in partnership with the relevant LEPs. This regional level
Access to Finance provision as a local delivery model offers the most effective
way to build the SME base in the UK, complemented by appropriate national
level programmes and other regional level programmes.

This is particularly true where there is already a strong regional fund
infrastructure which can be built upon, and a deep pool of regional learning
and expertise to be retained and exploited – as is demonstrably the case in
North East England. However, for such funds to be successful, and for their
investees to realise their full potential, they must be connected with national
funders. Regional funds are an important infrastructure in the delivery of
Access to Finance but they cannot be seen as sufficient on their own.

The three models are not mutually exclusive and each has its own role. For
example, a national structure favours initiatives such as the Enterprise Finance
Guarantee Scheme; a national structure with regional offices favours a
Business Bank model and, perhaps, suggests the need for a Regional Bank,
whereas local delivery appears to be the most effective model to deliver a
pure Access to Finance FEI programme.

On this basis and in the light of the EKOS findings, the establishment of
regional fund(s) is the preferred model for an on-going Access to Finance
initiative.  The objectives, structure and modus operandi of such fund(s) are
discussed on pages 10-13 below.  The question of transitional arrangements
to avoid a gap in provision is dealt with on pages 14-15.

The strategic frameworks of the two LEPs are summarised in the table overleaf.

2665 NEA2F INNER DOC 32 pages_Layout 1  18/06/2013  16:22  Page 8



LOCAL ENTERPRISE PARTNERSHIPS’ STRATEGIC FRAMEWORKS

NORTH EAST LEP TEES VALLEY LEP

AIMS: 

• Ensure that the North East maximises its
contribution to national economic growth and
rebalancing the national economy.

• Ensure delivery of functions where they can be
most effective.

• Recognise the distinctive economic
circumstances and potential of the area.

• Build on and sustain the strong leadership and
partnership.

AMBITIONS: 

Ambition 1 – Drive the transition to a high value,
low carbon economy.

Ambition 2 – Create a more diversified and
inclusive economy.

AIMS TO BE INSTRUMENTAL IN: 

• Promoting productivity, enterprise and business
growth.

• Developing the sectors that are strategic to the
UK and are clustered in the North East.

• Supporting enquiries for new investment from
existing businesses and inward investors.

• Bidding for and programme managing
structural funds.

• Developing and delivering a new approach to
financing and supporting business growth.

• Providing strategic input into other key areas
linked to economic growth such as integrated
transport and energy investment.

OBJECTIVES: 

• Objective 1 – Develop infrastructure and place
to enable economic development.

• Objective 2 – Support sector development and
enterprise.

• Objective 3 – Develop the workforce within the
Tees Valley.

• Objective 4 – Promote the Tees Valley economy.

• Objective 5 – Secure investment to meet
economic development needs.

9
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4. Fund Design:  
Objectives, Size and Structure

10

The Objectives of a Fund

Funds may be required to meet a variety of objectives – macro-political,
financial, economic and strategic.

Macro-political objectives reflect the preference of The Common Strategic
Framework for 2014-2020 for EU Structural Funds to be delivered via FEIs
wherever possible, intending to encourage a move away from grant
dependency. To that end, the wider EU objectives coincide with the
aspirations of the North East to create a broader eco-system for Access to
Finance through the use of FEIs.

Financial objectives are based around generating returns to the investors,
including the public purse. In the past 10 years there has been a clear shift,
with funds becoming more commercial and more specifically focussed on
financial performance. It is a fundamental principle of future fund development
that financial performance and operation on a financial basis is the key
operating priority – the aim is not to use public money to displace or crowd
out private sector provision, but to catalyse the development of the market,
lever additional investment capital that would not otherwise be available and
generate a significant legacy for future deployment.

Economic objectives can be attained in the process of meeting these
financial objectives.  In the North East, these economic objectives can be
summarised as:

• Generating more start-ups with longer term sustainable growth potential,
reflected in their contribution to regional gross value added, sales growth
and exporting.

• Supporting companies which create more and better sustainable jobs.

• Supporting growth in key priority sectors.

• Stimulating innovation and entrepreneurship.

• Building on research and industry-industry collaborations.

• Ensuring that the sub-regions generate strong pipelines of investible
businesses and accordingly attract a proportionate share of investments.

This last point is important - see page 18 on the need to overcome disparities
in investment.

Specifically, these economic objectives can be aligned with the strategic
priorities of the LEPs (set out in the table above) to ensure that an Access to
Finance programme contributes to economic and business development
without compromising the need to meet over-arching financial objectives. 

Strategic objectives are an important aspect of any PBF initiative, and have
clear implications for the design and operation of the funds.  Given that the
rationale for PBFs is that there is a market failure, in that effective demand for
investment is not matched by the supply of capital from providers within or
outside the region, these strategic objectives include:

• Capacity building - attracting and developing a pool of experienced
investment executives in the region.
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• Signalling potential - investing in high growth businesses which
demonstrate the investment potential of the available deal flow to non-
regionally based or active investors.

• Connectivity - building, maintaining and exploiting linkages (syndication,
co-investment and follow-ons) with blue-chip generalist and specialist
investors nationally and internationally.

Fund Size and Structure

As the EKOS recommendations make clear (see pages 28-31 below), a twin
track or parallel approach is required in the North East, with transitional
funding needed from January 2015 and a longer term replacement fund
following later, once key sources of funding become available8.

Transitional provisions are discussed on pages 14-15 below.

For the longer-term fund, EKOS identifies a number of key elements which
need to be incorporated into any future fund:

• A regional ‘Fund of Funds’ structure, ( sometimes referred to as an
“umbrella fund”), similar to FFBNE, is the best way to provide the
flexibility to move money between funds and provide an integrated
funding staircase that meets the needs of client companies. It also
allows a wider range of financial instruments across the portfolio
and provides efficient performance management and oversight of
fund managers.

• The economics of fund management suggest the most efficient size for
each sub-fund, in order to attract match funding and achieve viability, is
between £25m and £50m (except in a micro-loan fund).  Conversely,
returns appear to fall when individual fund size exceeds £150m.

• This suggests that the appropriate structure for North East England
would be a portfolio capitalised at around £200 million, allocated
across four or five sub-funds of up to £50m each, with a smaller
micro-loan fund.  An investment period of five years and a realisation
period of five to seven years, with some capital held back for follow-
on investments, would be consistent with experience in the region.

• This would fit with indications from potential funders (the European
Investment Bank, for example, has indicated that the minimum funding
commitment they will consider is around £60-65m) and provides
maximum flexibility in the investment strategy. Funding sources identified
include the European Regional Development Programme (‘ERDF’) 2014-
2020, the Single Local Growth Fund, the European Investment Bank and
possibly the legacy funds9. 

• Based on experience in the North East and elsewhere, in order to
retain flexibility, funds should not be restricted to specific sectors
(unless the fund’s success depends on specialist investment
professionals) but must be able to support growth in key priority
sectors.

• The EKOS report makes clear the difficulty in raising private sector match
e.g. from pension funds or corporate investors. It may be worthwhile
conducting a market-testing public procurement process to clarify
whether there are potential private sector investors.

8 This strategy assumes that restrictions regarding public

sector funding for currently ineligible sectors and

activities are unlikely to change in the short term.

However, a review of such issues by policy makers

would be desirable in the development of future

structural models. In the absence of change, an

opportunity continues to exist for private sector funders

to respond to demand for growth finance in ineligible

sectors, and to support MBOs/ MBIs and acquisitions.

9 This will depend on agreement being reached on

relaxing redeployment restrictions, as discussed on

page 19 below.  
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• In view of the findings in the EKOS report that the Tees Valley LEP
area has, historically, received less than its proportionate share of
investments from previous and current funds, there will need to be a
mechanism for ensuring that each LEP area receives a proportionate
share of investments. Details will need to be agreed between the
individual LEPs.

• Equally, funds should not be restricted in terms of the stage of business
development and should be of sufficient scale to support investees over
the longer term. The provision of a micro-loan fund, for which there is
clear evidence of demand in the region, is recommended. However, the
same issues of scale would not apply to a micro-loan fund.

• Reflecting recent analyses (e.g. the Rowlands report) that identified
mezzanine finance as a response to the sub-£10m finance gap, funds
should be able to provide a mix of equity and debt/mezzanine
finance as appropriate to the needs of client companies.  The funds
should be structured in such a way as to allow for follow-on
investments to be provided.

• Investment size for most PBFs in the North East and elsewhere is
relatively low (typically £1-2m).  As there is well-attested evidence that
availability of capital is constrained up to £5-10m, new funds should have
the capacity to fund at this level where appropriate.

• Fund managers should be selected on their experience and track
record, their understanding of the economic objectives of the funds
and their ability to deliver the strategic objectives of the Access to
Finance programme (i.e. capacity building and developing
connectivity with other investors inside and outside the region). The
incentive and reward structure for fund managers should be fully
aligned with the financial, economic and strategic objectives of the
funds10 (see Recommendation 8 in the EKOS Executive Summary at
page 31 below). The EKOS findings also suggest that fund managers
need to have a presence in each of the LEP areas in order to achieve
a balanced and proportionate distribution of investments which will
be one of the objectives of the funds.

The timeline for the development and approval of a fund of the scale and
structure outlined above is of the order of 18 months and will encompass:

> Development and approval of the ‘Fund of Funds’ structure, including
business plan, funding model and corporate structures;

> Development and approval of corporate and fund documentation
including public and private investor funding agreements and fund
management agreements;

> Procurement of fund management to sub funds;

> Completion of legal formalities by public and private investors;

> Promotion of new fund to the market.

These recommendations may be subject to external factors including national
and local policy decisions, EU budgets and the scope and timing of EU
funding programmes.

10 See Kaufmann Foundation ‘We Have Met the Enemy …

And He is Us’ (May 2012) which says the traditional VC

model (with VCs paid a 2% fee on committed capital

and a 20% profit-share) simply does not incentivise

VCs to generate better returns. 

Solutions include changing the compensation structure

and investing in funds whose partners have committed

their own capital. 
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Start-up and running costs

Costs are a key issue, and the main points for consideration are as follows:

• Set up costs for a large regional fund during 2014 and 2015 will fall to a
fund ‘sponsor’, possibly involving LEPs and/or existing legacy, subject to
agreement.

• It is difficult to estimate the true set up costs for FFBNE as the work was,
in part, undertaken by staff employed by the former RDA.  However,
assuming the re-use of a methodology that has already been developed,
it seems unlikely that costs of the same level would need to be repeated.
If the existing regional ‘Fund of Funds’ model was followed (and
potentially replicated in other parts of the country) there should be
significant economies of scale. Annual running costs of FFBNE are of the
order of £5m, which represents around 4% of funds under management.
Running costs of a new fund will likely require to be financed by a public
sector funder (e.g. perhaps the Single Local Growth Fund) as an
additional contribution alongside capital for investment funds. Again, it
may be that some existing legacy could be utilised for these.

• It is unclear whether the creation of a new national fund would result in
higher or lower set up costs than adopting the existing regional ‘Fund of
Funds’ model across the country. 

• In any cost/ benefit analysis, it is important to focus not simply on set up
and running costs, but on the net public cost, after taking account of
forecast legacy, from a fund that is well set up and managed. The
forecast legacy generation of FFBNE is some £90m to £100m. This
suggests that the public investment of £62.5m plus set up and running
costs should be recovered in full.

• The arrangement that is cheapest at the outset is not necessarily the one
that will deliver the best returns, or that gives the best value for money,
across the lifetime of the fund. This consideration is particularly relevant
within the context of what criteria are set for “success”. 
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5. Transitional Arrangements post-2014
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Uncertainty persists over the exact timing and scale of the EU Structural
Funds Programme (the new ERDF Programme). The FFBNE fund reaches the
end of its investment phase in December 2014, and there is clear evidence
that there would be a real detriment to the North East if there was any
interruption in regional PBF provision (see EKOS’s Conclusions and
Recommendations, pages 30-31).

Whilst the allocation of ERDF to the UK might be agreed, and the Single Local
Growth Fund might be available by the end of 2014, there is a possibility that
new funding structures might not be fully operational by January 2015 which
would be too great a risk to accept. So, a Transitional Programme needs to be
put in place. On a conservative basis, this might need to be available for up to
two calendar years, 2015 and, perhaps, 2016, ensuring continued access to
investment capital for North East businesses to support economic
development while a longer-term replacement for the current funds is
developed.  The Transitional Programme should be subject to the following
conditions:

• In the interests of efficiency and effectiveness, it should utilise existing
structures and delivery mechanisms. This will minimise cost and reduce
the risk of State Aid problems.

• It should operate on similar management and investment principles to
the existing FFBNE portfolio and the proposed replacement fund.

• It should provide a similar level of investment capital to FFBNE (currently
£25m annually) with some scope for follow-ons, and it will need an
investment period of up to two years.

• In light of the clear finding by EKOS that the Tees Valley has received a
disproportionately low share of previous funds’ investments, the
Transitional Programme must ensure a fair and proportionate distribution
of its resources, and the evidence shows that this is best achieved
through local presence of fund managers in each of the LEP areas.

The exact level of need for a transitional arrangement may change once some
of the issues around funding availability become clear. These comments
should therefore be qualified, as there is a need to retain flexibility and make
plans for other contingencies.

Possibilities for funding this Transitional Programme include:

1) Extend the existing FFBNE portfolio (or at least those parts where
demand is highest).  Administratively this is the simplest option, but there
is no precedent, and agreement would be needed from the EIB, CfEL
and DCLG.  ERDF rules mean any extension could only run to the end of
2015, which may still leave a gap before new long-term arrangements are
in place. There would be difficulties around the risk of “cross
contamination” of legacy and new ERDF but these can be overcome with
the correct governance models.

2) Commit resources from other publicly funded sources (e.g. those
available to the LEPs) to maintain continuity, recognising that this may
result in sub-regional restrictions on funds. There will be State Aid
concerns around match funding which would need to be addressed.

3) Secure private sector match funding: the EKOS findings highlight the
difficulties of attracting private sector match funding and the EIB has
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indicated that they are constrained to considering larger and longer term
commitments. Given that there are a number of providers in the market
with capital to invest, including the clearing banks, the Business Bank
and the Green Investment Bank (information), a market testing exercise
via a public procurement process should be undertaken to determine the
prospective appetite for a private sector match. 

4) Allocate legacy funds from the existing portfolio.  This would only be an
option if the current uncertainties about the conditions governing
redeployment are resolved, and only if the legacy is not required to
capitalise a longer-term fund structure after the transitional period.

Discussions should be held very soon with the funders of the FFBNE
programme on the possibility of an extension for a transitional period,
and with the LEPs to identify options for switching funds from other
programmes into an agreed Transitional Programme, subject to evidence
on the necessary private sector match.
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6. Demand for Finance: Investment Readiness
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Increasing the supply of capital to businesses will not in itself result in
improved business performance and economic benefit.  Many smaller
companies do not have the innovative potential, market position and
management expertise to be attractive to external investors. The EKOS
findings (see Conclusion 8 in EKOS’s Executive Summary at page 30 below)
highlight the need for structured investment readiness support to close the
gap between the supply of capital and effective demand for investment.  

An investment ready business is one that investors recognise as having
potential but that requires significant further development to make it an
investible proposition. The lack of investment readiness has three 
dimensions11: 

• Equity aversion by entrepreneurs, who are reluctant to share ownership
of their business or who do not understand the concept of equity
investment.

• Investibility issues in the business, including the characteristics (e.g.
skills, composition, and experience) of the entrepreneur and/or
management team and characteristics of the business itself (route to
market, governance issues, IP protection).

• Presentational issues, including the provision of relevant and meaningful
information.

There have been a number of attempts to deliver investment readiness
schemes in the UK, including in the North East, and interest is growing
internationally as part of a number of OECD and World Bank programmes.
However, while successful in improving the investibility of participating
companies, most of these have been time limited because of their reliance on
specific programme budgets for funding.

Effective investment readiness support should be offered as a part of a wider
programme of business financial literacy, aimed at a wide business audience,
and would provide:

• a structured programme of information and support to target businesses;

• a mix of seminars, workshops, on-line assessments, one to one
consultancy and business development sessions;

• a continuous pathway for the entrepreneur from pre-investment support,
help in developing a pitch, advice on start-up and expansion capital,
through to advice on exits/realisation;

• information on all aspects of business finance - bank debt, peer to peer
and crowd funding platforms, equity investments and business angels,
realisations and stock market flotation;

• access to local knowledge and networks, including other business
support programmes, as well as introductions to investors through
networking events, in which local investors and fund managers play an
integral role.

An effective programme would require:

• competent delivery involving experienced practitioners and seasoned
investors, including local angel investors and fund managers;

11  Richard Harrison, Investment readiness, presentation

to OECD EDIF Technical Assistance Pillar Workshop,

Paris, 26 March 2013
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• adequate resources, bearing in mind that such programmes are about
long-term cultural and structural change;

• the ability to cover the whole development of a business, rather than
concentrating on one element (e.g. the business plan or the pitch to
investors).

In order to avoid conflicts of interest, and to maintain the emphasis on the
development of high quality investment ready businesses, it is important that
such a programme is run separately from the funding process itself. The fund
managers cannot run the programme nor unduly influence the programme
but would have the ability to signpost potential investments to the
programme. 

Specifically, a comprehensive investment readiness programme has two core
dimensions. First, it supports the process of preparing local businesses either
to enter the funding pipeline (where they become potentially investible clients
for the fund managers) or receive effective signposting to more appropriate
sources of funding and business development support. Secondly, it develops
the detailed investibility of companies seeking external finance, positioning
them to raise investment from a range of sources including the local fund
managers.

For ventures without prior fund-raising experience and investor connections,
however, this approach is insufficient.12 Efficient fund raising also requires
regular, repeated, deliberate and informal meetings with potential investors in
advance of formally seeking investment. This is a local process, and works
best where entrepreneurs and investors are located in the same regional and
sub-regional entrepreneurial ecosystems.

The development of an investor readiness programme of this sort will help to
address the sub-regional variations in utilisation of PBFs and ensure that the
widest possible range of businesses benefit.

Financial literacy education can be just as valuable to established businesses
as to start-up and early stage ventures, and may play an important role in
equipping such companies to access conventional bank finance. Its role
therefore goes well beyond the start-up stage and the public sector VC fund
to help meet the strategic aims of the LEPs.

12  According to recent research from London Business

School and Stanford University reported at

http://www.bloomberg.com/news/print/2012-01-

23/startups-use-four-catalysts-to-win-funding-

benjamin-l-hallen.html
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7. Partnership Working
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The UK policy shift from regionalism to localism and the creation of the LEPs
represent both a challenge and an opportunity.  The challenge is to maintain a
degree of ‘regional’ coordination to provide a voice, especially at EU level,
and to maintain a balance between the differing needs and priorities of
individual localities. The opportunity is to build effective partnerships to
support economic development in all parts of the region.

Through its ‘thought leadership’ role, NEA2F has built up a network of strong
relationships with private and public sector bodies across the region,
nationally and in the EU. These networks should be built upon to create
flexible collaborations, rather than creating new structures.

Concerns about the uneven distribution of resources13 from PBFs are
highlighted in the EKOS report (see box below and Recommendation 3 in the
EKOS Executive Summary, on page 31).

Increasingly, the LEPs are developing significant reservoirs of expertise and
knowledge.  In developing new funding structures, the LEPs will need
strategic partnerships in order to:

• provide a framework for the LEPs to work together where it is mutually
beneficial;

• enable the LEPs to interact with representatives of key priority sectors;

• work with regional bodies such as NEA2F to implement the LEPs’
strategic priorities;

• address disparities in investment levels, for example through local
financial literacy and investment readiness programmes to stimulate
effective demand and improve networks;

• develop opportunities for investment with an explicit sub-regional focus;
and

• stimulate and support private sector activity, including business angels in
the region, where regional coordination can be complemented by local
delivery and networking.

EKOS identified a clear disparity in investment levels between the North
East LEP and Tees Valley LEP, with no commercial explanation – the ‘Tees
Valley Conundrum’.

Tees Valley accounts for 25% of the business base. Historically, however,
it has received c.12% of investments from publicly backed funds.  With
little difference in business sizes, the lower uptake is put down to:

- levels of marketing of the programme to businesses in the Tees
Valley;

- levels of engagement with local support and referral networks; and

- lack of awareness/ familiarity in Tees Valley of the range of products
offered.

A recent increase in fund manager presence in the area has significantly
increased the level of activity. This suggests that a key learning point for
future funds, alongside a fairer allocation of financial resource between
areas, is the need for proximity of fund management delivery.

13 Keith Shaw and Fred Robinson, From regionalism to

localism: opportunities and challenges for North East

England, Local Economy, vol. 27, pages 232-20, 2012.
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One of the challenges for PBFs is the creation of a self-sustaining funding
base, where returns and realisations from one cycle of funds provide the core
investment for the next cycle of funds.  A self-sustaining regional fund is
crucial if Access to Finance is to make a long term contribution to regional
infrastructure and capacity building.  Operating in an increasingly commercial
manner, funds in the North East have demonstrated that public sector
investment at the regional level can achieve financial returns and create a
significant legacy. They have already generated £24 million, with a further £46
million forecast by 2017 and an additional legacy of £90 million anticipated
from FFBNE by 2022.

Conditions for redeploying legacy

The objectives of the region’s historical funds were not prescriptive on the re-
use of future legacy although both CfEL (on behalf of BIS) and/or DCLG have
the ability to direct the use of the legacy through provisions in funding
agreements.

In the absence of relevant precedent in the UK and elsewhere in the EU,
consultations are under way regarding the relaxation of ERDF restrictions on
the use of legacy. A successful outcome from these consultations will have
implications more widely in the UK, and will avoid the present situation where
it is advised that legacy can only be deployed in demonstrably sub-optimal
ways.  However, the time required to achieve clarification or relaxation of the
restrictions on use of ERDF legacy may make it impossible to utilise a part of
the historical legacy for the transitional period and may well constrain the set-
up and capitalisation of the major successor fund.

Future funds need flexibility in the redeployment of legacy to ensure that
legacy can be utilised without artificial and non-commercial restrictions.  They
need to be of sufficient scale, and they must be able to provide follow-on
finance, to avoid dilution and so maximize legacy generation.

Benefits of the ‘Fund of Funds’ (or ‘Umbrella Fund’)

A structure based on a regional ‘Fund of Funds’, such as is recommended
earlier, brings a number of benefits to the creation and protection of legacy
funds, as follows:

• Regional legacy will be readily identifiable and the creation of a legacy,
re-useable only in the region in which the investments were first made,
should be a key motivator for local stakeholders and fund managers and
a platform for the development of a permanent source of SME funding
attributable to their region.

• Legacy is potentially at risk of ERDF claw back until it has been invested
and repaid twice.  Any claw back would be against the assets of the
original grant recipient company, hence the need for a model that splits
the legacy funds held into a number of corporate vehicles.  This limits the
risk of contagion from a claw back arising on another fund, or in another
region.  A single national fund would be at risk of a claw back claim
against its entire legacy.

• Legacy continuing to be held in the separate balance sheets of original
grant recipient companies facilitates loans to new companies housing
new funds. Legacy assets cannot be segregated from the funding
liabilities attached to the fund and the mechanism of loans permits
funders to continue to have traceable rights over an asset to match with
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their investment, whilst at the same time permitting the monies to be
used in new funds.

The North East legacy model

The Access to Finance ‘architecture’ in North East England is based on a two
company model.

Under this governance model, the operations of a delivery vehicle with sole
responsibility for managing the FFBNE programme, namely North East
Finance (Holdco) Limited (NEF), are completely segregated from the legacy
stewardship and redeployment responsibilities of NEA2F. 

Importantly, the legal status of NEA2F as a private company limited by
guarantee, whose Members derive no financial benefit from their position,
results in the EIB loan to NEF being treated as “off balance sheet” and not
included in the measure of the Government’s public debt.

Meanwhile, NEA2F has a range of other subsidiary companies which house
various historical legacy funds. Each subsidiary is ring-fenced, so that if a
funder were to exercise its claw back rights against any individual fund, the
legacies of the other funds are not at risk. 

This structure was widely applauded when it was initiated, and the experience
of working within these structures in the North East has proved very positive. It
is clear from this experience that the corporate model employed in North East
England can and should be transferable to other parts of the UK.
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The preceding pages set out a strategy for the development of publicly
funded Access to Finance interventions in the next decade.

The success of this strategy depends on the creation, protection and
redeployment of legacy. We have recommended a model that will ensure that
legacies are generated and protected so that they remain available for future
redeployment.

Success also depends on integrating FEI policy with the priorities of the LEPs
who have the key role in determining policy at local level, whilst needing to
work together on Access to Finance.  The objectives of any new fund must be
aligned with those of the LEPs whose areas it covers.

The proximity of fund managers to investees is critical to successful
outcomes. Centralised fund management means more distant entrepreneurs
miss out on investment.  It is also clear that benefit must be taken from the
pools of learning, expertise and experience that have developed in areas such
as the North East, where successful funds have been running for some time.  

Investor readiness support is considered vital to delivering economic growth.
Investor readiness schemes should be set up alongside funding programmes
to improve the quality of proposals, educate investees and stimulate
awareness of available funding.

Using the model described in this paper, and taking forward the strategic
recommendations outlined, there is a clear way forward to achieving the
strategic objectives of the LEPs in relation to Access to Finance and, in
partnership with other agencies, delivering an effective programme of regional
funds that will truly stimulate economic growth in North East England and
beyond.

The Executive Summary from the Fund Evaluation Study, which was
commissioned by NEA2F and carried out by EKOS in early 2013, follows.
More details on the findings can be found in the full report, available on
the NEA2F website (www.nea2f.co.uk).

NEA2F wishes to express its thanks to EKOS Limited, particularly John
Kelly and Nelson Gray, and to CfEL, DCLG, the North East LEP and Tees
Valley Unlimited for their contributions to the research study, and to
Professor Richard Harrison of Queen’s University Belfast for acting as
Specialist Adviser to the Board in the preparation of this strategy
document.
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EXECUTIVE SUMMARY

1. Background

North East England has, for many years, benefited from a number of publicly
backed investment funds (PBFs) designed to address defined gaps in the
provision of finance for small and medium sized enterprises (SMEs), and to
complement private sector provision and other Government interventions. 

Some of these funds are now fully invested and are at the realisation stage.
Others will continue to invest to the end of 2014.  At this time, the current suite
of funds will be fully invested, although they will continue to produce revenue
for a number of years creating significant legacy funds which have the
potential for re-investment.

Crucially, there is no successor programme yet in place to meet the Access to
Finance needs of SMEs in North East England from 2015 onwards. 

The aim of the research is to analyse the experience of the previous
interventions and draw lessons from them.  This, together with a wider market
assessment, will inform the rationale and need for future Access to Finance
interventions in the North East.

2. North East Funds   

A focus of the research has been on identifying the learning from the
extensive experience of the North East in delivering PBFs. These have
included a suite of funds which were put in place from 2003 to 2010 and are
fully invested, together with the post-2010 funds delivered through Finance for
Business North East (FFBNE) which will continue to invest until the end of
2014. 

The data shows that, over the last 10 years ,the historical funds and the
FFBNE have invested over £145 million in more than 1,400 businesses, which
has resulted in the creation or safeguarding of circa 12,000 jobs, further
leverage of over £220 million and additional SME turnover of over £400
million.  In the absence of these funds, it is unlikely that much of this
economic activity would have occurred as there is no evidence to suggest the
private sector would have stepped in and filled any void. 

The historical funds are currently well into their realisation phases and are
targeted to return legacy of between £58 million to £78 million for further re-
investment, with a median of £70 million. This would represent a return on
public sector investment of between 70% and 95%, with a median of 86%.
Legacy cash of some £24 million has already been achieved and the balance
is targeted to be delivered by 2017.

The original business plan for the FFBNE funds targeted the delivery of a
legacy return of some £90 million by 2022.

The analysis of the funds has identified a clear direction of travel, with the
funds becoming more commercial and with an increasing focus on financial
performance.  The analysis also identified some key lessons which will help
inform the design and delivery of any future funds, considering what worked
well, what provided the best returns, variances in performance by sector,
location and product.

The consensus among stakeholders is that the funds have played a key role
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in driving the North East’s economy and are crucial to its ‘offer’ as a locality,
along with the wider supporting architecture such as fund managers based
there.

Above all, there was a strong view that having ‘regional’ funds gave the North
East more control of its own destiny14. 

The research identified a range of national funding sources accessed by
North East SMEs. Whilst the North East has a greater proportionate share of
SMEs attracting funding from these sources, absolute amounts are relatively
low in value.

3. North East Economy

The research identifies a number of economic challenges and opportunities
for the North East which will help frame the market within which Access to
Finance initiatives will operate.  There are fewer businesses and a lower
business density, so the market for investment opportunities is smaller than in
other parts of the country.

Since 2008, the business base has decreased in some sectors but increased
in others - notably professional, scientific and technical.

Total employment has fallen, but there has been an increase in some key
sectors including transport, real estate, ICT/software and professional and
scientific services.

The North East has a particular challenge with start-ups. It does much better
in terms of start-up activity, with the most recent figures showing a positive net
gain of 1.3%, the best result in the UK except for the London area and
Scotland.  

However, the situation is reversed if we look at five year survival rates with only
Yorkshire and London having lower survival rates.

In terms of entrepreneurship, while North East England has low levels of
activity15, crucially this is increasing at the highest rate anywhere in England.

Equally encouragingly, North East enterprises are among the most innovation
active in the UK with around 60% of enterprises classified as “innovation
active” and have the highest proportionate share of UK collaborations with the
research base and one of the highest shares of industry-industry
collaborations.

The key economic challenge for the North East is to create more and higher
value SMEs and jobs. In looking to the future, there is no evidence to suggest
that the overall size of the market is likely to reduce or change to any
significant degree. The research has highlighted four key priorities:

• generating more start-ups with longer term and sustainable growth
potential;

• supporting growth in key, priority sectors; 

• build on innovation, entrepreneurship and research; and

• more financial products targeting funding for the indigenous SME base
with growth potential.

14. The issue of what is meant by ‘region’ and the differing

issues faced by the respective sub-regions and/or LEP

areas within the North East is explored through the

course of the report

15. Defined as Total Entrepreneurial Activity (TEA)
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Economic policy in the North East is largely focused on rebalancing the
economy – from public to private sectors and from large firms to SMEs. 

European and national priorities focus on competitiveness and productivity
growth through innovation and skills.  This direction of policy travel resonates
in the North East and can be supported through targeted Access to Finance
interventions.

4. Financial Markets

The UK Government recognises that demand for finance is muted; SME
lending in the UK has shrunk dramatically, falling in real terms by 25% since
its peak in 2009 and now standing at almost 10% lower than in 200616.

This echoes the wider evidence presented in the report which suggests that
there has been a downturn in both the supply of and demand for finance.

While some finance is still available, there have been readjustments in risk
profiles, pricing, security requirements and credit terms which make it more
onerous to access funding. This applies, in particular, to SMEs which are
unable to offer high levels of security or asset cover.

At the same time, there is a reported lack of demand as companies hold onto
cash, pay down credit or postpone new investment decisions.

In response to this, recent Government initiatives have sought to further free
up credit markets. The extent of success of these efforts has yet to become
clear but early indications (e.g. on Funding for Lending) are disappointing.

The North East should not seek to meet its Access to Finance needs purely
from regional funds. There is a wide range of other potential sources of SME
funding and, while the challenges are well documented, these should not be
overlooked in developing any future approach in the North East.

5. Widening the Evidence Base 

The research also reviewed the wider evidence base. Key findings are set out
below:

• Market failure continues to be the key rationale supporting the provision
of PBFs.

• There are a number of structural market failures that manifest in a debt
funding gap affecting businesses that lack collateral or track record, and
in the equity gap affecting SMEs seeking up to £3 million of equity
finance.

• The scale and nature of the funding gap identified previously is unlikely
to have reduced and may in fact have increased.

• There is a consensus that funds of any form must have local presence
and delivery.

• The quality of evaluation evidence is variable. In future, there should be a
co-ordinated approach to evaluation, using an agreed set of performance
measures, better able to capture the quantifiable benefits derived from
PBFs.

16. Building the Business Bank: Strategy Update; BIS

March 2013
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• There is overwhelming evidence of the need for the provision of
information, advice and hands-on support to enable SMEs to be better
able to access funding.

• While there is a need to reflect on what is required to attract private
funding, there should be a more balanced approach that appropriately
reflects the risk/ reward profile.

• Clarity of funds’ strategic objectives would provide a baseline for
measuring success and measuring fund manager performance.

• Regional funds should be used as feeders into national and international
funding markets.

• Funds should be of a sufficient scale to make larger investments and
offer economies of scale; larger funds generally achieve better returns.

• Funds should be able to make follow on investments and work with
companies over the long term, and a more realistic view of the time taken
to achieve exit is required.

• Whilst ensuring a focus on clearly identified market failures, geographical
targeting can cause a fund to operate sub-optimally by restricting the
ability to make the most productive investments.

6. Discussion with Stakeholders

It was recognised that policy is evolving with many unknown factors, including
the final shape of the new ERDF Programme, creating a high degree of
uncertainty about the future.

There has been a high level of engagement in the research, with Access to
Finance a major issue for many stakeholders. Views can be summarised as
follows:

• There is a consensus that the availability of previous regional funds has
been of great importance to the economic well-being of the region and
that the North East is generally recognised as having been a UK leader in
the development and promotion of PBFs.

• All recognise that PBFs have twin objectives of economic and
commercial outcomes, but there is a developing consensus that the
focus should be on financial performance, releasing funds for later
investment.

• It is also widely recognised that clear strategic thinking is required, in
terms of a new fund as a means to an end not as an end in itself.  The
fund should benefit from a robust structure and a clear strategic
framework, agreed by all stakeholders. This will form a basis for fund
development and for measuring progress.

• There was a strong consensus on the need to ensure that some form of
Access to Finance provision/ fund is in place by January 2015 when
current funds stop investing, to avoid a funding gap.

• There is also strong support for a dedicated, regionally hypothecated
fund with allocations ring fenced for the North East, or perhaps even for
sub-regions.  It was recognised that there were alternatives, ranging from
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a nationally controlled and delivered fund through to a fund that is fully
locally controlled and operated – with many possibilities in between.

• The North East is successful in delivering PBFs but there is a lack of
robust performance data as most evaluations are undertaken before
funds have fully exited.

• There is a strong view that current performance measures do not fully
reflect the impact of the funds. New measures need to be devised to
enable more comprehensive and sophisticated analyses.

• The consensus is that the current delivery architecture is working well,
having evolved over time and is best suited to meet the needs of the
North East.

• A specific issue, highlighted earlier, was the geographical location of the
delivery mechanisms and the need to ensure a presence such that all
locations within the North East are able to access support.

• Many, though not all, agreed that availability of business/investor
readiness support could be crucial.  Target companies were often
new/early stage SMEs, lacking dedicated financial management and
experience of funding options. Such support is widely felt to be very
valuable in enabling them to make fully informed choices.

• In terms of a design specification for a future fund:

> Views on the scale of a future fund ranged from one of similar size
through to one of double the current size.

> There should be no more than four or five individual funds. The majority
view on sector targeting is that it would not be appropriate and that a
future fund should not be tied to specific sectors.

> A future fund should have a flexible product portfolio that allows it to
invest as best suits the particular opportunity.

> There is, perhaps, a case for a larger debt element in the overall offer.

> Many SMEs will require multiple round investments in order to realise
their full potential. The ability to follow on is crucial to success.

• The fund profile should include, at a minimum:

> An early stage fund covering proof of concept/SEED type funds, able to
offer a range of products including equity.

> A growth fund providing a range of products designed for businesses
that are both revenue and non-revenue producing, including equity and
mezzanine finance.

> A loan fund able to backfill the area where banks used to operate, that
could include working capital.

> A micro loan fund to support the very small end of the market of SMEs
lacking track record/ assets.

The views of the stakeholders largely echo and confirm much of the research
and have been helpful in informing conclusions and recommendations. 
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7. Strategic Pointers for a Future Fund 

The research evidence was used to identify some key strategic pointers that
could inform the design of a future fund. These are taken forward into the
conclusions and recommendations.

7.1 The Case for a North East Fund

While there appears to be a clear case for some form of PBF targeted at
SMEs in the North East, there is less clarity as to the required nature of any
future intervention.

Conventional third party analysis has suggested that national funds deliver
better financial returns, but the evidence is not clear. National funds are not
always the most effective way to meet economic goals, instead what is key is
scale of fund and the matching of supply with demand with geography less
important. 

All the research does agree, however, that whatever the detailed nature of an
intervention, to be successful at a regional level there must be local delivery
and clearly articulated objectives so that fund managers’ objectives and
remuneration can be aligned with these. 

Funds should be both inward and outward looking. They should develop
capacity in the local market, attracting new investors to the region and
expanding the overall market capacity in Access to Finance.

Policy in this field is evolving rapidly and it remains uncertain17 whether funds
will be delivered at a national level or more locally.  It should be noted that
Government policy now focuses on Local Enterprise Partnerships, rather than
the former English regions on which earlier funds were built. However, given
NEA2F’s remit across North East England, this research has considered the
former North East region which now comprises the North East LEP and Tees
Valley LEP areas.  As a result, this report offers a range of options for
consideration.

7.2 Likely Level of Demand

Future demand will continue to be determined by a number of factors: the
number and type of SMEs in the North East, prevailing economic conditions
and to what extent demand can be met by existing or new supply side
interventions.

The analysis has focused on the likely need for a ‘regional’ PBF building on
previous funds.  We have used the available evidence to develop some high-
level scenarios:

Scenario 1: A fund slightly larger than the current JEREMIE funds operating
within the same strategic framework.

Scenario 2: A significantly smaller fund that reflects the potential impact of
new national Government initiatives.

Scenario 3: A fund that is larger than the current size, based on a
broadening of product range and on the local view of market
potential.

Scenario 4: A significantly larger fund. This would require relaxation of public
sector investment restrictions and widening of eligible investment
types. It would also require a strong supply side push, using
regional funds as a driver or catalyst for growth.

17. See Preliminary guidance to Local Enterprise

Partnerships on development of Structural &

Investment Fund Strategies: HMG April 2013
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Funds need to be of sufficient size to be economically viable and able to
provide initial and follow-on funding.

Based on the research and analysis, the most appropriate and
deliverable scenario is considered to be a fund of around £200 million
with an investment phase of five years. Note that this figure excludes set-
up and running costs, for which funding would have to be secured
separately. 

There is also a case for some capital being reserved to allow follow-on
investments to be made beyond year 5 of the fund’s life. However, such a
contingency would require careful modelling.

7.3 Sources of Funding

The research considered opportunities to secure funding from a range of
sources. It concludes that the focus on securing funding should be around: 

• the legacy funds;

• the new ERDF Programme;

• European Investment Bank loans;

• the Single Local Growth Fund;

• consideration of an approach to regionally-based pension funds; and 

• emerging/ alternative funding sources.

7.4 Fund Design Specification

It seems almost certain that a staged approach to the development of new
funds in North East England will be necessary.  Due to the issues of timing
and the uncertainties over policy explored in detail in this report, it is apparent
that it is unlikely a full replacement fund could be in place by January 2015
when the current funds stop investing.

Therefore, as a priority, arrangements for a transitional fund need to be
developed and put in place. The transitional fund will need to be of a scope
and scale capable of supporting investments over a period of, probably, two
to three years, until a full replacement fund is developed, approved, set up
and beginning to invest.

The considerations in designing the replacement fund are set out below,
where these may also be relevant to the planning of any transitional fund

• While a future fund will have twin economic and financial goals, in the
short term strategic guidance could be given that primacy is given to
financial objectives and meeting financial targets.

• All non-financial objectives should be explicitly stated as objectives of the
fund as a whole and used as a basis for performance monitoring.

• It will be necessary to review the provision and availability of business
and investor readiness support to ensure that SMEs have the right
information and skills.
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• A more descriptive set of Key Performance Indicators (KPIs) needs to be
developed, to improve the capture of the longer term impact of
investments.

• Fund products should match income to expenditure.  So, it is not
appropriate to capitalise a fund providing equity investments by way of
debt.

• The majority consider that there should be fewer funds than currently,
each with a wider remit.  There is no clear rationale for having separate
funds for proof of concept, seed and early stage equity. The ability to
follow on, as mentioned elsewhere, is crucial.

• Alternative structures could improve value for money (costs and
benefits), and incentives could be based on outputs and performance,
not inputs and activities.

• Proposals should look at how to address structural market failures (on
both supply and demand sides) and attracting more private sector
investment. Some support could be offered to increase private
investment capacity in the region, with the objective of reducing the need
for public sector intervention.

• Further research should be undertaken on whether sustained economic
growth is more likely to be driven by supporting established companies’
continued growth rather than by investing in increasing numbers of start-
ups.

• Research suggests that companies that achieve a mix of local, national
and international investors outperform those that only receive local
investment. Regional fund managers should be specifically targeted to
assist their portfolio companies to achieve investment from national and
international venture firms.

• Sector-specific regional funds should be avoided, although it is important
that all funds are able to support key, priority sectors.

• There need to be more realistic assumptions about timescales for exit
within any future planning process.

• Funds should not be overly constrained to specific funding gaps. There is
no reason why a single fund should not provide a range of funding from
the earliest seed stage through to later stage venture fund investing.

• Expressions of interest could be invited from regional, national and
international fund managers to establish in the North East a wider range
of fund structures.

• An evaluation plan should be a key component in planning a future fund.

• A marketing and communications plan should be developed to address
the needs of all stakeholders/SMEs.

These pointers are taken forward into the final conclusions and
recommendations which follow. 
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Conclusion 1: 
Regional funds have played a key role in supporting the economic growth of
the North East and its SME base.

Conclusion 2: 
The North East has extensive experience of developing and delivering
regional funds (perhaps more than any other part of the UK) and has built up
a significant amount of experience and learning from previous interventions
together with supporting infrastructure.

Conclusion 3: 
There is clear evidence that market failure still exists and that without access
to designated regional funds there will be constraints and gaps in the market,
and that some viable projects will continue to be unable to obtain funding.

Conclusion 4: 
In addition to general Access to Finance challenges, specific gaps remain in
identifiable parts of the market.

Conclusion 5: 
Clarity is needed on timelines for developing new fund(s).  A stepped
approach is required as it is unlikely that a full replacement fund could be in
place for January 2015.

Conclusion 6: 
The report presents a number of scenarios for the possible scale of future
demand, recognising that it is not possible to provide a definitive answer at
this stage. Based on the research and analysis, the most appropriate and
deliverable scenario is considered to be a fund of around £200 million with an
investment phase of five years.

Conclusion 7:  
In order for any future fund to have maximum impact and be effective at the
regional level, there will need to be regional/local delivery mechanisms.
Consideration should also be given at the design stage to obtaining best
value for money.

Conclusion 8: 
Support should be offered to potential investees to make them ‘investment
ready’. This is considered crucial to the overall success of future interventions.

Conclusion 9: 
The most likely sources of funding for a regional fund will be from legacy
returns, a future ERDF programme, European Investment Bank loans and,
potentially, the recently announced Single Local Growth Fund.

Conclusion 10: 
The North East could be more successful at attracting national funds to the
region. Therefore, any future approach should consider all opportunities to
attract investment.

Conclusion 11: 
The current way in which fund performance is measured does not fully
capture the true value or wider impact.

Conclusion 12: 
The evidence shows that, in general, smaller and/or sector specific funds are
less effective and efficient than larger, more general funds.
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The recommendations flow specifically from the strategic pointers and the
conclusions.  

Recommendation 1: 
Ensure that the North East continues to have access to an appropriate level of
funds which are delivered locally.

Recommendation 2: 
Develop a new Access to Finance Transitional Programme to be available
from January 2015.

Recommendation 3: 
There should be a high level Strategic Partnership to monitor Access to
Finance policy formulation. This can be built on the existing strong
relationships between the LEPs, NEA2F, DCLG and CfEL.

Recommendation 4: 
Develop a detailed specification for a new regional fund, taking account of the
considerations outlined in this report, and explore potential sources of match
funding in detail.

Recommendation 5: 
Develop a new suite of KPIs to be used in measuring future performance of
publicly backed funds.

Recommendation 6: 
Consider in more detail how a new fund will address the challenges of
structural market failure.

Recommendation 7:  
Review current provision of Access to Finance business support to provide a
better understanding of the regional market.

Recommendation 8: 
Fund structure and fund managers’ incentivisation should be designed to
ensure sustainable, long-lasting economic benefits.

Recommendation 9:  
Explore how better to access wider national and international funding
markets.

Recommendation 10:  
Review and ‘road test’ any new approach with identified key sectors.
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