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EXECUTIVE SUMMARY
Introduction

 1.
This evaluation of the Scottish Co-Investment Fund was commissioned by Scottish Enterprise in the Autumn of 2007. The draft final report was submitted in January 2008. The final version was completed in May 2008.

2.
The £48 million Fund was established in 2003 by Scottish Enterprise, with funding from the then Scottish Executive and the European Regional Development Fund (ERDF). The aim of the Fund is to work with private sector partners to increase capacity and capability in the  venture capital market in order to increase the supply of early stage equity funding going to Scottish based  Small and Medium Sized Enterprises (SMEs) having high growth potential.  

3.
The Fund operates by recruiting formal and informal investors from the private sector to become partners. These include banks, venture capitalist, corporate investors and angels   and angel syndicates. Each partner is allocated a sum of money, based on an assessment of investment capacity. This can be drawn down as needed as long as the investments meet the criteria set out by Scottish Enterprise. The partners then source investment deals. The Fund co-invests in these alongside of the partner on a pari passu basis, normally up to a maximum of £500,000.

4.
What distinguishes the Fund from other public sector investment vehicles is that it follows the lead of its private sector partners. As such it does not undertake its own due diligence and, as long as the investments meet the broad criteria set for the Fund, it plays no part in the investment decision but backs the partner’s judgement.
5.
At the time the research as commissioned the Fund had invested £28 million through its partners in 100 companies. By January 2008 the totals were £30.7 million in 121 companies. 

Evaluation Objectives
6.
The Evaluation had 4 main objectives:-

· To review the rationale for public intervention in the venture capital market;

· To assess the extent to which the Fund’s objectives were being attained;

· To undertake an economic impact assessment of the Fund, using Scottish Enterprise’s standard methodology; and

· To summarise the key findings and make recommendations to guide the Fund’s development.

Methodology

7.
The methodology had a number of elements:-

· A literature review;

· Analysis of the Fund’s management information;

· Interviews with 23 of the 26 Fund partners;

· Interviews with 48 of the companies that the Fund had made investments in as at Autumn 2007; and

· Interviews with a number of other players who were not directly involved with the Fund but who had an interest in its because they were policy makers, active in the financial industry or were running other public sector investment funds.

The Scottish Co-Investment Fund
8.
Analysis of the wider European and British context showed that the Co-Investment Fund was part of a wider trend for the public sector to provide capital to SMEs. The justification for this was that there were market failures that resulted in otherwise sound ventures being unable to access venture capital.

9.
The Co-Investment Fund aims to provide matched investments up to a limit of £1 million in any one company (a total of £2 million once the partner’s contribution is taken account). It is one of 3 investment Funds run by Scottish Enterprise. The consequence of this is that Scottish Enterprise, with a portfolio of 210 investments, is the largest equity investor in Scotland.  

10.
Analysis of management data and interviews with partners identified a number of relevant findings:-

· The ERDF financial allocation was to be spent in designated Objective 2 or Transitional status areas. At the time the research was undertaken there were difficulties in spending the allocation for the West of Scotland;

· The Fund is reliant upon angel syndicates, both for the number of deals done and their value;

· At the time the research was undertaken the Fund was showing a loss of 1.8% of the capital invested. This is following the general pattern for equity investments in that there tends to be a sharp fall in value followed by a gradual increase as investments are realised. As the Fund matures, and the number of exits increases, then it may be that returns will increase; and
· Experience from Europe is that public investment funds find it difficult to generate significant returns. Against this is the fact that the Fund is following the judgement of the partners who adopt a “hands on” approach to their investments which is often linked to sector specific experience. The Fund also has a wide spread of investments in terms of sectors and partners. Given this, it may be that comparisons with other funds are only partially valid and the Fund will be able to make its anticipated 20% return.

The Rationale for Investment

11.
The Fund was set up on the assumption that within Scotland there were sound investment propositions that, because of supply side deficiencies, were unable to obtain the capital they needed to help them set up and grow. It aimed to fill this “equity gap” by making funds available. However, the “model” adopted (working through private sector partners) was intended to grow both capacity and capability in the market so that it would act as a catalyst for long term change.
12.
There was general agreement amongst partners, and other interviewees involved in the capital markets, that SMEs, especially ones involved in technology, had difficulties in raising capital. This was seen as reflecting both demand side factors (lack of investor readiness) and supply side constraints, especially ones related to risk perception. However, some of these factors (for example risk perceptions) may be evidence of market rationality rather than failure. Indeed we argue that the market failure rationale for the Fund is poorly articulated in that what are cited as evidence of market failures are best seen as problems, some of which may be evidence of market rationality. However, in this the Fund is no different to many other European and British public equity interventions many of which, if not all, fail to provide definitive evidence of market failure.
13.
The argument advanced in the Report is that the Fund’s intervention can be justified on 3 main market failure grounds:-

· Market rationality results in funds being invested in sectors that are seen as being less risky and where returns are felt to be greater. This results in new starts being denied capital so that over time the economy becomes dominated by mature companies and the small firms’ base shrinks. Public sector intervention is therefore justified on the grounds of the long term efficiency of the economy;

· There are also information asymmetries in that potential investors are not aware of available investment opportunities and the potential gains that can be made. On the demand side it may be that investees are unaware of the opportunities to obtain equity support. It may therefore be that there is less of an “equity gap” and more of an “information gap”; and

· There are also long standing concerns that Scotland’s rate of small firm formation is below that of comparator regions. There are therefore equity grounds for intervention, one of which is through the provision of capital.

14.
Overall it was felt that there is market failure justification for the Fund, in that SMEs find raising capital difficult for a range of supply and demand side factors. The Fund has had an impact on these, growing capacity and capability in the market, especially through its catalytic effect upon the angel syndicates.

Objective Attainment

15.
One of the main objectives of the Fund was to increase the amount of venture capital going to Scottish SMEs. Our analysis indicates that as a consequence of the Fund’s operations by Autumn 2007 between 21 and 31 additional companies had been supported that, in the Fund’s absence, would not have been able to raise capital, The main reason for this was that the partnership “model” resulted in risk being shared. Without the Fund the partners would either not invest at all or would put their money in areas felt to be less risky.

16.
Other advantages of the Fund related to the certainty that money would be available once the ;partner had decided to invest, the speed with which deals were able to go ahead and the fact that average deal sizes had increased, as the partners were able to double their investments. There was also evidence of absolute additionality in that there were examples of the Fund’s investment being instrumental in helping companies avoid going into liquidation. These were now trading successfully. There was also evidence that the Fund had attracted inward investment to Scotland.
17.
The impacts had been largely concentrated within the angel community. The impact upon the banks and venture capitalists had been less evident.

18.
As the investments mature (and some seem to have the potential to bring considerable gains) there is some evidence of misunderstanding about Scottish Enterprise’s role. Some partners feel that the Fund should exit as soon as it can and allow other private sector investors to come in. Scottish Enterprise’s Portfolio Management Team (that is responsible for managing the entire investment portfolio, including the Fund) operates as a commercial investor. As such it wants to exit when gains can be maximised. One consequence of this is that there is evidence of the Fund crowding out the private sector in some investments, albeit that this was recognised, and implicitly accepted as inevitable, by the European Commission. If the Fund is to become evergreen (one of its long term goals) then it needs to be able to maximise returns. The implication is that there is a need for the Fund’s long term investment objectives to be clarified.
19.
If the ERDF allocation to the West of Scotland is to be spent than there would seem to be a need to continue to try to develop new angels and angel syndicates in the West, as part of a medium to long term strategy. In the short term there may be merit in considering investing in an established fund with a West of Scotland focus.
20.
Generally there was a high level of satisfaction with the Fund’s processes, activities and achievements. Many of the concerns were a reflection of speculations about potential changes in the future, rather than past actions. 

The Investees

21.
The survey of investees found that they were very complimentary about the Fund and the way it operated. In particular Scottish Enterprise’s role as a passive investor was valued.

22.
Additionality was felt to be high as half of the respondents rated their chances of raising capital elsewhere as being “Poor”. Those who felt they would have been able to raise money felt that the terms and conditions would not have been as good.

23.
Views on the ease with which capital could be raised tended to reflect the market failure rationale for the Fund, there being felt to be limited amounts of capital provided through risk averse funders. Investment readiness was also recognised as an issue that needed to be addressed.
 The Fund’s Economic Impact

24.
In calculating the Fund’s economic impact Scottish Enterprise’s impact assessment guidelines were followed. The results were grossed up to be representative of the population and were discounted. Two deadweight assumptions were applied: a low of 67% and a high of 77%. An optimism bias was also applied to views on 2010 impacts, as it is generally the case that future impacts are overstated.
25.
The net impact on company turnover, as at 2007, ranged from £38 million (High Deadweight) to £55 million (Low). Future turnover impacts (2010) ranged, depending upon the assumptions made, from £38 million to £108 million.

26.
Net current GVA ranged from £24 million (High) to £34 million (Low). The figures for 2010 ranged from £21 to £61 million.

27.
Net employment impact in 2007 was estimated to range from 449 (High Deadweight) to 664 (Low) full time equivalent jobs. The 2010 figures ranged from 176 to 505. These relatively low future figures may reflect a combination of factors, including the optimism bias being too harsh, companies focusing on turnover rather than employment growth and the technology bias of the companies where the numbers employed in relation to turnover are relatively low.

28.
Wider economic benefits were also identified. For example:-
· Employment growth has been faster than in Scottish firms generally;

· Turnover has been stronger than the wider Scottish picture; and

· Most sales were outwith Scotland so that displacement is likely to be low.

29.
There was also evidence of qualitative changes in the investees, through such things as improvements to products and services, acceleration of business plan implementation and management improvements.

30.
When assessing the economic impacts it needs to be remembered that the Fund is investing its resources. Should these investments enable it to realise its 20% target rate of return then there will be no cost to the public purse and gains will be positive.

Conclusions
31.
The overall conclusion was that the Co-Investment Fund was attaining its objectives and was held in high regard by all parties: partners, investees, non-partner intermediaries and non-partner investors. The “model” being used (placing the private sector in the lead and the speed and flexibility of its processes) was widely praised. The Fund was also having a positive impact upon the performance of the investee SMEs and upon the wider Scottish economy.
32.
The issues that emerged relate to the future rather than past activities. The main concern was a fear that the private sector leadership (a key strength) might become less significant as factors such as Portfolio Management began to become more significant. If the Fund does become more directly driven by the public sector then there are 2 risks:-

· Some private sector players may decide that they no longer want to be involved; and 

· Performance may suffer as there is always a danger that the rationale for public sector intervention places emphasis upon factors other than the soundness of the investment proposition.

33.
Given this, the Fund needs to retain its private sector leadership, something that all of those interviewed in the course of the research felt was one of its key strengths.
Recommendations
34.
Based on the earlier analysis and findings, a number of Recommendations were made. The main ones of specific relevance to the Fund were:-

· The maximum level of investment by the Fund in any one company should be raised to £1 million;

· Consideration should be given to allocating a proportion of the Fund, or each partner’s allocation, to early stage companies;

· The role of the Portfolio Team and its objectives should be clearly communicated to all partners and investees; 
· Work needs to be done to identify the main areas of investment readiness failure and the support that needs to be given to overcome these;

· The Fund should work with partners to identify potential deals that would benefit from investment readiness support and then ensure that this is provided;

· Greater efforts should be made to support the Fund’s investments with other Scottish Enterprise products and services; and
· The Fund’s investment successes should be publicised generally and to potential partners.
35.
The market failure justification for the Fund was poorly articulated. Given this 2 general Recommendations were made:-

· The market failure justification for all future policy interventions needs to be clearly stated; and

· Scottish Enterprise’s evaluation staff should be involved in the design of initiatives that involve market interventions to ensure that what is being proposed is addressing market failure.

1.
Introduction
1.1
This evaluation of the Scottish Co-Investment Fund (SCF or the Fund) was commissioned from GEN by Scottish Enterprise in the Autumn of 2007. The Fund was set up in 2003 by Scottish Enterprise, with funding from the European Regional Development Fund (ERDF) and the then Scottish Executive. It is managed by Scottish Enterprise. The purpose of the £48 million Fund was to work with the venture capital market to increase capacity and capability thereby increasing the supply of  early stage equity funding for Scottish based Small and Medium Sized Enterprises (SMEs) that had growth potential, being mainly but not solely, involved in technology applications. 
1.2
What distinguishes SCF from other public sector supported equity funds is that:-

· Private sector formal and informal investors, including banks, venture capitalists, corporate investors and angels and angel syndicates
, apply to become Fund partners, with partnership status being granted following a formal appraisal process;

· The partners are then given an allocation of investment funds, based on an assessment of their capacity, that can be drawn down as needed; and

· The partners then source investment deals and agree the terms and conditions of these with the investee. The Fund then co-invests alongside of the partner, on a pari passu basis, with the Fund matching the partner’s investment up to a maximum of £500,000. In making the investment the Fund does not undertake its own due diligence but backs the partner’s judgement.

At the time the evaluation was commissioned the Fund had invested some £28 million in 100 companies (of which 8 had failed). It is these companies that form the population from which the sample was drawn to undertake the impact assessment. As of the 31st January 2008, the Fund had invested £30.7 million in 121 companies.12 of which had failed.
Evaluation Objectives

1.3
The evaluation had 4 main elements:-

· A review of the rationale for intervention;

· A review of progress against the original objectives;

· An economic impact assessment of the Fund, using Scottish Enterprise’s standard methodology; and

· A summary of the key findings and recommendations to guide the Fund’s development.

1.4
The rationale for intervention was that there was an “equity gap” in the £0.5 million to £1 million range
. This is a view confirmed by Treasury research that stated that:-

“The equity gap was estimated to be particularly acute in the range between £375,000 and £900,000 in the UK”
.

 Accordingly the evaluation was to assess the extent to which this “gap” still exists and identify any evidence of market adjustment as a consequence of the Fund’s activities.  

1.5
The key objective of the Fund was to:-

“increase the amount of equity based risk finance available to growing SMEs in Scotland to enable them to realise their full potential while improving the business building skills of early-stage companies and their support network”.

1.6
Accordingly the evaluation has assessed the extent to which the Fund has had an impact on the supply of equity in Scotland (and associated increases in capacity and capability) and the implications of this for deal flow. For the sake of clarity the impact on the businesses funded has been considered under the third objective, economic impact.  
1.7
The assessment of the net additional effects generated by the Fund’s activity at the Scottish level was to be calculated using Scottish Enterprise’s Economic Assessment Guidance. This is to cover, inter alia:-

· Deadweight;

· Displacement;

· Leakage;

· Substitution; and

· Economic multipliers.
 

1.8
Finally the study was to identify ways whereby SCF could be improved with a view to:-

· Meeting new, changed or emerging market conditions; and

· Making changes that would enhance effectiveness or impact, including delivery arrangements, partnership roles, risk and an exit strategy.

1.9
As the evaluation got underway additions were made to the brief. In particular the consultants were asked to:-

· Interview a number of other players in the venture market who were not involved in the Fund; and

· Undertake some analysis of other publicly funded venture capital funds operating in England.

1.10
The method we have used has sought to address all of these objectives. 

Methodology

1.11
The methodology had a number of complementary elements. These were:-

· A desk review of relevant literature on the venture capital industry, the wider policy context and SCF;

· Analysis of management information provided by the Fund;

· Interviews with as many of the 26 partners as possible. In the event it proved possible to interview 23 of these, the majority being undertaken on a face-to-face basis
;

· Interviews with 48 of the companies in which the Fund had made investments. Of these 44% were undertaken on a face-to-face basis, the remainder by telephone; and

· Interviews with a number of others who, although not direct beneficiaries of the Fund, had an interest in it, being policy makers, those active in the venture capital industry or running public sector investment funds outwith Scotland.

Details of all of the interviewees are given in Appendix One.

Report Structure

1.12
The Report generally follows the structure set in the brief in terms of addressing the objectives:-

· Chapter Two gives an overview of the Fund and, through an analysis of management information, begins to explore some of the emerging issues. Some of the findings of this Chapter are then drawn on to inform the subsequent Chapters of the Report;

· Chapter Three reviews the rationale for intervention by the Fund and its continued relevance;

· Chapter Four considers progress against the original objectives;

· Chapter Five looks at the views of the investees on venture capital and the Fund;

· Chapter Six presents an economic impact assessment of the Fund, using Scottish Enterprise’s standard methodology; and

· Chapter Seven summarises the key findings and makes recommendations to guide the Fund’s development.

A number of Appendices contain more detailed information.

Data Issues

1.13
As was mentioned earlier (Paragraph 1.2) the impact analysis is based on the population of investee companies as at Autumn 2007. As far as possible the wider analysis of the Fund, especially in Chapter 2, is based on more recent data. This needs to be borne in mind should any apparent data discrepancies be identified.

2.
The Scottish Co-Investment Fund
2.1
The purpose of this Chapter is to give an overview of the Fund and, by an analysis of management data, to begin to identify some of the issues that will inform the later Chapters dealing with objective attainment and impact. The Chapter starts by considering the wider context for the Fund.

The Strategic and Policy Context

2.2
At the 2000 European Commission summit in Lisbon, the Commission gave a commitment to promote the creation of risk capital funds throughout the European Union. This was intended to address the recognised gap in the provision of equity finance for start ups and early stage businesses. In doing this the Commission hoped to facilitate economic growth and job creation across the Union
.   
2.3
Prior to this, in 1998, a United Kingdom Government White Paper announced the establishment of an Enterprise Fund to support small business growth. The fund was to cover 4 elements of assistance:-

· The Small Firms Loan Guarantee Scheme (SFLGS); 

· A national venture capital scheme to support early stage, high technology businesses; 

· A budget for flexible support for innovative proposals from the finance industry; and
· Support for the regional venture capital funds, an initiative paralleling the establishment of SCF. 

2.4
Regional Venture Capital Funds (RVCFs) were established in each of the 9 Regional Development Agency areas in order to address the equity gap affecting early stage businesses in England. A total of £270 million, including a Government contribution of up to £80 million was made available for investment in SMEs with growth potential
. The funds are managed by experienced venture capital professionals (including one who is a SCF partner) and are commercially focused.

2.5
The long term aims of the RVCFs were to: 

· Increase the amount of equity-based risk finance available to growing SMEs to enable them to realise their full growth potential;

· Ensure that each region in England had access to a viable, regionally based venture capital fund, making equity investments in SMEs;

· Demonstrate to potential investors that commercial returns could be made by funds investing in the SME equity gap thus stimulating the private sector venture capital industry; and

· Increase the supply of quality fund managers operating in the equity gap.

As will be seen, these aims are similar to those of the SCF.

2.6
Fund managers make all investment decisions, including how the investment should be structured. The United Kingdom Government, through the Enterprise Directorate, has invested in each fund and has also secured funding from the European Investment Fund (EIF). It is anticipated that in most cases approximately 50% of investment will be supplied by these 2 sources, with the remainder coming from private investors.

2.7
In order to encourage private investors, the Government assumed a subordinate position by capping its investment return, thereby boosting the anticipated return to private sector investors and the EIF, and by agreeing to act as “first loss”. This means that, in the event of an erosion of a fund's capital base, the Government’s investment suffers the loss first
.

2.8
Each of the RVCFs is governed by similar rules:-

· They must invest in SMEs in their region ;

· They must be the first institutional investor; 

· Initial investments are limited to £250,000;

· Initial investments can be followed on after 6 months or more with a further £250,000; and 

· Each fund can also invest in subsequent rounds to prevent dilution
,

As will be seen the English Regional Funds seemed to have rules that are more prescriptive than those governing the SCF.
2.9
Within Scotland, increasing the rate of business formation was one of the key challenges set out in “A Smart Successful Scotland”, the Economic Development Strategy of the former Executive
. This challenge was restated in 2006 when a refreshed version of the strategy, intended to set “a clear sense of direction and identifiable priorities for the Networks”
 was launched intended, amongst other things, to increase the number of new and growing businesses. This emphasis has been continued by the current administration (see Paragraph 2.14 below).  
2.10
However, access to finance has long been said to be a constraint on business growth in Scotland. As a result, activities to stimulate the provision of funding have been significant aspects of public policy over the last decade, with many initiatives being introduced, including:-

· Scottish Development Finance: originally part of Scottish Enterprise, this was privatised and now trades as Scottish Equity Partners a venture capital firm specialising in the information technology, healthcare and energy sectors;

· The Scottish Technology Fund,  established in 1997 as a partnership between Scottish Enterprise and the venture capital and private equity company 3i to provide finance and expert advice to young technology companies with significant growth potential; and

· The Local Investment Networking Company (LINC), an independent not-for-profit organisation acting as the national business angel network to stimulate and support the overall development of the angel sector in Scotland.
2.11
During 2002, Scottish Enterprise and the Scottish Executive undertook an extensive review of public sector early stage equity policy in Scotland. In part this was a response to the dotcom crash that had resulted in a withdrawal of a number of investors from the Scottish market. The 4 month review was intended to establish a risk capital policy to effectively meet identified needs and maximise economic growth potential. The principal elements of the policy included:-

· Establishment of a Scottish Enterprise  Network Investment Directorate to co-ordinate all network investment activities;

· Investment Readiness Programme. This enabled Local Enterprise Companies (LECs) to provide grants up to £10,000 to help pay for external advice for businesses prior to their seeking investment. In addition, Scottish Enterprise was to work with LINC, and others, to encourage entrepreneurship and improve investment readiness; 

· Setting up the Business Growth Fund (BGF): which was to provide equity funding in the range £20,000 to £100,000 to potential high growth companies. However, this is now suspended and its role has been taken over by other Funds (see Paragraph 2.12); 

· The Scottish Co-investment Fund (SCF): which was  to provide equity finance of up to £500,000 to potential high growth companies through selected private sector investment partners; and 

· Improved Network Skills: a baseline professional standard of skills for those working in the Scottish Enterprise network dealing with investment. 

2.12
Since then Scottish Enterprise’s investment offerings have been rationalised so that now there are 3 Funds:-

· The Scottish Seed Fund that provides equity, and in some cases loans, in the range £20,000 to £100,000 to seed and start up businesses with high growth potential;

· The Co-Investment Fund which generally provides funding up to £500,000 to early stage high growth potential businesses. However, there is now discretion to increase this to £1 million, within a total deal size of £2 million; and

· The Scottish Venture Fund which invests in the range £0.5 million to £2 million in deals of £2 million to £10 million.

2.13
This range of Funds, allied to the investments made through the Business Growth Fund, means that Scottish Enterprise now has one of the largest Scottish, if not European, investment portfolios. Through its Portfolio Management Team (established in May 2006) it manages investments in 210 companies. One consequence of this is that it is claimed that Scotland has some of the most generous public sector support in the United Kingdom for early stage companies.

2.14
Although the Fund was established under a former administration, its objectives fit equally well with the priorities of the current Government. For example, the Scottish Government’s Economic Strategy, published in late 2007
 , outlines 5 Strategic Priorities, that are seen as being “critical to economic growth”
. One of these is “Supportive Business Environment”. Amongst other things actions are to:-

“address gaps in access to capital that are constraining Scottish businesses from reaching their full potential, whilst helping to build capacity in the investment community to remove barriers to investment”
.
2.15
The Strategy also fully endorses the Fund’s approach of not trying to second guess the market but to follow the lead of the private sector. For example it states:-

“The strategy should not be to pick individual companies as winners – the market does that. Rather the job of the government should be to facilitate and accelerate growth sectors and provide the necessary environment to make sure it happens in Scotland”
.   

2.16
All of this implies that the Fund’s activities are as relevant in 2008 as they were in 2003. The 2007 Strategy also seems to give a clear focus for SCF’s development priorities, something that is considered further in Chapter 6. We will now turn to look in detail at the Fund.

The Scottish Co-Investment Fund
2.17
The Co-Investment Fund was set up to increase the supply of venture capital to Scottish based SMEs, particularly those involved in technology applications. Its original business plan set out a number of objectives
:-
· Increasing the amount of “equity gap” venture capital available to SMEs in a way that did not displace existing investment activity;  
· Demonstrating to potential investors that returns could be made by investing in the “equity gap” thereby stimulating the growth of the venture capital industry;  
· Increasing the number of fund managers operating in the “equity gap”; and  
· Attracting new investors who had not previously invested in this sector of the venture capital market.

2.18
The equity gap was felt to be a particular problem in the £0.5 to £1 million range. This was caused by a number of factors, including:-
· The perception of high risks associated with these types of investments;

· A lack of capacity in Scotland to fund the numbers of investable propositions that were available. In part this was a consequence of the withdrawal of some venture capitalists from Scotland following market turmoil in the early 2000s;

· The fact that the transaction costs, for example the costs involved in undertaking due diligence, tend to be relatively fixed, regardless of the scale of investment. As such, ceteris paribus, there was a tendency to look for larger investments; and

· A lack of capability in the Scottish market for undertaking due diligence for technology based enterprises.

The assumption underlying the Fund was therefore that, within Scotland, there were nascent or established businesses that, as far as anyone could predict, were perfectly sound but were unable to start or grow. The main reason for this was that they could not access capital as a result of both perceptual factors and the lack of investment infrastructure. The extent to which these factors are indicative of market failure are explored in the next Chapter.   
2.19
The Fund was to overcome these market imperfections by making available equity up to £0.5 million per company. It was also intended to act as a catalyst in encouraging additional players to enter the market, both by attracting investors from outwith Scotland and by encouraging the growth of new angel syndicates. In its turn this would increase both capacity and capability in the market. 
2.20
In order to ensure that the Fund would operate at minimal cost to the public purse the aim was to ensure that it would operate:-
“on a fully commercial basis and will not provide any form of subsidy or guarantee to SCF partners or the individual companies that SCF partners invest in. Also the SCF in applying a fully commercial approach will make investments that require no subordination of public funds. In effect as a genuine co-investment vehicle the entire operation of the Fund will be on an equal risk, equal reward terms (pari passu) between the private and public investors. As such it respects state aid rules”
.

To confirm that this was the case both legal and policy advice was sought. This confirmed that there were no state aid implications arising from the Fund’s activities
.

2.21
The Business Plan, submitted to the European Commission in support of the original ERDF application, claimed that annually around 150 to 200 companies in Scotland received investment out of some 5,000 investment propositions: a 3% to 4% success rate. Although it was accepted that not all propositions were investment ready, it was argued that some 10% were attractive to investors
. The aim was to increase this success rate, with European and private sector funding, to around 7%: equivalent to another 132 companies receiving investment
. Accordingly, even with the Fund, there would still be a number of investable propositions that would not receive funding.  
The Fund’s Operations

2.22
The key characteristic of the Fund is that it does not, itself, source and negotiate investment deals. It develops contractual partnerships with private sector investors, including venture capitalists, business angels and angel syndicates. These partners then source deals, undertake due diligence and negotiate the terms and conditions of the deal. The decision to involve the Fund in a deal rests with the partner. However, all investments that the Fund makes are on equal terms with the partner. The intention is that, by operating in this way, it avoids displacing private sector activity.
2.23
Opportunities to become a partner were originally advertised on the Official Journal of the European Union and interested parties had to complete the relevant application form, tailored to whether they were venture capitalists, angels or angel syndicates. These were reviewed by the Fund’s Executive Team and those felt to be eligible were interviewed. Amongst other things, this review process was to ensure that potential partners had the experience and credibility to make investments in early stage businesses and that the source of their funds was legitimate.
2.24
Following this, a recommendation was made to the Scottish Enterprise Investments Advisory Board. The applicant then made a presentation to the Board following which a decision on partnership status was made. In the initial round there were 34 eligible applications. Following a due diligence appraisal 16 were selected as partners
. 

2.25
Once approval was given then an Arrangement Agreement was signed setting out the 2 parties’ mutual obligations and showing the partner’s funding allocation. The money was legally guaranteed by the Fund but was only paid to the company once an investment had been legally concluded. The financial allocations were made in 2 ways, to:-
· Individual partners who had the capability and experience to make investments on their own; and
· An allocation to LINC. LINC acts as a co-ordinator for what was in effect an investment club, bringing together smaller angels and angel syndicates. LINC took on the administrative role for the current 7 members. The club has an allocation from the Fund which is then allocated internally on a “first come, first serve” basis. The existing members have to agree unanimously to the admission of any new members, who have to be approved in the usual way by the Fund’s Executive Team and the Advisory Board.
2.26
The Fund also pays partners an arrangement fee on completion of the deal. This is 2.5% of the Fund’s investment, increasing to 3.5% in areas eligible for ERDF support. This is to cover some of the transaction costs involved for such things as due diligence. To date (January 2008) the Fund has paid out £1,055,361 in fees.   
2.27
The current allocations are shown in Table 2.1. What is significant is that the 4 partners with the largest allocations (accounting for 61.9% of the allocation) are all angel syndicates. One of these also runs an investment fund that has a separate allocation. In total it receives almost a quarter of the Fund’s resources (24.6%).  The significance of the angel syndicates is something that will be explored in greater detail later in the Report.
TABLE 2.1

Allocations of Scottish Co-Investment Funds – 
       December 2006 to December 2008

	Size of Allocation
	Number of partners
	Percentage of allocation

	£3,000,001 to £4,000,000
	1
	22.5

	£2,000,001 to £3,000,000
	2
	27.8

	£1,000,001 to £2,000,000
	3
	26.0

	£500,001 to £1,000,000
	1
	3.7

	£250,001 to £500,000
	6
	13.1

	£0 to £250,000
	7
	6.9

	TOTAL
	20
	100


Note:-

1.
Total funds allocated over the period were £17.173 million.

2.28
The funding allocation is agreed for 3 years. However, the SCF Team reviews allocations every 6 months and the performance of the partners annually, when there is a face-to-face meeting with each one. If the funds are not being used then they may be withdrawn and reallocated to others who are more active investors. At the end of the 3 years the allocations are again reviewed and a new legal agreement may be entered into until the end of the programme funding period.
2.29
Appendix Two gives details of the Fund’s investment criteria. The Fund is equity led and invests primarily in ordinary shares but can invest in convertible loans.  The process whereby deals are completed is as follows:-
· The partner identifies a deal, undertakes due diligence and then notifies the Fund giving details of the company and the proposed investment and its structure. The Team then checks that the company and the proposed deal are eligible. If this is the case then the Team confirms eligibility to the partner. Scottish Enterprise does, however, reserve the right to decline a deal even if it meets the criteria;

· The partner then sends the legal documentation to the Team which is reviewed by the Team’s lawyers. The lawyers, in conjunction with the Team, ensure that the terms of the deal are pari passu (on equal terms to those agreed between the partner and the investee) and contain Scottish Enterprise’s standard investor controls. Whilst the investment decision is made by the partner, the Fund “has a requirement to be an active shareholder”
. As such it wants to have the controls appropriate for each investment.   The Fund will normally have pre-emptive rights to ensure that it can do this.  It should, however, be noted that the Fund does not undertake its own due diligence, but trusts the partner’s judgement;

· Once the documentation is complete the legal agreements are signed and the Fund transfers the investment directly  to the company whilst the arrangement fee is paid to the partner on receipt of the appropriate post deal completion invoice; and
· Exits are to be on an equal basis with the partner to ensure that the Fund can benefit from any gains. However, this is an issue of contention with some partners (Paragraphs 4.8 to 4.14).

2.30
Once an investment is made then responsibility for monitoring and management is passed to Scottish Enterprise’s Portfolio Management Team, which has responsibility for managing all of Scottish Enterprise’s investments made by the various Funds (Paragraph 2.13). The Team has recently been established and is in the process of meeting with each of the investees. A key part of the monitoring process is that Scottish Enterprise has the ability, by virtue of the legal investment agreement, to appoint a board member with observer status.  
2.31
The Fund makes no charge for its investments and also pays its own legal fees. However, it is left to the discretion of the partners as to what charges they make to investees. The Fund monitors this on a regular basis but gives no guidance as to what fees partners should or should not charge. However, the investee survey identified a degree of unhappiness with the level of these fees, with 42% of respondents feeling they were onerous (Paragraph 5.17). 

2.32
In 2007 an additional £5 million was allocated to the Fund. Amongst other things this was to enable it to make investments in excess of £0.5 million, up to a £1 million ceiling. For any such investments the partners are required to provide justification as to why the funding is needed. This is then scrutinised by the Scottish Enterprise Investment Management Team prior to a decision being made.
Partners’ Characteristics 
2.33
The main criterion that all of the partners have in common is that they invest in Scottish based companies that are involved in the exploitation of technology, which was to be the original focus of the Fund.  
2.34
Regardless of where the partners are based there is only one, United Kingdom Steel, that has geographical limits to its investment activities. It only invests in former and current steel production areas. All of the other partners claim that they will invest wherever they can find a good deal. Often this may be outwith Scotland with resources other than SCF’s.  

2.35
The capacity of the partners, in terms of the staff they employ to scrutinise investment propositions and undertake due diligence, varies considerably. Some have teams of staff to do this    whilst in others this work falls on a single paid member of staff assisted by members of the angel syndicate. These varying capacities clearly impact upon the number of investment propositions that can be assessed over any set time period.

2.36
As might be expected the resources that the partners have at their disposal to invest vary considerably. At one extreme are the venture capitalists who set up funds to invest in specific sectors, with the funds having assets of tens of millions of pounds. At the other extreme are the small angel syndicates whose resources are limited to whatever their members want to spend, in some cases being less than a million pounds.  In its turn resources condition the size of deals that individual partners are willing to get involved in: from a low of £10,000 (where risk may be seen as being quite high) to many millions for at least one of the corporate partners.

2.37
Despite these variations, all partners state that they play a hands-on role in their investments. This comes about through their taking a board seat. Often this may involve using a member of the partner’s team who has first hand experience of the technology in which the investee is involved. The partners therefore fall into what has been termed the classic risk capital model, that focuses on seed, start-up and early stage businesses
. Those active in this field typically have company building skills, rather than the financial engineering skills that are seen as typifying the merchant venture capital investors.  
2.38
There is a body of work, mainly based on North American experience, that argues strongly that the involvement of people such as business angels, who have relevant business experience, has a beneficial impact upon the business
. This impact has been shown to have a positive impact upon returns, with investment multiples being twice as high when the angels had related industrial experience
. The same authors also argued that investing in areas where angels had relevant experience simplified due diligence and allowed for more insightful evaluation of the factors underlying business success. Active participation (through such activities as mentoring and financial monitoring) has also been shown to have an impact upon performance. For example, those investors who had regular and frequent interactions with the investee company saw their original investment multiplied 3.7 times over 4 years. In contrast, those who had fewer interactions saw investment gains of only 1.3 over a similar period
. Given that many of the Fund’s partners, regardless of their categorisation, have such experience the implications for the Fund’s performance, ceteris paribus, seem good.

 Deal Distribution

2.39
Table 2.2 shows the breakdown of the partners as at December 2007 and the number of investments and the value of these since 2003
. It can be seen that the majority of partners are angels or angel syndicates. Not surprisingly they have also accounted for the majority of investments since 2003 (82% of the recorded 245).
 TABLE 2.2


SCF Partners as at December 2007
	Type of partner
	Number of partners
	Number of investments 2003-20073,4
	Amount of SCF investment 2003-2007
	Size of Average Investment  

	Bank
	1
	3
	£550,000
	£183,333

	Venture Capitalist
	5
	30
	£5,265,769
	£175,526

	Corporate1 
	5
	11
	£1,430,000
	£130,000

	Angels and Angel Syndicates2
	15
	201
	£20,878,614
	£103,873

	TOTAL
	26
	245
	£28,124,383
	£114,793


Note:-

1.
Corporate partners are defined as ones that are part of a larger organisation with investment activities being undertaken as an adjunct of other more mainstream activities.

2.
The angels and angel syndicates are very diverse, ranging from those that are investing the wealth of a single individual to ones that bring together the resources of a large number of individuals. One syndicate is now listed on AIM and as such is probably best not seen as an angel syndicate given that its drivers in the future are likely to be very different.

3.
The number of investments by specific types of partners relate to the partners at the time the investments were made. As such they cover those partners who have subsequently ceased to participate in the Fund. They are not, however, included in the number of partners, which relates to the partners at December 2007. 
4.
The data in this column refers to individual investments rather than individual deals. Thus a deal is generally broken down into a number of separate investments that are paid when milestones are attained.
2.40
What can also be seen from the Table is that the deals done by the venture capitalists and the one bank partner tend to be bigger than those done by corporate partners and particularly by the angel syndicates. However, what is perhaps surprising is that the average deal size of the banks, venture capitalists and the corporate partners combined is only 59% larger than the average for the angels (£164,677 as against £103,873). Given the resource base of some of the non-angel partners (which in some cases is very substantial) one might have expected the differential to have been larger. The view of Fund management is that the banks and venture capitalists only involve the Fund in their smaller deals. Despite this, there may be greater potential to increase the average deal size that these larger partners get involved in through the Fund.  
Funding

2.41
The total funds allocated to SCF in the period 2003 to the end of 2008 were £47,839,175. Of this:-
· £27,197,000 (57%) comes from the European Regional Development Fund; and
· £20,642,175 (43%) from the Scottish Government (the National allocation).

2.42
In February 2007 an additional allocation of £5 million was made available to the Fund, through Scottish Enterprise’s Board, to support deals greater than £0.5 million (up to a Fund maximum of £1 million) and to meet demand in those areas where the original funding allocation had been spent. This reflects the fact that, although the Fund is marketed as a single entity, in practice it is effectively 7 funds, in that there are specific allocations of ERDF and National monies to particular areas as Table 2.3 shows.   Overall, 17% of the ERDF allocation has still to be committed. This needs to be spent by the end of 2008. However, there are extremes in that:-

· There is above average ERDF under spend in the West, a total of £3.6 million;  
· Under spend in the East is well below average at 5.8% of the Objective 2 and Transitional funds combined; and

· There is also significant ERDF under spend in the Highlands, although in absolute terms this is relatively small.
The apparent difficulties of spending the West of Scotland allocation, and what can be done about this, are examined in greater detail in Paragraphs 4.20 to 4.3.
Leverage

2.43
The Fund collates information on the amount that each partner invested in each deal from its own resources and other private and public sector funders. This can be seen as the extent to which the Fund is levering resources into deals (Table 2.4). The overall leverage ratio is 2.43: that is for every £1 spent by the Fund a further £2.43 comes from other sources.   Thus the Fund’s investment of £30.6 million levers a further £74.4 million. However, the ratios vary   across the types of partner. For example:-

· The single bank that is a partner has only matched the Fund’s money in the 3 deals that it has been involved in; and
· The other 3 types of partner are, however, generally levering in about the same as the overall average for the Fund. Arguably, given the varying resource bases of these partners, one would expect that the venture capitalists and corporate partners would have significantly higher leverage rates.

TABLE 2.3



SCF Funding Allocation and ERDF Underspend1
	
	West
	East
	South
	Highlands and Islands Enterprise
	Non Assisted
	TOTAL

	
	Objective3
	Transition4
	Objective
	Transition
	
	
	
	

	Original allocation2
	£10,708,000
	£7,083,000
	£7,059,000
	£6,918,750
	£1,208,000
	£644,425
	£14,218,000
	£47,839,175

	Of which ERDF
	£8,865,000
	£5,864,000
	£5,433,000
	£5,535,000
	£1,000,000
	£500,000
	£0
	£27,197,000

	ERDF still to be spent
	£2,019,699
	£1,611,523
	£446,747
	£198,342
	£65,299
	£171,802
	£0
	£4,513,382

	ERDF unspent
as a percentage of ERDF 

allocation
	23%
	28%
	8%
	3.6%
	6.5%
	34.4%
	0%
	16.6%


Note:-
1.
The figures are to 30th January 2008 and include work in progress.

2.
This is the combined ERDF and Scottish Government contribution.
3.
The Fund receives ERDF Objective 2 money, given to regions with urban problems, declining traditional industries, rural problems and declining fishing industries.

4.
The Transitional areas are those that qualified for Objective 2 funding in 1994-99 but did not under the revised Objective 2 programme. To provide interim support they were eligible to receive transitional funding, originally for the 2000-05 period.
TABLE 2.4

         Leverage – April 2003 to January 2008
	a
	b
	c
	d
	e
	f

	Type of partner
	SCF Investment
	Partners’ Investment
	Other private sector investment
	Other public sector investment
	Leverage ratio

(columns (c + d + e)/b)

	Bank
	£550,000
	£550,000
	£0
	£0
	1:1

	Corporate
	£2,874,676
	£3,106,560
	£3,739,760
	£728,000
	1:2.63

	Venture capitalist
	£9,346,396
	£11,521,355
	£10,573,890
	£632,349
	1:2.43

	Angels and angel syndicates
	£17,839,544
	£28,332,351
	£14,951,870
	£338,817
	1:2.45

	TOTAL/AVERAGE
	£30,610,636
	£43,519,266
	£29,265,520
	£1,699,166
	1:2.43


2.44
The overall leverage ratio can also be broken down by the source of funds. Thus of each additional £2.43 that the Fund levers:-
· £1.42 comes from the partners;

· £0.96 from other private sector sources; and

· £0.06 from the public sector

2.45
Given the variations in these figures there may be merit in considering if greater attention should be given to certain types of partner on the grounds that they are more likely to lever in additional resources and therefore could potentially have a greater impact upon company development. However, this has to be balanced against other Fund objectives such as increasing the number of partners and the number of deals so that the capacity and capability of the early stage risk capital market grows.
Former Partners

2.46
Since the Fund was established there have been some changes in the partners. These have arisen for a number of reasons:-

· One of the early partners merged with another that then became responsible for its investments; and

· A further 7 partners had their agreements with the Fund terminated. The terminations were for a number of reasons including:-

· The partners changing their investment criteria, for example either deciding no longer to invest in Scotland or to focus upon deals outwith SCF’s upper investment limit;

· A failure to undertake any deals; and

· Undertaking deals, or trying to undertake deals, that were felt to contravene the Fund’s criteria.  

2.47
All recommendations to terminate agreements are made by the Scottish Enterprise Advisory Board   following consideration of information provided by the Executive Team.  
The Investments
2.48
It is perhaps not surprising that there is a correlation between the partners’ financial allocations and the number of companies invested in (Appendix Three, Table A3.2). Thus of the 92 companies in which investments had been made by Autumn 2007 one angel syndicate had invested in 17, followed by another with 14. Together these 2 syndicates accounted for 35% of companies and 35.5% of the Fund’s financial allocation. There were then a number of partners that had invested in between 2 and 5 companies and a tail that had made only one investment. This would seem to indicate that the Fund is demand driven, with partners being allocated the resources that they need.

2.49
The locations of companies that have been invested in are shown in Table 2.5 (see Appendix Four Table A4.1 for a detailed breakdown). What can be seen is that almost half are in Metro East. Indeed 35% of the 92 have Edinburgh (EH) postcodes. Metro West accounts for 32%, with Glasgow accounting for 23% of all companies. The balance (19 companies) is concentrated in the Dundee (9 companies) and Aberdeen (8) postcode areas.

TABLE 2.5
                   Locations of Investee Companies
	Area (postcode in brackets)
	Number of investee companies
	Percentage of Investees

	Metro East (EH, KY, FK, TD)
	44
	48

	Metro West (G, PA, ML, KA)
	29
	32

	Elsewhere (DD, AB, PH, LS)
	19
	20

	TOTAL
	92
	100


2.50
Appendix Four (Table A4.2) gives the size profile of the 92 investments. A quarter has been in the £100,001 to £200,000 range and a further 29% in the £400,001 to £500,000 bracket. There have been 3 investments over £500,000, the maximum being £750,000. Table A4.3 looks at the number of funding rounds per company. First round funding only has been given to 42%, whilst a further 38% of the 92 companies have received second round support. The extreme is the 3 companies that have received 6 rounds of investment.

2.51
Table A4.4 shows the sectors that the investee companies are in, using the British Venture Capital Association’s classification. They are very diverse, although software, medical and health related, biotechnology and electronics predominate, accounting for 59% of the 92.

The Nature of the Investments

2.52
A profile of some of the Fund’s investments can be gained from analysis of the Portfolio Team’s accounts which gives details of 46 companies that had received £6.7 million worth of investment in the year to 31st March 2007 (Table 2.6) It can be seen that Ordinary shares accounted for 79% of the investments whilst various types of loans accounted for around 14%. It needs to be remembered that the type of investment is decided by the partner, with the Fund following this lead. One partner invariably invests on a split equity:loan basis, which drives part of the investment pattern.   

 TABLE 2.6


SCF’s Investment Profile
	Type of Investment
	Number of companies
	Value of Investments
	Percentage of total valuation

	Ordinary shares
	37
	£5,322,432
	79%

	Loan notes
	1
	£500,000
	7%

	Loan
	4
	£277,816
	4%

	Ordinary and preference shares
	1
	£250,000
	4%

	Loan stock
	1
	£207,692
	3%

	“B” preference shares
	1
	£160,000
	2%

	Ordinary, preference and loan
	1
	£47,498
	1%

	TOTAL
	46
	£6,765,438
	!00%


Source: Scottish Co-Investment Fund, 2007, Portfolio Management Report for the year to 31st March 2007, Appendix 2.
Performance

2.53
The intention is that the Fund will eventually become self sustaining (evergreen). This will be done by making investments and then, at an appropriate time, exiting, either through a trade sale or by sales on the stock market. To date there has been one exit, with the investee being acquired in a trade sale. SCF had invested £499,999 and received £1,130,638 from the sale, a profit of £630,639 (a 126% return).

2.54
In addition a further 4 investee companies are listed on AIM. SCF holds ordinary shares in each, having made a total investment of £1,902,499. As of the 4th January 2008 this was valued at £2,373,943, a gain of 25%.

2.55
In interviewees with the partners, their exit strategies were explored. What was clear was that each investment was treated on its merits. However, despite this it seems that on average a 6 to 10 year exit was looked for, a view confirmed by an ERDF fund evaluation undertaken for the Scottish Government
.

2.56
The most experienced venture capitalists expect that some of their investments will fail, with the failures being more than compensated for by some investments that make significant returns. SCF and its partners are no exception. To date (January 2008) there have been 12 company failures, with SCF’s exposure totalling £1,649,282, ranging from £25,000 to £300,473. Of these companies: 6 received only one tranche of funding; the others from 2 to a maximum of 7. SCF’s losses amount to 5.5% of the total capital invested. However, it needs to be stressed that SCF follows its partners in all of its investments. As such the losses are not any reflection of the judgement, or the activities, of Scottish Enterprise’s Portfolio Management Team and are in keeping with what the partners see as the usual pattern for investments in the early stage risk capital market.
2.57
Taking account of the gains that can be calculated (the one exit and the 4 AIM listings) and the value of the losses, the Fund is currently (January 2008) sitting on a loss of 1.8% (£547,199) of the amount invested. This compares with “a diminution of value of about 8%” identified in the ERDF fund research
, albeit that this related to the period ending 31st March 2006. It would therefore seem as if the Fund is decreasing its losses. Whether this is the start of a trend or a short term fluctuation is too soon to say. However, research quoted in the ERDF evaluation
 shows that in the early years equity funds make negative Internal Rates of Return (IRR), with positive returns only beginning to be made once investments are realised. Given that the horizon for exits is said to be 6 to 10 years, this would imply that returns should start to accrue in the period 2009 to 2013. It may be, therefore, that the Fund’s performance is following the J curve identified in the ERDF evaluation, and is now on the upward trend. However, it is clearly too early to be confident that this is the case, although the omens look good.

2.58
Whether the Fund can achieve the target IRR of 20%, as set out in the first ERDF Business Plan
, is difficult to know. Research in America has found that the average IRR for angel investments is 27%
. It may be unrealistic to expect the Fund to achieve such a return, given the differences between the American angel investment climate and that in the United Kingdom
. Although much of the Fund’s activity is focused on angel syndicates it seems likely that they bring more risky investments to the Fund which could impact upon returns. It is also claimed that European early stage funds are only marginally profitable, with a 20 year return of 1.9% being cited
. Against this has to be set the fact that the Fund works through its private sector partners, backing their judgement rather than making its own decisions. This might impact positively upon rates of return.  
How Does the Co-Investment Fund Differ from Other Public Equity Funds?

2.59
To see how the Fund differs from other public sector supported venture funds a telephone survey of 4 English based funds was undertaken. The survey report is given as Appendix Five. The key points to emerge are:-

· All of the Funds undertake their own due diligence, regardless of what private sector investment partners may do;
· All of the Funds charge fees to investees. Although there are variations, some charge an initial arrangement fee plus ongoing monitoring;
· Regardless of their size, all of the Funds have a 10 year life span. The intention is that the first 5 years will concentrate upon making investments, the last 5 years managing and realising these;  
· The target returns look ambitious. For example over 10 years a return of 3 times the initial investment or, in the case of the RVCFs, paying back the initial investment plus 6% compound interest; and
· The RCVFs’ target returns are structured in such a way as to incentivise staff in that part of any surplus above the targets is shared between staff.  
2.60
There are clearly differences between the way the Co-Investment Fund operates and the surveyed Funds. However, as all are at relatively early stages in the investment cycle it is too early to say which “model” is best. It seems likely that a judgement can only be made once investments are realised and the rates of return can be calculated. What is, however, clear is that Scotland is not alone in seeing the need for public sector intervention in this market.
Evaluating the Fund
2.61
Although this evaluation is described as the Evaluation of the Scottish Co-Investment Fund, the Fund has recently figured in another evaluation. This considered the Fund as part of a wider evaluation of ERDF supported venture capital and loan funds and looked at its operations up to March 2006.
.

2.62
The main findings of relevance to the Fund were that:-

· SCF, and the other funds, were addressing a continuing area of market failure, the existence of an equity gap. It was felt that the scale of this was now greater than the Fund’s maximum of £0.5 million and as such there was support for this limit to be raised;

· The Fund had had a positive impact on the development of the local financial community, increasing deal capacity and facilitating the development of angel syndicates;

· Partners used the Fund to spread risk and to increase their financial capacity. As such there was felt to be additionality, with the deals not going ahead in the same way in the absence of the Fund;

· Additionality on the part of the investees was also evident, both in absolute terms and in terms of investments being secured earlier than would otherwise have been the case;

· It was not felt that the Fund was displacing other providers of capital, largely as it was only investing in deals that were brought forward by the partners;

· The deal flow in the West of Scotland had been slower than predicted with the risk that not all of the ERDF allocation would be spend. In part this reflected the lack of investment ready propositions;

· Although the ERDF Funds played a relatively small part in the overall Scottish equity market, they were more significant in the early stage equity market, with the Co-Investment Fund having a particular significant role;

· The impact of equity funds, such as SCF, seemed to be greater on turnover, whilst the loan funds had a greater immediate impact on jobs; and

· The Fund, given that it had a target rate of return of 20%, had the potential to be evergreen, although it was too early to know if this would be the case. Given that it would typically be 6 to 10 years before investments were realised, the Fund was likely to require further support from the next round of ERDF financing.

The key recommendation made was that funding should be provided for the continuing operation of SCF. 

2.63
The extent to which these findings are confirmed by this evaluation will be tested in the later Chapters of this Report.

Conclusions

2.64
What this Chapter has shown is that the Fund is part of a wider European trend to set up publicly supported schemes to provide capital to SMEs. The justification for this is that there are market failures that result in otherwise perfectly sound ventures being denied access to capital to set up or grow. This is something that is explored in greater detail in the next Chapter.
2.65
Within Scotland, Scottish Enterprise is one of the largest equity funders, in terms of the number of companies in which it has investments, having a portfolio of 210. One consequence of this is that it has been argued that:-

 “Scotland now hosts more venture capital backed companies per capita than any other region of the United Kingdom”
.

2.66
The Co-Investment Fund aims to fill the equity gap by now providing matched investments up to the value of £1 million (£2 million in total). By so doing it also aims to increase the number of deals done each year in Scotland.

2.67
The analysis has identified a number of issues that seem of relevance:-
· Given that the ERDF allocation to the Fund is to be spent in those areas having Objective 2 or Transitional status there is a  problem of under spend in the West of Scotland;  
· The angel syndicates are very important in terms of the total size and number of deals they do with the Fund;
· Virtually all of the partners fall into what has been described as the classic risk capital model, whereby they adopt a “hands on” approach that is often allied to sector specific industrial experience. Experience elsewhere is that this results in better investment returns;

· An initial assessment of the Fund’s performance (based on 1 exit, 4 AIM listings and 12 failures) is that it currently shows a loss of 1.8% of the capital invested. The pattern for equity funds is for there to be a sharp fall in value followed by a gradual increase as investments are realised. It may be that the Fund will now begin to show an increase in returns as there are more exits;

· However, experience of European public investment funds is that it is difficult to generate significant returns. Given this, the 20% return that the Fund predicted could be too ambitious. Against this is the fact that it is following the judgement of its private sector partners who tend to very “hands on” in terms of investment management and it has a very wide spread of investments, both in terms of the sectors invested in and the partners through which these have been made. This may result in gains being higher than for other public funds; 

· Other equity funds differ from SCF in that they undertake their own due diligence and charge investees fees, both for the initial investment and on an on-going basis; and

· One other evaluation that has considered SCF has been positive, both about its impact and continuing need. As part of the portfolio of public support for early stage companies the Fund has also been partly responsible for the claim that “Scottish companies benefit from some of the most generous public support available in the United Kingdom”.

2.68
We will now move on to consider the extent to which this evaluation finds that the rationale for the Fund is still valid.  

3.
The Rationale for Intervention

Introduction

3.1
The first objective of the evaluation was to assess the extent to which the original rationale for intervention, in particular the existence of the equity gap, still existed. This is addressed in this Chapter. The starting point is to consider the nature of the market for venture capital in Scotland.

The Scottish Venture Capital Market

3.2
Scotland is fortunate in that Scottish Enterprise has commissioned a series of market reports on risk capital. The latest of these, relating to the market between 2000 and 2004, is drawn on in this section
. The market report argues that the Scottish economy was relatively slow to develop the infrastructure needed to supply venture capital to growing companies. However, from the early 1980s, when Scottish Development Finance was established (see Paragraph 2.10), the risk capital market began to grow. Not only did an increasing number of institutional investors become active, but the angel market began to emerge. Despite this, it is argued that the market is very fragmented so that until recently it was hard to know what the scale of activity in Scotland was and how much capital was flowing into Scottish companies. The 2000-2004 report draws on a database developed by Equitas that covers the risk capital received by young companies (defined as being mainly less than 12 years old).  It covers only investments aimed at business growth. Accordingly it excludes investments such as management buyouts (that are transferring ownership) and deals undertaken through the stock markets, including AIM
. 

3.3
The authors divide the Scottish market into 4 groups of investors:-

· Angels, including private individuals investing their own money and angel syndicates. The key criterion is that the beneficial owner of the cash is personally making the investment decision;

· Institutions, including conventional venture capital companies. The key definitional criterion is that the investment  decision is not being made by the individual who owns the money;

· Hybrids: investors having both commercial and policy objectives. The Scottish Co-Investment Fund falls into this category, even though the investment decision lies with the private sector partner; and

· Finally there is a group termed founders, defined as “investments made by the founding principals of the investee company”
, although it is said that this group is hard to define.

3.4
The report states that in 2004 these 4 groups invested in around 150 young companies, providing some £170 million of investment. However, it is claimed   that these headline figures hide the fact that every year there are around 3 large “blockbuster” deals. In 2004 these accounted for around a third of investment. If these 3 deals are excluded then in 2004 the balance of investment (around £120 million) was provided by:-

· Institutions: 55% of the total;

· Angels, 31%

· Hybrids, 11%; and

· Founders, 3%.

3.5
It is stated that the hybrids (including SCF) operate largely in the sub-£1 million market, which, given their investment criteria, is to be expected. Angels operate up to transaction sizes of around £2.5 million. There are close links between the angels and the hybrids and it is felt that as the angels move into larger deals then it may become more difficult to raise finance at the bottom end of the market. The angel market is also said to be becoming more active, with a 30% increase between 2003 and 2004, there now being around 600 people in Scotland who have made arms length investments in private companies
.

3.6
However, although hybrids are said to be small in terms of the amount of capital they provide (7% of the £170 million invested in young Scottish companies in 2004), they were represented in 55% of all deals, an increase from the 44% recorded in 2003. Hybrids are now said to be:-

“supplying the risk capital requirements of an increasing number of new and small businesses in Scotland. As such they are responsible for increasing the deal flow moving along the capital pipeline”
.

3.7
Given the apparent importance of investment vehicles such as the Co-Investment Fund in financing small companies we will now turn to consider the public policy justification for involvement in the supply of capital to private companies.

The Justification for Public Policy Interventions

3.8
Public sector interventions are normally justified on one of 2 grounds. The first is market failure: that is:-

“the market has not and cannot of itself be expected to deliver an efficient outcome: the intervention that is contemplated will seek to address this”. 
  

The second justification is where distributional objectives are to be met in order to meet equity considerations. In these cases the market may be operating efficiently but the consequences may be judged by government to be unacceptable.

3.9
There is often confusion in public policy between the articulation of a “problem” and a market failure justification for intervention.   For example, the fact that a business start-up cannot raise equity may be a problem for the entrepreneur. It may not be evidence of market failure, in that the business proposal may have been evaluated by an investor and been assessed to be too risky. The investor may then decide to allocate scare resources to some other investment that is judged to have less risk associated with it. In this example it could be argued that the market is operating efficiently and perfectly logically.

3.10
Identifying a market failure justification for public sector involvement in the venture capital industry is doubly difficult. As HM Treasury states in its consultation report on improving access to growth capital:-

“The extent of the equity gap cannot be measured precisely, since it is not possible to know with certainty which growing businesses ‘ought’ to have received funding in an efficient market”
. 

3.11
The same report goes on to list the reasons for investors avoiding small deals. Rather than evidence of market failure, most of these seem to be evidence of market rationality: for example the relatively higher risks and transaction costs involved in smaller deals. 
3.12
The responses to the consultation report endorsed the view that there was an equity gap yet did not do much in terms of clarifying whether this was a result of market failure or other factors. Indeed the United Kingdom Government’s view seems to be that the market behaves rationally. However, this rationality brings some consequences that are felt to be unacceptable and accordingly there is public sector intervention on quite a large scale. The following quotation summarises the situation:-
“1.7
There is an ongoing shortage of risk capital for businesses seeking relatively modest amounts of external funding through raising equity. The Bridging the finance gap consultation paper described the underlying causes of this ‘equity gap’, which affects not just the UK but equity markets worldwide. The equity gap results from rational investor behaviour in the face of information costs and other transaction costs that are disproportionately large for smaller investments, but creates a barrier to enterprise. This gap is most acute for businesses seeking between £250,000 and £1 million of equity finance, and is also severe for some seeking up to £2 million.

1.8 
The Government is already working to stimulate private sector investment within this equity gap. Over £3 billion of private capital has been invested through the Enterprise Investment Scheme in the past five years, and Venture Capital Trusts have raised over £1 billion in the same period. The Regional Venture Capital Funds, the UK High Technology Fund and the Early Growth Funding programme will collectively invest around £400 million in businesses otherwise affected by the equity gap. The Government has also introduced specific measures to improve access to finance in the UK’s least prosperous communities, including the Phoenix Fund and Community Investment Tax Relief, and has supported the Bridges Community Development Venture Fund”
.

3.13
It is also the case that the surrogate indicators that are used to identify an equity gap (for example the  relatively small amount of capital going to start-ups) are not necessarily evidence of market failure nor is the fact that some companies,  judged to be investable propositions, cannot raise capital
. This latter argument might have some justification if it was the case that there was evidence that investors were risk averse. However, the evidence tends to be the reverse. For example, the Co-Investment Fund’s partners make investments following extensive due diligence.    Despite this, of the 100 companies invested in by November 2007, 8 had failed.  

3.14
This is not to claim that there are no market failures in the venture capital market, but that evidence, beyond anecdote and rhetoric, is often hard to find. Indeed even if there is evidence that an equity gap exists this is not necessarily synonymous with market failure. Clarity is not helped by the contradictory nature of the “evidence”. For example, a recent report on the Scottish risk capital market hypothesised that:-

“The difficulties in raising capital reported by many companies and their advisors may, therefore, not be a function of the shortage of risk capital available in the market but a function of either a problem in mobilising and making visible the risk capital that is available or a lack of ‘investment readiness’ in the businesses seeking finance”.

However, later in the same report it is claimed that a “second equity gap” at the £1 million mark has emerged.
   
3.15
Interestingly if the hypothesis regarding the difficulties of raising capital being a function of mobilising and making visible the capital that is available is borne out by evidence then it could be argued that the key demand side failure is information asymmetry. It might therefore be the case that the “equity gap” is less caused by a lack of capital but by potential investees not being aware of what is available. In this case it might be that the key role of initiatives such as the Fund should be less to do with providing capital and more about marketing and operating as a market maker. There is some evidence to support this. For example some angels indicated that they had done more deals as they had become aware of more opportunities as a result of involvement with the Fund (see Paragraph 4.3).  
The Market Gap

3.16
Since the 1930s many commentators have claimed that there is:-

“a gap between the supply of risk capital and the level needed to underpin an entrepreneurial economy”
.

The Cruickshank Report
  argued that there was a mismatch between the needs of firms wanting small scale equity investments and its supply. The “gap” was said to be caused by angel finance being undeveloped whilst the venture capital market preferred larger deals. The reasons for this were said to have their “roots in economic realities”
, these being high transaction and administrative costs that require small investments to deliver a higher rate of return to cover these. Whilst Cruikshank describes the equity gap as a market failure, if it is indeed grounded in economic realities, then this may be debatable. However, he also states that the “gap” has acted as a brake on economic growth and as such has justified public intervention, to offset high transaction costs and risk. It could, however, be argued that high transaction costs are symptomatic of an information market failure, in that the costs of collecting information to make informed decisions are excessive.
3.17
As mentioned earlier (Paragraph 2.21) the Business Plan submitted to Europe gave details of the number of companies invested in each year in Scotland. Although it has already been pointed out that the figures given are suspect (see Paragraph 2.21), if it is assumed that they are accurate then it would imply that:-

· Every year there are 500 investment propositions that are investment ready and are “investable”;

· Of these a maximum of 200 are funded; and
· The equity “gap” therefore amounts to around 300 deals each year.

3.18
The size of this gap in financial terms was originally up to £1 million, although the recent changes to the Fund means that it can now be readily involved in deals totalling £2 million. Yet other sources identify a gap of a different scale. For example, Cruikshank (admittedly reporting in 2000) claimed that the gap mainly affected companies wanting to raise equity in the £0.1 million to £0.25 million range
. However, the latest Scottish Enterprise market report claims that there is a good availability of capital in the sub-£3 million market, in part as a result of the establishment of hybrids such as SCF and the Scottish Venture Fund (Paragraph 2.12). It is also argued that existing companies are well served by the venture capitalists for investments in the £2 million to £7 million range. The gap is therefore for companies without a trading record wanting to raise relatively large amounts of capital
.

The Market Failure Justification for the Fund

3.19
The original justification for the Fund was based not on market failure grounds but on the identification of a number of problems (some of which may be evidence of market rationality) that were felt to justify public intervention. It was argued that there were gaps in the supply of equity finance that frustrated business development especially for early stage companies.
  This was caused by a number of factors including
:-

· The perception of high risks being associated with these types of investments;

· The fact that the transaction costs, for example the costs involved in undertaking due diligence, tend to be relatively fixed, regardless of the scale of investment. As such, ceteris paribus, there was a tendency to look for larger investments;

· A lack of investment ready companies, in effect a demand side deficiency; 

· A lack of capacity in Scotland to fund the numbers of investable propositions that were available. In part this was a consequence of the withdrawal of some venture capitalists from Scotland following market turmoil in the early 2000s and the limited capacity and capability of some of the angel syndicates; and

· A lack of capability in the Scottish market for undertaking due diligence for technology based enterprises.

3.20
The assumption underlying the Fund was therefore that, within Scotland, there were nascent or established businesses that, as far as anyone could predict, were perfectly sound but were unable to start or grow as they could not access capital as a result of both perceptual factors and the lack of investment infrastructure.  
3.21
The Fund was to overcome these problems by making available equity up to £0.5 million per deal. It was also intended to act as a catalyst in encouraging additional players to enter the market, both by attracting investors from outwith Scotland and by encouraging the growth of new angel syndicates. In its turn this would increase both capacity and capability in the market. 

3.22
Although not articulated in the Fund’s documentation we would argue that the market failure justification for intervention by the Fund rest on 3 grounds:-

· The long term efficiency of the economy in that the market may decide to invest in less risky sectors (for example property) or go for investments where the returns are more certain such as management buy-outs. In its turn this may mean that new starts, on which the long term success of the economy depends, may find it difficult to become established and to grow. In this case the market failure is the failure of the investment sector to take a long term view, something that the research with the partners confirms where a 6 to 10 year exit strategy was the norm (Paragraph 2.55). In its turn this short term behaviour may create negative externalities in that the economy becomes dominated by mature companies and the small firms’ base shrinks. The Fund argues that there is evidence for this in that the venture capitalists concentrate upon larger deals (in excess of £10 million). This then results in there being excess demand for the other investors, in particularly the angel syndicates, so that demand exceeds supply;  
· Information asymmetries in that potential investors are not aware of the investment opportunities that are available and of the potential gains that investment may bring. Likewise on the demand side it might be that potential investees are unaware of what is on offer leading to claims that there is an equity gap whereas what there is, is an information failure. The Fund could help to overcome this by encouraging angel syndicates and by publicising their existence. It also could be argued that investment readiness is caused, in part, by information failures in that companies are unaware how best to present a case to investors; and

· Equity considerations in that the Scotland’s rate of small firm formation is below that of other United Kingdom regions and as such Scotland’s growth and long term prosperity suffers. Making capital available would be one component in overcoming this problem. 
It is important to stress that all of these market failures could be present. For example, there might be an equity gap, albeit that information failures may mean that the extent of this is exaggerated. 

The Equity Gap – the Partners’ Views

3.23
The exact size of the equity gap was a matter of debate amongst the partners. Generally it was still felt to be in the £0.5 million to £1 million range, although some argued that it now went far higher, going from initial concept to taking a product to market and as such could be as much as £10 million.  It was argued that the gap had increased in size as a reflection of some of the bigger players having moved up in scale, whilst others (especially venture capitalists) were no longer active in Scotland or had merged. One interviewee claimed that active investors in Scotland had decreased by 50%   since the dotcom collapse. It was claimed that the evidence for this could be seen from the fact that the partner had never had to compete in Scotland with another investor for a deal, something that was not the case in the South of England.  

3.24
It was also argued that a follow-on gap was emerging (something evidenced by other work, see Paragraph 3.5 above). This seems to reflect a desire from most partners to follow on their initial investments. However, the extent to which some were able to do this was limited by their resources. They were, however, reluctant to allow others in as this might result in dilution. Clearly this could be to the detriment of the company, stifling growth for example, if it was to be replicated on any scale. However, the company survey did not identify any evidence that this had yet impacted on any companies, although it would seem to be something that needs to be reviewed as more partners want to follow on.

3.25
Two of the smaller partners, whilst accepting that technology based SMEs found it difficult to raise capital, felt that the real problems were found in the more traditional sectors, especially manufacturing. It was argued that the investment market tended to be driven by fashion, for example at certain times particular sectors tended to be favoured over others, as in the dotcom era. To some extent those involved in technology applications had been favoured in recent years. One impact was that sound businesses, that were unlikely to generate any spectacular returns, found it very hard to secure funding.

3.26
Although there were then a variety of views as to the exact nature of the “gap” there was agreement that the way the investment market currently operated justified the Fund’s continuing existence. It was also argued that the Fund should increase its maximum level of support automatically to £1 million
. Were this to happen then it was felt that:-

· It would be easier for some partners to follow on their investments, thereby avoiding the emergence of any follow on gap;

· More deals would be done; and

· This would bridge what some felt was the gap between SCF and the Venture Fund.

3.27
These views on the existence of a funding gap for SMEs were confirmed by the interviews with other players (intermediaries and non-partner investors). SCF was seen as being particularly effective in supporting companies that were past the seed funding stage but were not yet big enough to be attractive to venture capitalists. Interestingly one felt that the Fund might have had a role in realigning the “gap” as it had brought together angels to do bigger deals. One consequence of this might be that it was now more difficult to raise smaller amounts of capital. This is evidenced, to some extent, by the later analysis of the Fund’s investment profile that shows a fall over time in the number of first round deals (Paragraphs 3.50 to 3.55).  Although this seems, in part, to reflect a desire to follow-on (and to provide the early stage investees with the funds they need to grow) one consequence might be that it becomes harder to raise early stage capital
The Investment Pipeline

3.28
The point has already been made that the partners vary considerably in their characteristics. Perhaps the most extreme variation is in their scale, both in terms of their investment resources and their internal capabilities. One consequence of this is that the investment pipeline varies considerably between partners.

3.29
At one extreme was the partner who logged around 1,000 potential deals each year. These ranged from casual enquiries to full business plans. These were then filtered down to around 200 potential propositions. These were considered in greater detail, perhaps by visiting those behind the business or by detailed scrutiny of the business plan. Out of these 200 would come an average of 10 deals. This gives a conversion rate of approaches to deals of 1%. Other partners cited statistics that, although different, illustrated a sharp decrease between the initial number of propositions and the final number of deals. For example:-

· One claimed that there was a need to see 200 to 300 investment propositions (at various development stages) in order to do one deal;

· Another a need to see 20 business plans to get one deal; and

· Another cited ratios of 100:20:2 from propositions to detailed assessments to deals.

3.30
These differences reflect a whole variety of factors, in particular how well known the partner is within the investment community. However, what all show is that, whilst there is no shortage of investment propositions, there do seem to be difficulties in identifying deals in which the partners are willing to invest. It could be argued that this shows that the partners are risk averse. This argument might have some credence if none of their investments failed. However, even when only a small proportion of propositions are invested in, and after often lengthy due diligence, all partners expect to see some investments fail. For example one partner had 2 failures out of 50 companies in 2007, another expected to see 1 in every 10 investments fail. Given this, although the figures for the investment pipeline could easily be used to develop a case for a highly risk averse industry, the evidence does not justify this. So if risk aversion is not the explanation why do deals not go ahead?

3.31
The reasons for deals not being pursued tended to be similar across the partners, although their importance tended to vary the closer to a deal being struck. This is illustrated diagrammatically in Table 3.1. What the Table shows is that there are invariably an initial number of enquiries (or even submitted business plans) that ignore the partner’s investment criteria, which in most cases are set out on a website. There are then a number of more technical reasons that result in rejection after more detailed consideration. They fall into 2 main groups:-

· Marketing, with the partner feeling that the potential market for the product is too competitive or non-existent; and

· Reasons related to the technology. Some of the partners were run by people with technological expertise and experience in industry and as such were qualified to give a judgement. Others bought in this expertise if needed. A particular concern, common across most partners was that the concept, often related to the technology, was not protectable. As such the danger was that anyone who spent resources developing a market would then see this eroded by competitors.
What these factors seem to indicate is that there are major demand side problems that impact upon the number of deals being done. However, this is not to argue that the problem is demand rather than supply, given that there seems to be widespread agreement amongst policy makers and researchers that an equity gap exists (see earlier paragraphs in this Chapter). What seems likely is that there are problems on both sides of the equation: a shortage of equity for some companies and a large number of propositions that are not investment ready, something that the Fund’s initial business plan acknowledged
.
3.32
The nearer to completion that the deal became then the more important were judgements about the management team. At times teams were felt to lack the skills needed to set up and develop a business. However, most partners could give examples of companies where they had been able to engineer change, either by themselves introducing new staff into the team or through their presence as a board member. What did however, stop deals going through was when the team was unwilling to listen and take advice. This was described by one interviewee as having “two mouths and one ear”.  

Investment Readiness

3.33
Underlying many of these factors is, however, a general issue about investment readiness. Virtually all partners claimed that the key problem they faced was a lack of investable propositions rather than their being risk averse (albeit that it is perhaps inevitable that they would say this). Indeed some of the angels had done more deals as a result of involvement in the Fund as they had been exposed to more investable opportunities. The need to filter propositions could be considerably reduced if far more went through some investment readiness training. Whilst this might not necessarily result in some of the more technical issues being resolved it should result in the initial totally unsuitable propositions being:-

· Weeded out; 
· Directed to a more appropriate source of funding; or 

· Being developed to a stage when they are given serious investment consideration. 
This might, in its turn, result in even more deals being done as partners saw more investable propositions.
TABLE 3.1 


Reasons for Deals Not Being Concluded

	              Nearness to Deal Completion
	                     Reason

	Remote



[image: image1]
Imminent 
	Enquirer not meeting the partner’s investment criteria (sector, geography, expertise or scale of investment needed (either amount or funding round)).

	
	Market felt to be too competitive, small or non-existent.

	
	Idea lacks protectable IP and therefore there are few barriers to market entry. 

	
	Technical people unable to communicate effectively. 

	
	Technology not unique or sufficiently innovative.

	
	Technology judged not to be viable.

	
	Sales forecasts   felt to be unrealistic.

	
	Valuation too high.

	
	Management team felt to lack necessary skills.

	
	Management team felt to be unwilling to take advice.


3.34
Although Scottish Enterprise, through the LECs, had run investment readiness programmes some of those with knowledge of them were scathing about their relevance. For example, a number made the point that this had included funding for the preparation of business plans. This was not felt to be synonymous with investor readiness. Indeed one made the point that professionally produced business plans could easily obscure the real nature of the business and stand between the potential investor and the development of a knowledge and understanding of the people in whom they are being asked to invest. As one said, “the formal stuff isn’t what makes a deal”.

3.35
Overall investor readiness was one of the main issues to emerge from the consultations with partners.  
3.36
Research elsewhere in the United Kingdom has identified investment readiness as a problem. For example, the Treasury identified a “lack of investment readiness” as a significant issue among SMEs in the UK, stating that:-

 “small businesses in the UK appear to be less aware of the possibilities of different forms of risk finance than their US counterparts, and are often unable to present a convincing business case to access it”
. 
As a result the Government launched pilot investment readiness projects to provide tailored advice and information to SMEs seeking to understand and access finance opportunities. 

Risk Perception

3.37
Changes to risk in the industry since 2003 were explored with partners. Although there were differences of opinion it was felt by several partners that the decrease in the number of investors in the market meant that risk for the remaining players had gone up. To some extent this was offset by the amount of time spent on due diligence, which most partners claimed was considerable, and the entry of new angel syndicates into the market.  
3.38
However, research in America has found that time spent on due diligence has a relationship to improved outcomes for investors
. Investors reported the median length of pre-investment due diligence to be 20 hours per investment. Analysis found that splitting the sample between those who performed more and less than the median time revealed an average return on the original investment of 5.9 and 1.1 times respectively. The same study found that, whilst a significant number of angels spent even longer on due diligence, the average was 60 hours per investment. This was felt to be considerably below that of formal venture capitalists who may spend several months on due diligence prior to any investment. Given this, the time spent on due diligence should not be seen as a cost but a key part of risk management that may ultimately bring rewards.

3.39
There was, however, one angel partner who had become more risk averse and had moved away from supporting early stage companies. This was a consequence of 2 factors:-

· The Fund enabling it to follow its original investments; and 

· The fact that its investments were maturing. As such increasingly the partner’s limited resources were being used to support the existing portfolio rather than what were seen as more risky early stage ventures. 
This move to follow on is a general trend which is explored further below. As it seems likely to increase even further if the Fund’s investment limits increase, one unintended consequence of the Fund’s reliance on angel investment could be to create a more, not less, risk averse investment industry in Scotland. 

Changes in Capacity in the Market

3.40
As has already been stated, most observers feel that capacity has decreased in the investment market in recent years. However, this masks changes in the structure of the market. The general view was that the number of venture capitalists active in Scotland had decreased since the dotcom collapse. This reflected a number of factors such as the perception that there were limited numbers of large deals in Scotland, simply because Scotland is a relatively small place. This was something that the Fund was unlikely to be able to influence in the short to medium term. It was also argued that the banks had become less active as they were increasingly investing in property and other larger deals where returns were seen as being both higher and more certain.

3.41
However, there was a strong view that the Fund had had a positive impact at the smaller, angel, end of the market. It had, and is still through LINC, promoting the establishment of further syndicates (for example new syndicates have recently been formed in the Highlands and Dundee) and was active in raising awareness of the Fund within the West of Scotland
. Accordingly in the medium term angel capacity, as defined by the numbers of angels and syndicates, seems likely to increase. However, there is also a short term issue of maturity as angel syndicates develop and potentially move on both in terms of their geographical focus and size of deals. The dependency upon 2 angel syndicates, one of which has recently gained an AIM listing (Paragraph 2.49), is a current example of this. The danger is that this process could have adverse short term impacts upon the Fund’s capacity to do deals    .

3.42
This process of birth, growth and possibly relocation of the more successful syndicates is a cycle that needs to be recognised as it has implications for the Fund. There would seem to be an ongoing need to set up new syndicates to replace those that decide to relocate. It is also likely that some of the smaller syndicates, that are dependent upon a limited number of players, will cease to operate. This will add to the pressure for renewal. However, as syndicates are set up there will be more “models” to follow so that it may become easier to persuade those with resources to become involved. The support and networks that exist between the angels should facilitate this.

3.43
However, a number of partners argued that, assuming that they had the financial resources to do more deals, this would not be possible without additional staff. It was argued that the skills needed (technical allied to business expertise) were in short supply. This might have implications for the Fund’s future.
Transaction Costs

3.44
A further factor said to underlay the equity gap was transaction costs, in that it cost a similar amount to undertake due diligence for a £100,000 deal as it did for a £2 million one. To try to overcome this, the Fund pays the partners an arrangement fee of 2.5% to 3.5% of the total investment (Paragraph 2.26). Has this impacted upon behaviour?

3.45
The general view was that the fee was a “nice to have” but that most deals would have gone ahead in the same way if no fee was paid or if it was doubled. However, some of the smaller syndicates did value it and complained that it was not enough to cover the costs of due diligence. As such some argued that it should be increased. Yet even they did not argue that it had affected their investment decisions. Contrary to this view was the venture capitalist who felt the fee had impacted upon some angels and was resulting in some deals going ahead simply because of the fee. However, given that the angels are risking their own money, any such impact upon behaviour must be marginal.

3.46
One of the larger partners, active in a number of English RCVFs, stated that the fee was the lowest of any that it received. It was argued that if it was dealing with mobile investments, some of which had been attracted to Scotland because of, inter alia, the Fund (see Paragraph 4.3), then the level of fee might, ceteris paribus, make a difference as to where it placed its money. The message to the Fund was that it needed to be aware of what other Funds were offering if it were to remain competitive.
3.47
The evidence of the impact of the arrangement fee on offsetting some of the transaction costs, that many commentators claim is a factor underpinning the equity gap, is therefore mixed.  If indeed it is only a “nice to have”, then its value can be questioned. However, it may be that the interviewees deliberately downplayed it significance.
Investment Capability

3.48
There is limited evidence to suggest that the Fund has driven innovation in the supply-side of the early stage funding market. A number of partners have, and are, setting up funds to stimulate university spin-outs. Whilst the Fund is involved in these, it cannot be claimed that it is the reason for their being set up. However, in January 2008 it was announced that the Fund, along with 2 partners and Gresham House, a London based Authorised Investment Trust, had come together to offer a package of funding and incubator accommodation for technology based companies in the West of Scotland
, in part to increase the deal flow in the West. It may, therefore, be that the need to increase spend will begin to drive supply-side innovation to a greater extent in 2008.

3.49
The establishment of the LINC club is, however, clearly an attempt to increase investment capability. If more deals are to be done then there is a need for LINC to continue to support new syndicates. This will also help to replace those syndicates that, for whatever reason, move on (Paragraph 3.41), which in its turn could ensure that early stage companies continue to receive support, something that seems to be emerging as an issue.

Funding Profile

3.50
Some partners felt that there was a danger that, as more and more resources were used to make follow-on investments, then an early stage funding gap might emerge, something that other research has commented upon.

3.51
There is some evidence for this as can be seen from Tables 3.2 and 3.3. When the numbers of investments are considered there is a trend over time for the number of first round investments
 to decrease each year. A similar pattern, although slightly less pronounced, can be seen from the funding profile over time. 

TABLE 3.2 Percentages of SCF Investments by Funding Round over Time 

                                              (Column percentages)

	Funding Round
	2003
	2004
	2005
	2006
	2007
	TOTAL

	First
	94
	60
	64
	43
	21
	50

	Second
	6
	35
	18
	34
	37
	28

	Third
	0
	5
	11
	15
	13
	11

	Fourth
	0
	0
	7
	6
	12
	6

	Fifth
	0
	0
	0
	2
	15
	4

	Sixth
	0
	0
	0
	0
	2
	1

	Total Percentage
	100
	100
	100
	100
	100
	100

	TOTAL INVESTMENTS
	18
	37
	56
	53
	52
	216


TABLE 3.3
Percentages of SCF Funds by Funding Round over Time
                                  (Column percentages)

	Funding Round
	2003
	2004
	2005
	2006
	2007
	TOTAL

	First
	93
	58
	76
	61 
	31
	60

	Second
	7
	40
	12
	27
	40
	27 

	Third
	0
	2
	6
	9
	9
	6 

	Fourth
	0
	0
	 6
	1
	7
	3

	Fifth
	0
	0
	0
	2 
	11
	3

	Sixth
	0
	0
	0
	0
	2
	1

	Total Percentage
	100
	100
	100
	100
	100
	100

	TOTAL FUNDS
	£1,851,710
	£4,732,662
	£7,435,402
	£8,623,544
	£5,717,738
	£28,361,056


3.52
There is, therefore, evidence to show that fewer deals are being done for new companies. Although it is unclear if this reflects lack of demand, the latest market report would seem to indicate that demand for funds from young companies is increasing, it being claimed that the number financed in 2004 was:-

“the highest number .......recorded in the past five years”.

3.53
If the 2004 trends are relevant today then the patterns shown in Tables 3.2 and 3.3 may be   indicative of the desire by the partners to protect their investments by providing further staged injections of capital. This trend may well follow a cycle of funding availability. However, the risk is that demand for initial investments is more constant than the cycle. This might result in early stage companies being denied capital. This was something confirmed in interviews with non-partners and intermediaries (see Paragraphs 3.27 and 3.61). This is clearly a concern and as such deserves to be monitored to ensure that the Fund is not resulting in sub-optimal outcomes in that early stage companies find it harder than previously to obtain funds. 

3.54
What these figures would also seem to show is that there is no demand for the partners to make early exits from their investments, possibly to the detriment of the investee. Indeed the evidence from the increases in follow on is that the reverse is the case.

3.55
There is however, a demand from partners, especially those with relatively limited resources, to see SCF’s investment limits raised as this will allow them to follow-on to a greater extent than currently seems to be the case. Given this, there may be a case for insisting that a proportion of every partner’s allocation is reserved for first round, early stage funding deals.

The Soundness of the Fund’s Investments

3.56
The point has already been made that the investment failures in the Fund to date are not out of line with the industry “norm” (Paragraph 2.56). However, analysis has shown that, despite receiving far less early stage public support than Scottish companies, ones based in England attract more private sector institutional capital on a per capita basis
. One possible explanation advanced for this is that public sector support in Scotland is given to companies that are unsuitable for backing by private sector venture capitalists. The implication is that early stage funding could be being “squandered by poor quality companies”.
, 

3.57
However, it seems doubtful if this is the case for the Fund’s investments. The fact that, as Tables 3.2 and 3.3 show, increasing amounts of funds (matching private sector investment) are being allocated to follow on, would imply that the private sector partners are willing to back their initial investment decisions, something that would seem unlikely if these had been in “poor quality companies”.   This would seem to be an endorsement of the SCF private sector led model, where the partners undertake the due diligence and the Fund then backs their judgement. 
Non-Partner and Intermediaries’ Views

3.58
A number of non-partner investors and intermediaries were interviewed. The non-partner investors were aware of the Fund but had not made use of it as they had not identified any suitable opportunities, given the Fund’s investment criteria. The intermediaries had tended to make use of the Fund, referring clients to the partners and also having direct contact with the SCF Team when there was a need to resolve issues, such as legal concerns. Two were also actively involved in the Fund as corporate law firms acting for a number of the partners.

3.59
Those interviewed were very supportive of the Fund, especially the fact that it was private sector led, with the public sector being a passive partner. One described the Fund as “outstanding” at both a conceptual and managerial level. It was also seen as having an impact on the speed of deals in that it could avoid the need to liaise with multiple investors, thereby bringing time additionality. However, it could also be argued that by avoiding the need to find other private sector investors the Fund might be crowding out private resources. This is something that is looked at in more detail below (Paragraph 4.11)
3.60
Given the risks associated with early stage SMEs, it was felt that some form of public sector intervention was justified. As such there was general support, both for the principle of the Fund and its operations. One interviewee felt that without the Fund early stage high growth companies would face major problems raising capital, especially those involved in such activities as life sciences.

3.61
However, 2 interviewees felt that the Fund had been responsible for the angels, both individually and in partnership, “moving up the food chain”, in terms of doing bigger deals. One consequence of this was that it was felt that it was now very difficult to raise equity in the £50,000 to £100,000 range. This was a view shared by some of the investees (Paragraph 5.36). This would tend to confirm the analysis given above (see Paragraphs 3.50 to 3.52) and might imply that the Fund needs to give more attention to ensuring that early stage funding continues to be available (Paragraph 3.55).

Conclusions

3.62
The purpose of this Chapter was to see if the rationale for the Fund’s establishment was still valid, identify the market failures that it was addressing and explore any changes that it might have stimulated in the market.
3.63
In common with many other interventions, the market failure rationale for the Fund is poorly articulated (Paragraph 3.19). Its purpose is to provide equity to SMEs thereby filling the equity gap. In doing this it aims to grow the investment market. The rationale for this is that the gap (which many, including the European Commission and various government departments, argue exists) results in potentially viable companies not being funded so that Scotland’s economic development is restricted. There are therefore efficiency and equity grounds for intervention. There are also information failings in that potential investors are not aware of the opportunities and the potential gains to be made from investing in SMEs.
3.64
There was general agreement (from partners and non-partners) that SMEs involved in technology had difficulties raising capital. Whilst there were demand side issues (such as investor readiness) there were also felt to be supply side constraints relating to such factors as risk. There was less agreement on the exact size of this equity “gap” with some feeling that it had now widened considerably, in part as a consequence of the dotcom failures that had made technology a less attractive investment option. There was also a minority view that “traditional” companies involved in manufacturing, that were unlikely to generate significant returns, found it even harder to raise capital. Given this one of the key rationales for the Fund still seems to exist.
3.65
There was also concern that a “follow on” gap might be emerging as partners wanted to follow on their original investments but were unable to do so because of limited resources. To avoid dilution they were therefore reluctant to allow other investment. Were this to occur on any scale then it could be to the detriment of company development. Analysis of the funding pattern showed that there are less first round funding deals which would partially confirm this concern. The non-partners and intermediaries were also of the opinion that an early stage gap was emerging. Given that the market analysis indicates that demand, at least in 2004, was high this seems to be     something that needs to be monitored.   

3.66
One solution to the emergence of the follow on gap would be for the Fund to increase its investment maximum to £1 million, something that the partners were in favour of. However, to avoid the emergence of an early stage gap there might be merit in insisting that a proportion of each partner’s allocation be reserved for early stage deals, up to £100,000.

3.67
Does the equity gap exist because funders are risk averse? It is hard to accept this as being more than a partial explanation given that even after extensive due diligence, allied to considerable experience, all partners expect to see some investments fail. There may however, be companies on the margins that are not funded as they are seen as being too risky when compared to other investment opportunities.
3.68
What, however, emerges as a significant issue is the lack of investment ready propositions, something that the Fund’s original Business Plan identified
. Although programmes had been set up to deal with this in the past, many felt that there had been limited impact.  What would seemed to be called for is programmes targeted at what investors want, rather than what advisers can deliver and companies feel they need. However, in identifying investment readiness as an issue this is not to suggest that there may not be supply side problems. There were felt to be issues relating to both the supply and demand for venture capital from SMEs. 
3.69
Changes in some of the other factors that were said to explain the equity gap had often had a mixed impact. For example, there was felt to be less venture capital activity in Scotland, although this was compensated for, to some extent, by more angel syndicates. Although the Fund pays an Arrangement Fee to compensate for transaction costs, this was not felt to have had any impact upon investment decisions, albeit that some partners argued that it should be more than the current 2.5% to 3.5%. There were also some signs that investment capability was increasing as angel syndicates “fledged” and new initiatives were brokered by the Fund. However, as yet these seem to be of limited impact.

3.70
The overall conclusion is that the initial rationale for the Fund is still justified in that early stage SMEs find raising capital difficult, for both supply and demand side factors. Given that it is felt that these difficulties now extend up the funding scale, beyond the Fund’s £0.5 million ceiling, there is demand for the Fund to increase its maximum investment level to £1 million. The Fund’s impact upon some of the other factors that are said to cause the equity gap is mixed. In part this reflects the fact that other market changes (for example the dotcom collapse and the exit of venture capitalists from the market) is outwith the Fund’s control. In other areas there has been a more positive impact, as with the development of angel syndicates and the concomitant increases in capacity and capability. This then brings us to the next question: what impact has the Fund had upon company development in Scotland. This is dealt with in the next Chapters, starting with objective attainment.

4.
Objective Attainment

Introduction

4.1
The main aim of the Fund was to increase the amount of equity funding in Scotland. Has it succeeded in doing this and by so doing has it had an impact upon Scotland’s business base?

Impact on the Availability of Risk Capital

4.2
 In the course of the interviews the partners were asked if their involvement with the Fund had resulted in them doing more deals. The responses varied. The impact on the larger partners (in terms of the resources they had to invest) tended to be limited. However, the angels and angel syndicates (that are responsible for the majority of the Fund’s investments) felt that involvement in the Fund had resulted in them doing more deals than would otherwise have been the case. Across the interviewees it was felt that, of the deals done through the Fund, between 30% and 50%, on average, had only gone ahead because of the Fund and would otherwise not have been supported by the partner
.  The database from which the company survey was drawn (Chapter 5) showed that 92 firms had been supported.  The implication is therefore that between 21 and 31 of these firms would not have received investment from the partners but for the Fund (see Paragraphs 6.14-6.17 for further details). Based on the upper figures quoted in the 2003-2009 business plan (Paragraph 2.21) and the 31 additional investments, this would imply that now around 5% of the propositions that it was argued existed in Scotland are being funded.  
4.3
The reasons given for the Fund having this impact were:-

· The availability of co-investment support resulted in the risk being shared so that deals that otherwise might not have been supported now go ahead;  
· The ability to double the investment by using the Fund meant that partners were able to fund deals, both first stage and follow-on, that they would otherwise not have had the resources to do. They were therefore involved in bigger deals than would otherwise be the case;

· This ability to invest double the money also meant that the partner was able to provide the capital that the company needed so that the deal went ahead;

· Knowing that the Fund would follow the partner’s investment decision meant that deals could be done more speedily than if the partner had needed to approach other potential funders. The danger was that such funders would then want to undertake their own due diligence, causing delay and possibly resulting in the investment opportunity disappearing; 

· At least 2 partners claimed that the Fund, allied to the larger package of support that Scottish Enterprise could offer, had been responsible for inward investments coming to Scotland, in preference to other European locations; and

· Involvement in the Fund had resulted in some of the smaller angel syndicates, in particular, being exposed to more investment opportunities. There had therefore been what might be termed a “retail impact” in that the greater the exposure to opportunities then the more that were “bought”. This would seem to be evidence of information asymmetry, a clear example of market failure, as highlighted earlier (Paragraph 3.15).
4.4
It was also argued that SCF had been responsible for some partners being willing to continue to invest in companies therefore avoiding liquidation. For example, a number of examples were given where, but for the Fund being willing to invest and share risk, the partners would not have made follow-on investments.  At least one company that had fallen into this category was now AIM listed.

4.5
One partner also claimed that the only reason that it was still involved in early stage deals was because of the Fund. If it did not exist, to take some of the risk, then resources would increasingly have been invested in property and follow on deals. Whilst it could be argued that other private sector partners should share this risk, the reality seems to be that this would not happen. As such there seems to be evidence of a supply side deficiency in the supply of venture capital, a deficiency that the Fund (by allowing partners to share risk) is going some way to remedy. 
4.6
However, this impact is not spread uniformly across the partners. The greatest impact has been upon the angels and angel syndicates, with this generally being in inverse proportion to the resources that each has. A substantial number of their deals go through the Fund. This is not the case for the venture capitalists and corporate partners. Although the Fund is undoubtedly of use to them, it is by no means as significant as it is for the angels. Some argued that this was inevitable as Scotland produced relatively few opportunities of the scale that were attractive to the venture capitalists. As a result, if it was an objective to influence this sector of the investment industry, it needed to be accepted that this would only come about in the long term, if at all.   

4.7
Overall it seems that the Fund is having an impact, increasing the number of deals that are done in Scotland. The main reason is that the risk is shared. The consequence of this is that partners are changing their investment patterns to some extent and investing in technology as opposed to, for example, property. As such the Fund seems to be having an impact upon a supply side deficiency: the flow of capital to technology based companies that seem to be inherently high risk. This was a key part of its rationale.  One implication of this is that the riskier deals are taken to the Fund, whilst the partners fund those judged to be less of a risk themselves.

Objective Clarity

4.8
It seems clear, therefore, that the Fund has achieved a key objective: that of increasing the amount of equity based risk finance and therefore the number of deals that are done. However, what was clear from the partner interviews was that, although this objective was widely understood, there was far less clarity on Scottish Enterprise’s role once an investment had been made.

4.9
The Fund was set up to stimulate the supply of early stage venture capital, it being argued that:-

“there is a significant structural gap in the Scottish capital market for young companies”
.  

Accordingly the justification for public sector intervention was that there were market imperfections that resulted in companies and concepts with growth potential being unable to realise that potential because of a shortage of risk capital. The Fund was to help to overcome these imperfections. 

4.10
This simplified explanation seems to be the understanding that most, if not all, of the partners have of the Fund. However, many go further in their understanding, feeling that its role is to intervene until such time as the private sector is willing to enter the capital market and use its resources to replace public sector monies.

4.11
It seems doubtful if this explanation has ever been explicitly articulated. Yet it is one that several of the partners, including some of the key players, have. In the Fund’s early days this was not an issue. It is, however, now emerging as a significant cause of concern. Some of the early stage investments made by the Fund have now received a number of rounds of funding and seem to have the potential to produce reasonable returns. The partners now feel that the Fund should realise its investments and allow private equity to take on a greater role. In effect it is now argued that several investments are at a stage where they are attractive to the private sector and SCF’s continuing involvement is crowding out private sector follow-on investment. As such, some partners now seem to be forgetting that one of the rationales for the Fund was that it co-invested with the private sector on the same commercial terms and thus stood to make the same returns. However, the danger of public investments crowding out the private sector is something that the European Commission recognised as being one of the potential negative effects of public sector provision of risk capital, with the long term impacts being a discouragement of private sector investment in young companies thereby widening the equity gap and creating the need for additional public support
,
. 

4.12
However, the objective of Scottish Enterprise’s Portfolio Management Team, charged with managing all of SE’s investments including those made through the Fund, is to maximise the return on these investments, albeit that currently there is no target rate of return for the portfolio as a whole (although there is for the Fund’s investments: 20%). As such the Team behaves in exactly the same way as an investor, wanting to follow-on when investments seem to have growth potential and avoid dilution. One justification for this is that, if the Fund is to be evergreen, and to have a life beyond European funding, then this will only happen if it is possible to follow-on and realise investments when it is felt that maximum gains for the Fund can be realised. As yet it is too early to know if the evergreen goal can be attained. However, it is felt that the timescale over which returns are made is so long as to require further financing, hence the current application for additional European support.  The need for all players to be able to benefit from investments was again recognised by the Commission with its comment that:-
“both public and private investors can fully benefit from the risky investments”.

4.13
It therefore seems that there is European justification for both the partners’ views (that the Fund should exit when it can to avoid crowding out) and the view of the Portfolio Team that they have a responsibility to maximise returns and therefore should behave in the same way as any other investor. 

4.14
Given that both these views are tenable it would seem that there is a need for greater clarity on the part of the Fund as to its longer term investment objectives. In particular there would seem to be a need to stress to partners the consequences if the Fund is to become evergreen. In its turn this would seem to require improved communications, especially about the role of the Portfolio Management Team.

Portfolio Management

4.15
Scottish Enterprise’s Portfolio Management Team manages all of the organisation’s investments, with the investments being managed as an entity, regardless of the specific fund that they were made through. The management process is gradually being rolled out, with staff visiting investees and having observer board status. Given that the process cannot yet be described as fully active it may be premature to pass judgement on it. However, there are differing views on it, both as to the need for it and the fact that it would seem to challenge the Fund’s ethos.

4.16
A number of partners felt that Portfolio Management was not necessary. The partners were invariably active investors and the Team’s involvement seemed likely to bring few additional benefits. There was also concern that the ethos of the Fund was that the public sector was an “invisible” investor, following the lead of the private sector partner. The Team’s involvement could see this change as there was no longer reliance on the judgement of the partner. However, the Team’s views was that its involvement could bring added value through such things as having observer board status and being able to direct the company to other sources of advice and support within the Scottish Enterprise Network.

4.17
Most of the companies interviewed were unaware of the Team and of its activities. However, the Fund’s role, described variously as a “dormant investor”, a “passive investor” and a “silent partner”, was valued. Some feared that were the Team to become active then this might make decision making more protracted as there would be more opinions to be reconciled. However, at least one company was of the view that Scottish Enterprise needed to take a more active role in order to stop private investors realising their investments at a time that was beneficial to them but not to the investee. One of the investees interviewed had experience of this in an investment made through the Fund (or more specifically the Portfolio Management Team) and therefore strongly endorsed Scottish Enterprise’s involvement (see Paragraph 5. 19)   

4.18
Some partners accepted that, regardless of the ethos of the Fund, Scottish Enterprise had a right to protect its investment. However, it was felt that this should be about issues of governance rather than the strategic direction of a company, which should be the concern of the partner. If this proved not to be the case then it was felt there was the potential for serious conflict.

4.19
Given that Portfolio Management process is in its early stages it is too soon to pass any judgement. However, it needs to be recognised that there are varying views on both the need for it and upon its potential impact. As with the Fund’s objectives, it might be that greater transparency as to the process once an investment has been made would go some way towards overcoming the concerns of some partners and investees.  
The Deal Flow in the West of Scotland

4.20
 One of the problems faced by the Fund has been to generate a sufficient flow of deals in the West of Scotland to make use of the ERDF allocation. The apparent low demand for venture funds in the West of Scotland is something that was explored in some detail in the work done by Nelson Gray
 and is not something that is specific to SCF, being experienced by Business Growth Fund and LINC amongst others. This evaluation did not attempt to replicate Gray’s work. However, partners were asked why they felt this was a problem (Table 4.1) and for their views on what could be done to increase demand for venture capital, given that the ERDF allocation has to be spend by the end of 2008.

TABLE 4.1
Partners’ Views on Reasons for the Poor Deal Flow in the West of           Scotland

	Scottish Enterprise’s Ability to Influence
	Reason Cited

	High 
[image: image2]
Low
	A negative attitude on the part of the public sector (the enterprise network and some local authorities) to equity investment in the West of Scotland.

	
	Networks to link potential entrepreneurs to funders are poorly developed in the West in comparison to the East of Scotland.

	
	Fewer potential SCF partners are based in the West.

	
	Universities in the West are less active in generating commercial spin-outs (although some claimed that this was changing).

	
	Preference in the West for investment in property and construction rather than “less tangible” technology based businesses. 

	
	Lower qualification levels (there being a relationship between qualifications and the propensity to set up a business). 

	
	Industrial structure traditionally dominated by large employers resulting in less of a self employment tradition.

	
	Lack of an entrepreneurial tradition due to the public sector’s dominance.


4.21
Most of the reasons shown in the Table cover similar, if not identical, ground to those identified by Gray. Two are, however, worth exploring in greater detail.

4.22
A number of interviewees expressed strong views about the anti-equity attitude of some public sector business advisers in both the enterprise network and local authorities. It was argued that they rarely saw equity as being an appropriate option for companies, preferring to push them down the loan or debt route to gain capital. There were felt to be 2 main reasons for this:-

· A lack of understanding of equity financing; and

· A view that venture capitalists were motivated by factors that were not likely to be in the best interests of the investee.

The existence of such funding vehicles as the West of Scotland Loan Fund were felt to exacerbate these difficulties as this was often seen by advisers are being the first port of call for companies seeking capital, albeit at the lower end of the capital market.  

4.23
The view about there being a lack of potential SCF partners in the West was one that tended to polarise opinions. With one exception (United Kingdom Steel) none of the partners had strict spatial investment criteria. Invariably they argued that they would invest where the deals were. The failure to invest in the West was put down invariably to a lack of suitable propositions emanating from the West rather than any geographical preference to invest in the East or elsewhere in Scotland. It was also argued that if businesses were unable to find a partner to approach then there must be doubts as to its seriousness.   

4.24
In its turn this was felt to reflect there being less of a technology entrepreneurial tradition in the West of Scotland. Many of the new businesses were seen as being “traditional” (for example construction and basic metal working) rather than being at the cutting edge of technology. This is borne out to some extent when the location of businesses supported by Scottish Enterprise’s High Growth Start-Up Unit were analysed. Controlling for the different numbers of companies and populations in the West and East of Scotland, proportionally there were 27% less starts on both criteria in the West. 

Increasing the Deal Flow in the West

4.25
Although there are deals in the pipeline that should result in more money being drawn down in the West there is still concern that it might not be possible to spend the allocation by the end of 2008. A number of ways were suggested whereby the deal flow in the West might be accelerated.

4.26
Given the significance of angels in the Fund (see Table 2.2) the most frequent suggestion was that greater efforts needed to be made to promote the establishment of syndicates in the West (and probably elsewhere in Scotland given that there is likely to be a need for an angel pipeline). This is something that LINC has, and still is, actively promoting, working with some partners to try to stimulate interest amongst those in the West who have money to invest. However, this needs to be seen as a medium to long term development. It takes time to set up syndicates. Once they have been set up then it is probably unrealistic to expect them to make large investments in the short term. Members will need time to become established and gain confidence. Accordingly it seems unlikely that stimulating new syndicates will have much impact upon deal flow in the short term.

4.27
Activities that might be able to result in more money being drawn down would require some changes to be made to the Fund’s rules. Two approaches can be identified:-

· Investing into an existing Fund which has a technology and West of Scotland focus and where there is private sector match funding. There is at least one Fund that meets these criteria. This would still be co-investment although in the short term the ERDF money would be moved into the Fund, rather than into specific companies; and/or

· Use some of the resource to make later stage investments in the existing portfolio that the partners are unable to follow through as they lack sufficient resources. In this case the investment would be private sector led and would be in specific companies, albeit the co-investment element might be missing.

In addition the Fund has recently announced a “technology alliance” between 2 partners and a venture capitalist that may have potential to increase the deal flow (see Paragraph 3.48).

4.28
There may also be potential for the Fund to be more pro-active and to try to target companies have growth potential and are based in the West. Those being supported through the High Growth Start-Up Unit would seem to be the obvious candidates. To date it seems that 7 companies supported by the Unit have received funding through SCF, with total support amounting to £2,077,744
.  
4.29
However, there appear to be at least a further 14 companies supported by the Unit that, at January 2007 were located in areas eligible for European support, but had not been supported through SCF
. It might be worthwhile exploring these to see if they are potentially suitable recipients of support. Given that some had also received support from business angels this might be a potential entry route.

4.30
Finally a note of caution needs to be sounded. There is pressure to ensure that the allocation to the West of Scotland is spent by the end of 2008. However, the temptation to enter into high risk deals, simply to spend the money, needs to be avoided. The danger is that this would do little for the Fund’s long term credibility and sustainability.  There may also be a need to accept that there are currently fewer potential investment opportunities in the West of Scotland and that making finance available will, on its own, not solve the problem.
Other Issues

4.31
A number of other issues emerged from the interviews and the company survey that need to be aired, albeit that some of these may be a general reflection of how the investment industry operates and therefore not susceptible to influence by the Fund. The main ones were:-

· The legal fees charged to companies. For example, one partner gave an example of a charge of £8,500 for a deal worth £300,000. It was also argued that the fees charged in Scotland were far higher than for similar sized deals in England. As such there might be a danger that Scotland would become less competitive in attracting mobile investment. However, other interviewees argued that at times the legal costs were high as lawyers unfamiliar with this type of work were being used so that in effect they were being paid for “learning time”;

· The company survey identified a number of respondents who felt that the fees charged to them by the partner were excessive and out of all proportion to the risk involved. For example, one quoted a fee of £20,000 for an investment of £160,000. However, as another said “The fees were onerous but were the going rate”. As such there may be little that the Fund can do about this issue; and

· What was described as “creeping control” as additional clauses were added to funding agreements. It was argued that this took time (particularly when done for the first time), increased legal costs and was often of negligible impact especially when the clauses were designed to protect Scottish Enterprise’s investments in the event of a company failure. It seems likely that at least one current partner may withdraw as a consequence of what is seen as increasing interference and intrusion by Scottish Enterprise.

4.32
The first of these 2 issues seem likely to be outwith the Fund’s or Scottish Enterprise’s control. The control issue is, however, something that relates closely to earlier concerns about the Portfolio Management Team. In the words of one partner:-

“Setting up a fund that followed the private sector was very bold and the best thing about the Fund. Since then it has become progressively less bold. There is a need (for the Fund) to keep its nerve and see the concept through”.  

Despite this rather pessimistic view generally there was considerable satisfaction with the operations of the Fund.

General Views of the Fund

4.33
The partners were invariably complimentary about the Fund and the staff who ran it, being described by one as “a pleasure to deal with”. Most of the critical views expressed related to the way it might develop. The key opinions expressed by the partners about the Fund and its operations can be summarised as follows:-

· The Fund is simple, both to understand and in its operations, with at least one partner comparing it very favourably with the Seed Fund;

· The way it operated ensured that there were rapid and certain responses, once the partner had decided to invest;

· It had been operated in a very flexible way,  to accommodate the partners’ needs;

· It was not bureaucratic;

· It provided what the private sector (investors and investees) wanted, rather, as with other Scottish Enterprise products, what the Network could deliver; and

· Once investments had been made the Fund operated with a very light touch, being a passive investor.

4.34
Aspects of good practice that were highlighted included:-

· The networking between partners that the Fund facilitated through events;

· The links that had been established with companies through the speed dating event where companies had a short time to present a proposal to partners; and

· Following the private sector’s judgement.  

4.35 
As should be clear from the earlier comments in this Chapter, especially about the differing views on objectives and what some see as “creeping control” arising from the Portfolio Team’s activities, there is concern that the Fund may in the future become more restrictive and increasingly try to second guess the private sector. As such the fear is that the Fund’s main characteristics may change as it becomes far more of an active player. If this does happen it is felt that the deal flow may slow as the Fund’s distinctiveness is diluted.

Conclusions

4.36
Has the Fund met the objective of increasing the amount of venture capital going to Scottish SMEs?  The answer seems to be an unequivocal yes. Our estimate, based on the views of the partners, is that around 21 to 31 additional companies have been supported than would otherwise have been the case. The key reason for this is that the Fund results in the risks of investment being shared. Whilst it could be argued that other private sector players should share this risk, this seems unlikely to happen. The evidence from the partners is that in the absence of the Fund then they would invest in alternative sectors (such as property) rather than seek out other players to make investments with them. As such there seems to be a supply side deficiency in the supply of capital to technology based companies deriving from the fact that they are seen as being high risk. The Fund is going some way towards making good this deficiency. Other advantages highlighted include the certainty that the investment would be forthcoming, the speed with which decisions could be made and the fact that deal sizes could be bigger. There is also evidence of absolute additionality in that the Fund’s investment has resulted in companies, that have subsequently been able to trade successfully, being able to avoid going into liquidation and in inward investment being attracted to Scotland in preference to other locations.
4.37
It is also the case that the Fund has enabled investors to follow on their initial investments thereby increasing the capacity of the investment community, especially the smaller players. However, as has been commented upon earlier (Paragraphs 3.50 to 3.55), this might have unintended consequences in that the supply of early stage capital might have been affected.
4.38
The impact has been particularly pronounced amongst the angel community, far less so on the venture capitalists and corporate investors.

4.39
As investments mature, and some seem to be on track to bring substantial gains (and are therefore attractive to other investors) misunderstandings have begun to emerge about the long term objectives of public sector equity investment. A number of partners feel strongly that the Fund should exit as soon as it can and let other private sector investors come in. The Portfolio Team, responsible for managing investments, operates as a commercial investor. It therefore wants to exit when returns on its portfolio can be maximized.  Whilst there is clear evidence that the Fund is crowding out the private sector in some investments, this is something that was recognised, and implicitly accepted, by the European Commission in its guidance of venture funds. Given that the Fund can only become evergreen if it maximises returns, it may be that there is a need for greater clarity and explanation to avoid these misunderstandings.

4.40
There is also concern about increased interference by the Portfolio Team as it becomes an active investor. It is felt that this conflicts with the Fund’s ethos, which is generally interpreted as the Fund being a passive investor, “a sidecar vehicle” in the words of one partner.

4.41
There are difficulties spending the ERDF allocation to the West of Scotland. Although a number of reasons were identified as to why this should be the case, most are outwith the Fund’s or Scottish Enterprise’s ability to affect in the short or medium term.

4.42
Given this, there would seem to be a need for a twin track strategy: growing the number of angel syndicates in the West of Scotland as part of a medium to long term solution and looking for a shorter term “fix” by investing in an established Fund that focuses on the West of Scotland. However, given that finance can only ever be part of the answer, there would also seem to be a need for wider policy measures to increase entrepreneurial activity in the West, something that is outwith the Fund’s remit.
4.43
Although a number of other issues of concern were identified, some of these are outwith the Fund’s control and may simply reflect the nature of the investment industry. Overall there was a high level of satisfaction with the Fund’s processes, activities and achievements. What is clear is that the concerns reflect what interviewees fear may happen in the future rather than what has happened to date. As such these are things that the Fund needs to be aware of and ideally take action to allay fears. 

5.
Venture Capital and Business Support
Introduction

5.1
To understand the demand side of the Fund, businesses that had received investments were surveyed to explore their views on the process and the impact of the investment as well as their perceptions of the wider availability of investment capital. Forty eight of the 92 companies (52%) that had received investments as of the Autumn of 2007 were surveyed. Of these 8 had received investments in 2007 so their economic impact is likely to be limited.   

Characteristics of participating businesses

5.2
The largest proportion of participants (48%) were from established companies that been trading for a number of years, a further 31% were new start companies that had recently begun trading at the time of the survey. The remainder were pre-starts which had not yet started trading. Ninety six percent were private limited companies, 4% were public limited companies.

 Capitalisation

5.3
Respondents were asked to rate the ease with which capital could be accessed by companies such as theirs in order to ascertain the general views of the business community towards the supply of capital and support to SMEs in Scotland (Table 5.1). 

TABLE 5.1    The Ease with Which Capital can be Accessed by SMEs in Scotland
	
	Percentage of businesses

	Very easy 
	0%

	Easy
	21%

	Difficult 
	45%

	Very difficult
	21%

	Near impossible 
	13%


N = 47

5.4
The Table shows that the majority of businesses felt that it was difficult to access capital in Scotland with 79% stating that the process was “Difficult”, “Very difficult” or “Near impossible”. Whilst interviewees gave multiple explanations for this situation, a number of common themes emerged:-

· Businesses feel that there was lack of supply of capital in Scotland in part as a result of some venture capitalists ceasing to have a presence in the country.  A number cited the departure of 3i as proof of this. As a result, there were limited investment options for early stage businesses;

· The dotcom crash, and negative perceptions of manufacturing, had impacted on the willingness to fund certain types of activity;

· It was suggested that Scottish investors tended to be “risk averse” and lacked knowledge of particular market sectors, preferring to make large investments in later stage companies which were already generating significant sales;

· Some commented on geographical and cultural issues as barriers to investment and indicated that the more dynamic financial services sector in the South East of England presents far greater opportunities for early stage businesses. However, in contrast some companies felt that Scotland was a comparatively good location for SMEs to raise capital due to active angel syndicates and a close knit business community; and

· Some interviewees commented on a lack of commercial awareness and investment readiness among Scottish companies thereby making them unattractive propositions for potential investors. In its turn this then had an impact on the supply of capital.
5.5
These opinions provide justification for the Fund in that the explanations for the difficulties faced in raising capital largely correlate with the factors identified earlier (Paragraphs 3.23 to 3.25).  

5.6
It should be noted that many of those who felt that capital was “Easy “ to come by placed a caveat on their response suggesting that it is “possible” to raise capital in Scotland when the company possesses a good product and the appropriate preparation has been done pre-investment: that is the company was investment ready. This group was therefore arguing that there was a demand rather than a supply side issue with capital availability in Scotland. A number of respondents commented on the role of the higher education sector in the provision of this support as companies can be developed within this environment before being “spun out”.

 5.7
Opinions were divided as to whether accessing capital had improved over the last 4 years (since the Fund was set up). As Table 5.2 shows, over a third felt that it had become more difficult.  However, amongst those who felt that it was now “Easier” or “Far easier”, it was suggested that this may be due to:-
· Positive changes in the external economic environment;

· A greater interest in entrepreneurial growth; and 

· Establishment of “risk capital” funds and the presence of greater numbers of angel investors. Some interviewees also expressed a view that the SCF has been instrumental in bringing about these changes as it encouraged investment by reducing the risk borne by private sector partners. 

TABLE 5.2 Changes in the Ease with Which SMEs can Access Capital over the last 4 Years
	
	Percentage of businesses

	Become far easier 
	2%

	Become easier 
	23%

	Remained about the same 
	23%

	Become more difficult 
	29%

	Become far more difficult 
	6%

	Don’t know 
	17%


N = 48

5.8
Businesses were asked to comment on the ease with which they had been able to access capital in successive funding rounds
,
. Almost half said that it had become easier (Table 5.3). This was attributed to the development and growth of the business and establishment of a trading record. These factors reduced the perceived risk associated with the investment. It also reinforces the point made above, of investors following their investments, often in preference to seeking new firms to invest in (see Tables 3.2 and 3.3).. 

TABLE 5.3  

Ease of Accessing Capital in Successive Rounds

	Response
	Percentage of respondents

	Easier 
	47%

	More difficult 
	31%

	No difference
	22%

	Total 
	100%


N = 36  

5.9
Those who felt that it had become more difficult to access capital as the company developed, felt this reflected:-  

· The larger investments being sought;

· Concern among investors about the time taken to get products to market; and

· External factors, such as the dotcom crash which reduced investment opportunities in the technology sector.

5.10
Over half (58%) of the interviewees had approached investors for capital, at some time in the past, and had been rejected. The reasons are shown in Table 5.4. This shows that the perception that deals are felt to be “too risky” appears to be the principal barrier for SMEs in accessing capital. This confirms the views expressed by the partners (Paragraph 4.3) who indicated that one reason why they were doing additional deals as a consequence of the Fund was that it allowed them to share the risk inherent in investing in small technology based companies. Additional reasons included:-

· A view that negative perceptions of the manufacturing industry dissuaded investors from considering some deals;

· Perceptions of the pharmaceutical industry as being extremely capital intensive;

· Withdrawal of initial investors in subsequent rounds as they lost confidence in the potential of the business; and

· A lack of capital in the marketplace following the crash of the technology boom. 

5.11
Whilst many companies stated that they have never circulated a formal proposal among funding providers which failed to generate any interest, some indicated that informal conversations had proved unfruitful and that in some instances talks with investors had been suspended after another willing investor had come forward. 

TABLE 5.4   

Reasons for Funding Being Refused
	Response 
	Percentage of respondents

	Investment too risky 
	52%

	Investor did not deal with sector 
	24%

	Company not investment ready 
	21%

	Investor did not deal with scale of investment
	21%

	Anticipated rate of return too low 
	17%

	Timescales to long 
	14%

	Investor lacked capacity to evaluation deal
	7%


Note: Percentages do not equal 100% due to multiple responses.

N = 28

5.12
The survey results reinforce the views of the partners and stakeholders that there are problems in accessing capital (Paragraphs 3.23 to 3.25). The fact that risk is cited as the main reason for rejection justifies the Fund’s rationale and reinforces the views of the partners (Paragraph 4.3). What is, however, perhaps surprising is that investment readiness accounted for only 21% of rejections. Given that this emerged as a major issue in the interviews with partners (Paragraph 3.33), it may be that this is underreported in the survey, possibly as other reasons are given by investors to spare the feelings of those looking for investments. It is also the case that the interviewees are, by definition, the companies that were seen as being worth investing in. As such they were far less likely to be told that their venture was not investment ready.  

Involvement with the Co-Investment Fund 

5.13
In the majority (58%) of cases, businesses were informed of the Co-Investment Fund by an investor/ potential investor or financial advisor. In addition:-

· 21% had seen publicity material advertising the SCF (only one organisation referred specifically to the SCF website as a source of initial information);

· 17% were made aware of the fund by Scottish Enterprise, one of whom commented on being signposted to the SCF after having previously received BGF support; 

· 6% said they were aware of the SCF through their previous involvement/ employment with other SMEs; and

· 4% were made aware by another professional advisor.

5.14
Interviewees were asked about the terms and conditions attached to SCF deals. Accepting that private equity deals inevitably require the drafting of substantial and comprehensive legal contracts, there was general satisfaction with the terms under which SCF capital was acquired. Indeed a number were very complimentary, for example:-

· “The terms of the SCF deal were the best available and it was also the most creative offer”; and

· “The terms were good and fees were low in comparison to other sources” ;

5.15
Interviewees were asked to comment on the process of obtaining SCF capital against a number of criteria. The results are illustrated in Table 5.5. The majority of respondents felt that it had been “very simple” to access SCF investment. Further questioning revealed this to be as a result of SCF partners taking the lead in most deals. In most cases the businesses themselves had had little or no direct contact with the SCF team. This was felt to be satisfactory as the administrative burden was borne by the investors. 

TABLE 5.5

Views on the Process of Obtaining SCF Capital
	
	Percentage of respondents

	Very simple 
	71%

	Clear 
	44%

	Easy 
	44%

	Lengthy 
	4%

	Complex
	0%


Note: Percentages do not equal 100% due to multiple responses. 

N = 48

5.16
Of the interviewees 69% (33 businesses) had been charged an arrangement fee by the SCF partner. Those who were able to express this, as a percentage of the total value of their investment, said it ranged from around 3% to 6% (plus legal fees in some cases). 
5.17
When asked about their satisfaction with the levels of fees charged:-

· 42% felt that the fees were onerous;

· 42% felt that fees were about average for raising that level of capital;

· 12% expressed no view on the level of fees charged; and  

· 3% felt that the fees had been inexpensive. 

5.18
When asked about changes which would improve the process of accessing SCF support most had difficulty giving an answer as the process, on the whole, had been handled by the SCF partner. Among those who did comment, suggestions focused on the reduction of fees charged to companies by investors. This was highlighted by 5 businesses. However, there is no evidence that the fees charged by partners are any different to the industry “norm”. As such this seems not to be anything that is specific to the Fund.  
5.19
Overall, all of the interviewees were happy that the SCF was an investor in their organisation and the vast majority were very satisfied with its role as a passive partner. Only 2 indicated that they would like to see Scottish Enterprise take a more active role. For one of these this was a general feeling that Scottish Enterprise should develop an understanding of the companies in which it had investments. The other was fuelled by a negative experience with the SCF partner. Indeed the interviewee indicated that without the intervention of the Portfolio Management Team it is unlikely that the company would have survived. 

5.20
Interviewees were asked what they would have done should SCF support not have been available. Whilst 88% of those surveyed stated that they would have approached other venture capital companies or business angels for support, 50% felt that they would have struggled to raise the necessary capital without SCF funding to encourage investment and reduce the perceived risk to investors (Table 5.6). In effect they were claiming that without SCF the risks of investment would have been perceived as being so high that no private investor or investors would have been interested. This would imply that there is a large element of additionality in SCF support, something that is explored further in Chapter Six.

TABLE 5.6
   Likelihood of Raising Capital in the Absence of SCF Support
	
	Percentage of businesses

	Very good 
	7%

	Good 
	33%

	Poor 
	50%

	Don’t know 
	10%


N = 42  

5.21
Interviewees were asked about the terms and conditions which may have been attached to investment from non-SCF sources, had this been obtained. Many organisations found it difficult to answer this question as the likelihood of raising capital, and the associated conditions, are dependent on multiple and diverse factors. In addition, some respondents once again highlighted the fact that without SCF involvement they did not believe that they would have received any investment. 

5.22
Amongst those who provided comments 62% (21 businesses) felt that investment terms and conditions would have been different had they had to use sources other than SCF. All were of the opinion that these differences would have had negative consequences for the business. Comments included:-

· “The valuation of the businesses would probably have been worse”;

· “The terms would have been tougher as we would be in a more vulnerable position”;

· “Other sources would have been more onerous. SCF lets you focus on running the business”;

· “Legal costs and timescales would have been increase due to additional due diligence if multiple active partners involved”; and

· “Other sources would have exploited the business”. 

5.23
Those who felt that SCF’s conditions would have been the same as from other investors were of the opinion that these were standard throughout the industry.

Does the Fund Provide Sufficient Capital to Investees?  

5.24
One theory that the research was asked to test was whether support through SCF “starves” investees of capital. The argument is that, as SCF has limited resources and there are limited suppliers of capital to early stage companies, then investees have no option but to accept whatever is on offer through the Fund, even though this may be less than the amount required. One consequence is that the company’s growth prospects are limited.   
5.25
To examine this theory, respondents were asked, for each round of funding involving an SCF contribution, whether this was the amount they had initially attempted to raise. Where a shortfall was identified respondents were asked for the level of funding sought and the justification given by investors for not providing this. 

5.26
Whilst some respondents were able to provide detailed information on the amount of funding sought in each round, many simply stated that they had hoped for more, without disclosing an exact amount. Others said that they always searched for as much funding as possible and then had to adjust their plans to work with the amount available. As a result the average values quoted in   Table 5.7 are based on those companies that could provide detailed information.   

TABLE 5.7 Analysis of Shortfall in Funding Rounds Involving SCF contribution 

	Funding Round1  

(number of respondents in brackets)
	Percentage of companies with  a shortfall
	Total requested
	Total received
	Total shortfall
	Average

Shortfall

	Round 1 (48)
	27%
	£9,450,000
	£4,950,000
	£4,500,000
	£562,5002 

	Round 2 (35)
	26%
	£2,400,000
	£1,250,000
	£1,150,000
	£383,3333 

	Round 3 (11)
	11%
	£400,000
	£200,000
	£200,000
	£200,0004 


Notes: 

1.
SCF funding rounds 1 to 3 only are analysed as there are very few companies in successive rounds. 

2.
Based on data from 8 companies.

3.
Based on data from 3 companies.

4.
Based on data from 1 company.

5.27
As the Table shows, around a quarter of businesses failed to raise the sum initially sought in the first and second rounds involving an SCF contribution. However, the average size of the shortfall decreases in successive rounds, from £562,500 to £200,000 between rounds 1 and 3
.   Clearly these shortfalls are not a reflection on the Fund, but relate to the amount that the partners were willing to invest, given that the Fund is private sector led. As such it may be that funding shortfalls are symptomatic of the way the industry works, with more resources being demanded than the suppliers are willing to make available at any one time. It should also be noted that the figures in Table 5.7 for the average funding shortfalls are based on data from a relatively small sample of companies and should therefore be viewed with caution.
5.28
Amongst those who had not been able to raise the sum requested reasons included:-

· Limitations of the amount the Fund could provide as they had wanted more than £1 million;

· Limitations of other sources of funding such as SMART;

· A perception of investors “drip feeding” capital. Some respondents indicated that they managed to raise the amount of capital required in a number of funding rounds, rather than it being made available in one round. This was felt to slow business development and remove funding from vital activities such as research and development and sales and marketing;

· Withdrawal of existing investors in subsequent rounds; 

· Conservative valuations of the business; and

· Perception that the business was a high risk and therefore only a limited amount of capital would be exposed at any one time.     

Again it needs to be stressed that these reasons are often not specific to the Fund, being likely to be symptomatic of the venture capital industry. However, as the Fund is following the industry’s lead in its investments, they seem likely to impact upon its operations and the way it is perceived by investees. 

5.29
There is therefore a view amongst some investees that the capital provided was less than was wanted to allow the business to meet its planned aspirations. Further confirmation of this comes in Chapter 6 (Paragraph 6.61) where 3 respondents claimed that the failure to raise the required amount of money had resulted in the implementation of the business plan being delayed, thereby having a detrimental impact upon business development. However, it would be dangerous to see this as being evidence that the Fund is constraining business growth. In any situation where capital is being raised there are likely to be differences of opinion between the 2 parties. Indeed it may be that the views of the Co-Investment interviewees are typical of investees generally. Interviews with partners indicated that they generally allowed funding to be drawn down when agreed milestones had been met. A number also indicated that they preferred to fully fund propositions as it was felt that this allowed those running the business to concentrate upon it, rather than continually search for additional finance.  Given these differences, before a definitive view is formed on this issue it would seem that further research is needed. 

Use of Other Scottish Enterprise Products

5.30
Of the 48 companies 35 (73%) were classed as Account or Client Managed by Scottish Enterprise
. The vast majority (28) held this status prior to receipt of support from the SCF. 

5.31
Of the 7 that had become Account or Client Managed after they received investment from SCF:-

· Three felt that this could be attributed to their involvement with the Fund;

· Three were unsure of the role of SCF in their gaining this status; and

· One did not feel that involvement with the Fund had played any part in their becoming Account or Client Managed.

5.32
All respondents were asked about the impact of SCF involvement on their general relations with the Scottish Enterprise Network. It appears that the majority of businesses view their involvement with SCF as separate from any additional contact they may have with Scottish Enterprise. As a result the majority did not feel that involvement with the SCF had altered their relationship with Scottish Enterprise (Table 5.8). However, almost a third felt that there was now a more positive relationship. Despite this, there would clearly seem to be scope for developing closer links between the investees and other Scottish Enterprise support. We are aware that there are potential barriers to be overcome in doing this. For example, the investment relationship needs to be separate from any others within the Network. However, it seems worthwhile to overcome these for the benefit of the investees.

TABLE 5.8   Change in relationship with Scottish Enterprise following SCF Support
	
	Percentage of businesses

	No difference in relationship
	63%

	Closer relationship 
	29%

	More distant relationship 
	6%

	No view 
	2%


N = 48

Views on Increasing the Supply of Venture Capital for SMEs

5.33
A number of opinions were expressed as to how the supply of capital for early stage companies could be improved in Scotland. Many of the suggestions related to Scottish Enterprise’s role, for example:-

· The profile of SCF needed to be raised, which might result in more investors wanting to become partners;

· Scottish Enterprise undertaking a more proactive co-ordinating role. For example, businesses highlighted difficulties in accessing investors and making connections and it was suggested that Scottish Enterprise (perhaps through the Account and Client Management process) could play a significant part in this process through helping companies identify potential investors and facilitating networking opportunities; and
· Activity to promote “investment readiness” in Scottish SMEs. Businesses highlighted a need for additional guidance and support in identifying and accessing assistance to developing appropriate business models and attract capital.

5.34
In addition, some respondents commented on a need to attract external sources of capital to Scotland and to reassess the Research and Development Tax Credit System (although this is not within the control of the enterprise network).   

Changes to the Fund

5.35
When asked about suggestions to improve the operation of the Fund, 65% of respondents said that they were satisfied with the Fund and its management. In general all the businesses surveyed valued the investment made in their organisation and the passive nature of Scottish Enterprise’s involvement. Only 4 respondents indicated that they would like to have more direct access to the SCF as opposed to working principally through a partner or that the SCF should take a more active role in their investment portfolio. 

5.36
Further suggestions made by the interviewees for improvements to assist early stage businesses included:- 

· More coordination between the various stages of Scottish Enterprise support, for example consolidation of diligence between the Business Growth Fund, the  Seed Fund and SCF to smooth the transition for growing organisations;

· Greater support for product development and start ups. This reflects perceptions that the Fund has brought about a change in the scale of the “funding gap” so that it is now more difficult to obtain early stage funding than in the Fund’s early days, something that our analysis of the funding profile (see Tables 3.2 and 3.3) and the views of non-partners (Paragraph 3.61) would reinforce;

· A need to focus support on those companies with the potential for high job creation. This is however, not necessarily the same as those companies with high turnover growth potential;

· A degree of concern over what is seen as  increased bureaucracy within the Fund recently; and

· Expansion of the Fund beyond £500,000 and activity to raise awareness of investment options beyond this level. 

Conclusions

5.37
The investees’ views on the ease with which capital could be accessed in Scotland and the reasons for this, tend to reflect the market imperfections that underpin the rationale for setting up the Fund. It is felt to be difficult to raise capital (in part because there was limited supply) and over half of the interviewees had been rejected by investors at some stage. Risk perceptions were cited as the key reason.   

5.38
 Interviewees were generally very complimentary about the terms on which SCF funding had been provided and about the simplicity of the process, in that the funding partner had undertaken the work. SCF’s role as a passive investor was also valued, although one respondent felt that the role of the Scottish Enterprise nominated board member had been useful in protecting the company when other investors wanted to do different things. Where negative views were expressed these were about the size of the fees charged, although there is no evidence to show that the fees charged by partners using the Fund were any different to those charged when they made independent investments.  
5.39
Additionality was felt to be high as half of the respondents felt their chances of raising funds elsewhere, had SCF not provided support, would have been “Poor”, in part as it was felt the venture capital market was seen as being risk averse. Even if they had been able to raise capital it was felt that the terms and conditions would have been worse.

5.40
The extent to which the Fund was, and the partners were, providing sufficient capital for investees was explored. Around a quarter of interviewees had not raised the amount of capital they required and some felt that this had been detrimental to the business. However, interpretation needs to be done cautiously as it may be inevitable that there is a difference of opinion between those providing capital and those wanting to use it. Further research would seem to be called for before a definitive view is formed.

5.41
Views on increasing the amount of capital for SMEs focused upon Scottish Enterprise being more active, both in raising the profile of the Fund and facilitating links between companies and investors. It was also felt that more needed to be done to promote investment readiness.

5.42
There were relatively few suggestions for changes to the Fund as most interviewees were happy with it. Of those that were made, the key ones were for:-

· Greater support being given to very early stage companies as it was felt that a new “funding gap” was emerging; and 
· A wish to see the Fund’s maximum limit raised. 
Concerns were also expressed about the possibility that the Fund could become more bureaucratic as reporting requirements increased. This may, however, reflect the activities of the Portfolio Management Team, rather than the Fund.

5.43
Overall the survey found high levels of satisfaction with all aspects of the Fund. The issues that were raised tend to be either not specific to the Fund (as with the level of fees charged by partners) or to be very difficult to prove on the available evidence (as with concerns about the level of funding being less than the investees need). What, however, may be of longer term concern is the emergence of a new funding gap (something evidenced by some of the investees and other interviewees) and changes to the Fund so that some of its key benefits (for example simplicity and its passive nature) might change. 

5.44
We now turn, in the penultimate Chapter, to look at the economic impact of the Fund’s support. 
6.
The Economic Impact of the Scottish Co-Investment Fund   

Introduction

6.1
The purpose of this Chapter is to look at the economic impact of the Scottish Co-Investment Fund.  It assesses economic impact based on a detailed survey of companies that had received finance through the Fund. The methodology used to calculate impact followed Scottish Enterprise’s impact assessment guidelines
.

6.2
The chapter is structured as follows:-

· An outline of the survey from which the impact data was derived and the sensitivity analysis that has been applied to the results;
· A detailed description of the methodology and the assumptions used to calculate impacts;

· A description of these impacts; and

· An outline of the wider economic benefits arising from the Fund’s investments.
The Company Survey

6.3
The database used to generate the survey sample related to investments made by the Fund as at Autumn 2007. At this time there had been investments in 100 companies of which 8 were no longer trading. Of the “live” investee population of 92, 48 (52%) were surveyed, with 21 (44%) being undertaken face-to-face, the remainder by telephone.    

6.4
The sample frame was devised to ensure that the sample was representative of the population, according to the following criteria:-

· Geographical distribution of investments across Scotland;
· The sectors the companies were involved in, based on the British Venture Capital Association’s classification;
· The scale of total investment in individual companies;

· The number of investment rounds that companies had received; and

· The distribution of investments across the partners who provided matching investments to the Fund.

Although the date of the initial investment was not one of the criteria, subsequent analysis showed that the sample was broadly representative of the times that deals had been done. The Investment Team was also consulted about the sample and some modifications made.    

6.5
However, to generate the required sample size in the timescale set for the evaluation,   attempts had to be made to contact all of the 92 investees. As such the original sample frame could not be rigidly adhered to. Despite this, comparison of the characteristics of the achieved sample against the sampling criteria showed that it to be broadly representative of the population.

Sensitivity Analysis

6.6
Sensitivity analysis is said to be:-

“fundamental to appraisal, (however) spurious accuracy should be avoided”
.
6.7
We have used 3 types of sensitivity analysis in this evaluation. The first is statistical. Given that the population of investees is both small and finite this means that, although the sample is, in absolute and relative terms, large, the margins of error are large. However, this is partially offset by the need to apply a Finite Population Correction factor which has the effect of reducing the margin of error
.  For example, for a population of 92 and an achieved sample of 48, then, taking account of the Finite Population Correction factor:-

· At the 90% Confidence Level the percentage margin of error is +/- 8%

· At the 95% Confidence Level the percentage margin of error is +/- 10%; and

· At the 99% Confidence Level the margin of error is +/- 13%.

These relatively wide margins of error need to be borne in mind when considering the impact findings.

6.8
A number of the factors, such as multipliers (see Diagram 6.1), used to move from gross to net impact, are derived from standard Government statistical sources. However, deadweight is derived from the survey of partners. They estimated that, as a consequence of the Fund, they had invested in 30% to 50% additional companies. This range has then been applied to the impact calculations to give a lower and upper limit for the economic benefits. Further details are given in Paragraphs 6.14 to 6.16.
6.9
The third, and final, aspect of sensitivity analysis has been applied to the forecasts made by the companies of future impacts (to 2010) on turnover and employment. The Treasury view is that:-

“There is a demonstrated, systematic tendency for project appraisers to be overly optimistic.......appraisers tend to overstate benefits, and understate timings and costs”
.

This was a view that was shared by the partners.

6.10
In the absence of relevant empirical evidence the rule of thumb used in the recent evaluation of the High Growth Start-Up Unit was adopted. This was that sales would be half as much and would take twice as long to achieve
.  On this basis of this assumption future impacts were discounted by 25% and 50% to provide a broad range of likely results.
The Economic Impact Methodology

6.11
In order to fully understand the net additional impact that the Fund has had on the Scottish economy it is necessary to draw out the differences between what has been achieved by the firms that have received investment from the Fund (the Intervention Option) and what would have happened without SCF investment (the Reference Case).  This calculation involves following a series of steps, known as the Impact Logic Chain
, outlined in Diagram 6.1.

DIAGRAM 6.1

The Impact Logic Chain
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6.12
The economic impact figures are based on performance of the businesses as measured by current employment and turnover. These figures were derived from the company survey. Gross Value Added (GVA) is then derived from turnover using Government standard ratios
.  Projected turnover and GVA are based on the level of turnover expected in 2010 by the firm.

6.13
In calculating the net additional benefits data has been obtained from a number of sources and a number of assumptions have been made. These sources and assumptions are summarised in Table 6.1. Further details for some of them are given in the Paragraphs that follow.

TABLE 6.1   


Data Sources, Justifications and Assumptions
	Logic Chain Stage
	Source
	Justifications and Assumptions

	Gross Turnover
	Company Survey: Based on 2006/07 turnover.
	Current (2006/07) turnover used as suggested in Scottish Enterprise’s   Impact Assessment Guidance.

	Gross Employment
	Company Survey: Based on 2006/07 employment.
	Current (2006/07) employment used as suggested in Scottish Enterprise’s   Impact Assessment Guidance.

	Deadweight 
	Partner Consultations.
	· Low deadweight value assumed to be 67%; and
· High deadweight value assumed to be 77%;

These are based on the views of partners that they had done 30% to 50% more deals as a result of their involvement with the Fund.  

	Leakage
	Company Survey: Question on location of company Headquarters.
There was also discussion with the company as to where their activities take place.
	· No leakage of benefits if the company is Headquartered in Scotland; and
· 10% leakage if the company is headquartered in England (only 1 company fell into this category).
No companies in the survey had headquarters elsewhere.
This was also reinforced through discussions with the company on where their activities take place.  Based on this we believe that the assumptions above are valid.

	Displacement
	Company Survey: Question on percentage of competitors based in Scotland.
	· 0% displacement if no competitors are based in Scotland;

· 25% displacement if a minority of competitors are based in Scotland;

· 50% displacement if around half of competitors are based in Scotland;

· 75% displacement if the majority of competitors are based in Scotland; and

· 100% displacement if all competitors are based in Scotland.
It is also recognised that companies that export, or operate in growing markets, will be less likely to displace other Scottish businesses.

	Substitution
	Company Survey: Based on qualitative discussions with companies.
	Assumed to be zero as no direct or indirect evidence was presented that suggested substitution of activity.

	Multiplier
	Scottish Government Input Output Tables for Scotland.
	· Output multiplier for the specific sector (based on 4 digit Standard Industrial Classification Code) of the firm used for turnover and GVA impacts;

· Employment multiplier for the specific sector (based on the 4 digit Standard Industrial Classification Code) of the firm used for employment impacts.
The 4 digit SIC code was converted to the 128 input:output industries thereby ensuring that the correct multiplier values were used.

	Net Additional Benefit
	GEN Calculation.
	· Net additional benefit is simply the Intervention Option (what has been achieved) minus the Reference Case (what would have been achieved anyway). In effect this takes the Intervention option and deducts deadweight.

· This is calculated for current and future turnover, GVA and employment.

	GVA Impact
	Scottish Government Annual Business Statistics.
	· GVA is calculated by applying an industry specific turnover to GVA ratio to the gross and net turnover figures.

	Optimism bias
	Sourced from High Growth Start up Evaluation
.
	Future impacts were reduced by 25% and 50% to reflect the experience that company’s invariably overestimate future impacts.


6.14
One of the key assumptions relates to deadweight: the extent to which the partners would have exhibited exactly the same investment pattern had the Fund not been in operation (see Paragraph 6.8). To estimate this, when the partners were interviewed, they were asked to reflect on the companies that they had invested in, in partnership  with the Fund, and to speculate on what difference the Fund had made to their investment behavior, in terms of a number of criteria including having undertaken more deals. Ideally this process would have examined each deal in detail. Although this proved to be possible for some of the smaller partners, who had made a limited number of investments, it was not possible for some of the larger players. There were 2 reasons for this:-

· It was not always possible for the interviewee to recall the exact details of all deals; and

· Some of the key players were only able to make a short time available for the interviews so that it was not possible to go through all of the deals.
In these cases the interviewees were asked to provide an estimate the impact the Fund had had on the number of companies they had invested in. 

 6.15
The outcome of this process was that, on average, the 23 partners interviewed felt that the Fund’s existence had resulted in their undertaking between 30% and 50% more deals. Given this the impact calculation uses 2 estimates of deadweight:-

·  A low derived from the partners’ estimates of investing in an additional 50% more companies as a result of the Fund. Thus for every 150 companies invested in with the Fund 100 would have been done if the Fund had not been established. This gives deadweight of 67% ((100/150) x 100 = 67%); and

· A high of 77%, derived from  the partners’ estimates of doing an additional 30% more deals as a result of the Fund’s existence ((100/130) x 100 = 77%). 
6.16
Table 6.2 looks at the deadweight (and by implication the additionality) arising from the Fund’s activities. It can be seen that the Fund has been responsible for an additional 21 to 31 companies being funded than would otherwise have been the case. The 2 estimates were applied to the impact calculations as part of the sensitivity analysis process (see {Paragraph 6.8).
TABLE 6.2


Deadweight Estimates
	
	30% More Deals

(Deadweight of 77%)
	50% More Deals

(Deadweight of 67%)

	Total number of companies invested in
	92
	92

	Number of companies in which investments would have been made anyhow
	71

(92 x 100/130)
	61 
(92 x 100/150)

	Number of companies in which investments have only been made as a consequence of the Fund
	21

(92 x (1 – 100/130))
	31

(91 x (1-100/150))


6.17
It is difficult to know if these figures are good or bad as it was not possible to identify similar evaluations, dealing with venture capital funds. However, given the co-investment nature of the Fund, it can be argued that one would expect absolute deadweight to be relatively high. The partners have to commit resources to undertake due diligence before receiving support from the Fund. As such it seems probable that the propositions they make an initial investment in will be ones that, based on their experience, seem feasible. It is also the case that the way the Fund operates means that the Team has no say over the deals that it supports (as long as the funding criteria are met).  Given these factors then the deadweight figures seem acceptable.  
6.18
However, in addition to this absolute additionality the Fund also had other impacts (Paragraph 4.3). For example, the guaranteed availability of finance through the Fund had meant that deals had been able to go ahead quicker than would otherwise have been the case if there had been a need to gain agreement from other funders. This may mean that companies can begin trading and get to market quicker than would otherwise be the case. This is time additionality. There is also (as Paragraph 4.3 shows) evidence of quality additionality in that the partner has, by using the Fund, been able to provide the resources needed by the company to implement its business plan. It is also the case that, by working through the Fund, some of the partners were able to provide more investment than would have otherwise been the case. This might be evidence of scale additionality. However, it might also be the case that without the Fund they would have approached other investors. Accordingly scale additionality remains unproven. It should also be noted that no attempt has been made to quantify these benefits, largely as the evidence for them was not collected on an investment-by-investment basis. 
6.19
It also needs to be stressed that the deadweight calculations are based on the first round of funding obtained by companies. As the company becomes established, with a trading record, then it is likely that deadweight will increase in the later rounds as the investment opportunity is more attractive both to the original partner and to others. Some evidence for this comes from the claims (Paragraph 4.11) with claims being made that the Fund is crowding out the private sector in later funding rounds.  
6.20
As Table 6.1 shows, leakage of economic benefits beyond Scotland has been assessed as virtually nil. All but one firm surveyed was based, and headquartered, in Scotland suggesting that benefits arising from investments through the Fund will stay in the country. Arguably leakage should have been assessed based on where the company undertook its main activities, rather than on where it was headquartered. However, our view based on having undertaken face-to-face interviews with 44% of the investees, was that the majority of activity took place in Scotland. It also needs to be remembered that one of the Fund’s investment criteria is that:-

“The company must be predominately located in Scotland and have its ‘centre of gravity’ in Scotland”
.

 As such we feel that the leakage assumptions, based on headquarters’ location, are valid.

6.21
Displacement was judged to be very low amongst those surveyed.  Over half (55%) of the firms stated that they had no competitors in Scotland and that they were largely competing against American or European based multi-national corporations. Furthermore, the remainder of the firms surveyed suggested that only a minority of their competitors were based in Scotland. It is, however, acknowledged that if companies are operating in growing markets then, regardless of where competitors are based, displacement may still be low. This will be even more so if companies are exporting. However, given that most of the companies were working on emerging technologies and were therefore at the forefront of developing the market, it was felt that the negative impacts on other Scottish firms were low. 

6.22
Substitution is defined as when a company substitutes one activity for a similar one.  An example could include a firm taking advantage of accommodation provided by the public sector at a reduced cost by relocating from its current building or recruiting an unemployed worker with public subsidy whilst making someone else redundant.  It is a very specific form of non-additionality, in effect in-firm displacement.   The evidence base for substitution is very weakly defined in relation to economic development interventions, it being given little or no consideration in the majority of studies.  The main reason for this is the difficulty in identifying clear substitution of activity, which ultimately rests on a firm admitting to stopping an internal activity and replacing it with support from the public sector.  Face-to- face interviews with the investee firms found no evidence of this sort of activity taking place and therefore the value is assumed to be zero for the impact calculations. This conforms to the Scottish Enterprise guidance which assumes that substitution has largely been subsumed within the displacement effect and, as such, does not consider it separately
.  

6.23
As Table 6.1 shows multipliers were drawn from standard sources, with output multipliers being applied to turnover whilst GVA multipliers were applied to the GVA values.  These were judged to be a fair reflection of the firms surveyed.  There was no clear pattern to where supplies were sourced, with 11% of companies stating that none came from Scotland, whilst 33% sourced the majority of their supplies, in terms of value, from Scotland. On balance for every firm that largely sourced supplies from Scotland there was another firm that was likely to source from elsewhere. As such it was felt that the interviewees were likely to be representative of the Scottish picture. Accordingly standard multipliers were used based on the company’s SIC code.

Other Methodological Considerations

6.24
Ideally the calculation of net impact should have taken account of labour market displacement, or the wider crowding out in the local labour market. Although there is limited recent evidence as to what this is likely to be, a review of the displacement and multiplier effects of Regional Selective Assistance suggested that, under certain assumptions, the overall impact could be considerable, at around 60% of the typical estimated impact.
  However, currently this is not something that is part of Scottish Enterprise’s Impact Guidance. Accordingly it has not been taken account of in the later calculations.  
6.25
It also has to be acknowledged that there are opportunity costs associated with the Fund, as indeed there are with all public sector interventions. What these might be is impossible to know as it is impossible to predict the alternative uses to which policy makers might have made of the resources currently allocated to the Fund. There are also opportunity costs associated with the Fund’s success in levering private investment into companies in which they would otherwise not have invested. For example, there is evidence that resources have not been invested in such sectors as property as a consequence of the Fund attracting partners’ investment into early stage technology based companies (see Paragraph 4.37). There has therefore been displacement of other economic activities. Again the impact of this is difficult to assess.

6.26
There are also issues around separating out the impacts for individual years. Data was collected for 2007 (as suggested in Scottish Enterprise’s guidance) and for a 2010 forecast. However, the deadweight figure (the most significant in terms of going from gross to net impact) was derived from the partners and was not specific to particular years in which investments were made. The assumption is, therefore, that deadweight is the same for each year, which may not be the case.  Accordingly the impact calculations below look at impacts for the current year (2007) and for 2010 and not for intermediate years.  
6.27
The types of companies that the Fund has supported are those that Scottish Enterprise is likely to want to support with its other products and services. There is evidence that this is the case. For example:-

· Of the 92 companies, 7 have been supported through the High Growth Start-Up Unit (Paragraph 4.29); and

· Thirty five of the 48 surveyed companies were classed as being Account or Client Managed (Paragraph 5.30).

6.28
Given this, there is a danger that this evaluation, and indeed others commissioned by Scottish Enterprise, may double count impacts. It has to be accepted that there is a degree of inevitability about this, given the resources that can be feasibly allocated to an individual evaluation and the amount of time interviewees can be expected to devote to answering questions. However, half of those interviewed felt that their chances of raising capital elsewhere would have been “Poor” without the Fund (Table 5.6). It was also the case that 78% of the interviewees stated that the Fund had been “Vital” to their businesses’ survival and only 1 (2%) claimed that it had been unimportant. Given this, it may be that the extent of double counting and attribution difficulties are more limited in this evaluation than may be the case in other studies.

The Process for Calculating the Net Additional Impact from the Company Survey
6.29
The process for assessing impact involves using company specific figures (for such things as GVA and multipliers) and building impact from the bottom up.  In effect, the individual values specific to that company are used to build up a picture of gross and net turnover, GVA and employment impacts.

6.30
The process involves first calculating the Intervention Option: in effect what has happened since the intervention was implemented.  This takes the gross turnover, GVA or employment and accounts for leakage, displacement, substitution and multiplier effects.  

6.31
The Reference Case, in effect what would have happened without the intervention, is then calculated. This takes the gross turnover, GVA and employment and accounts for deadweight, leakage, displacement substitution and multipliers.  In this case we develop a low and high estimate based on two different deadweight figures.

6.32
The impact of the Reference Case is then subtracted from the intervention option to get the total net additional benefit of the Fund  This process is calculated for every firm surveyed, with the individual totals being  grossed up to represent the whole population
.

Grossing the Results up to be Representative of the Population

6.33
The figures presented are grossed up to represent what would have been achieved from the whole population of companies invested in by the Fund.  The basis for this is the 48 completed interviews with companies to which is then applied a grossing factor that calculates the full economic impact of the Fund.  Three sets of grossing up factors were developed covering:-

· Current achieved turnover and GVA;

· Current employment; and

· Future turnover, GVA and employment.

6.34
Starting with current achieved turnover and GVA, the grossing factor takes account of the number of firms who were pre-turnover at the time the interviews were undertaken, both because they were just starting up (and had therefore not generated revenue) or because they had product development timescales that meant results were not expected for a time.  In total 10 investees out of the 45 for which we had useable data fell into this group. This proportion (22%) was then applied to the whole population (in effect the 92 firms who have received investment from the Fund at the time the research was commissioned and who were still trading) giving 20 companies that were not generating turnover and 72 that were.  The total gross turnover from the 35 surveyed companies that were generating turnover was therefore grossed up by a factor of 2.06 (72/35 = 2.06). This then provided total turnover and GVA impacts.

6.35
The grossing up factor for current employment was calculated differently, as all companies’ surveyed currently employed staff.  The ratio was calculated by dividing the number of current firms in the population (92) by the total number of companies for which we had survey data (45).This gave a grossing up factor of 2.04. This was then applied to the total gross employment from the surveyed companies to give the total employment impact.

6.36
The future turnover, GVA and employment values were easier to calculate.  They take account of the level of business failure in the population of companies supported by the Fund.  In total, of the 100 companies supported as at Autumn 2007, 8 had failed over the last 4 years: a survival rate of 92%.  This proportion was then applied to the total number of current companies to give an estimate of how many businesses were likely to be generating turnover and providing employment in 2010.  This gives 85 companies and includes all those that are currently pre revenue as it is assumed that all will be generating turnover by 2010 (92 x 0.92 = 85).  The grossing up factor is therefore 1.89 (85/45 = 1.89). This was then applied to the total gross turnover, GVA and employment expected in 2010 by the surveyed firms to provide future impact.

Discounting of Impacts

6.37
The headline economic impacts of the Fund have been discounted in order to assess the benefits over time as recommended in the Treasury Green Book.
 The use of discounting is based on the principle that people attach a higher value to present as opposed to future consumption or other benefits.  In order to take this into account the benefits of the Fund, as measured by turnover and GVA, have been discounted based on the standard rate of 3.5% as specified in the Green Book.  

6.38
 To do this for current turnover and GVA, a discount rate has been applied to each company for which we have data.  The actual rate applied was based on the time that had passed since the business first received investment, based on the standard annual 3.5% discount rate.  Table 6.3 outlines the discount rates applied to the gross and net impacts in relation to current turnover and GVA for each year of investment.

TABLE 6.3
Discount Rates Applied to Gross and Net Current Turnover and GVA Impacts
	Year of Investment
	Years to Current Impact
	Discount Rate

	2003
	4
	0.8714

	2004
	3
	0.9019

	2005
	2
	0.9335

	2006
	1
	0.9662

	2007
	0
	1.0000


6.39
To discount for future turnover and GVA, a discount rate was again applied to each company for which we had data, based on the standard 3.5% rate.  The actual discount applied is based on the time that has passed from the business first receiving investment to 2010.  Table 6.4 shows the rates applied to the gross and net future impacts in relation to current turnover and GVA for each year of investment.

TABLE 6.4
Discount Rates Applied to Gross and Net Future Turnover and GVA Impacts
	Year of Investment
	Years to Current Impact
	Discount Rate

	2003
	7
	0.7860

	2004
	6
	0.8135

	2005
	5
	0.8420

	2006
	4
	0.8714

	2007
	3
	0.9019


6.40
Once applied the results for each company have been summed and grossed up to give a figure for the population of companies, for current and future turnover and GVA impacts. This means that the net values presented in this chapter for turnover and GVA (both current and projected) are discounted following HM Treasury guidance.

The Economic Impacts
6.41
The economic impacts given below are the sum of the impacts on individual companies, being built from the bottom up using data (such as Standard Industrial Classification Codes) that relate to specific companies. Appendix Six contains a detailed worked example looking at 2007 turnover for a sample company. The same logic was used to calculate GVA and employment impacts. Given this method, it makes little sense to talk in terms of, for example, an “average” multiplier for the sample.
6.42
The key economic impacts are separated out into current and future turnover, GVA and employment, using 2007 prices. Taking current turnover first (Table 6.5) the Fund had a total impact of between £38.4 and £55.1 million of net turnover at 2007.  
TABLE 6.5

        Net Impact Turnover 2007
	Deadweight Assumptions 
	 Net Impact

	High Deadweight
	£38,409,036

	Low Deadweight
	£55,108,617


6.43
On reviewing the data it was apparent that one firm accounted for much of the impact achieved to date: over 50% of the gross impact.  This was an early investment which had grown rapidly in the last 2 years.  One other firm also accounted for almost a quarter of the impact.  However, the dependence of the overall impact on this limited number of cases is in line with normal investment patterns.  Indeed, a number of the partners explained that they expect a small number to fail and similarly a few to grow dramatically whilst most would exhibit modest to reasonable growth.  As such the sample seems to be following the industry “norm”.

6.44
The impact is projected to be more significant over time (Table 6.6) with a substantial projected impact by 2010.  Overall, net impact projected for 2010 amounts to between £37.8 million and £108.4 million, after the deadweight and optimism biases have been applied to the whole population. 

TABLE 6.6
                Net Future Impact Turnover 2010
	Deadweight and Optimism Bias Assumptions
	Net Impact

	High Deadweight and 25% achievement
	£37,802,886

	High Deadweight and 50% achievement
	£75,605,773

	Low Deadweight and 25% achievement
	£54,238,924 

	Low Deadweight and 50% achievement
	£108,477,848 


6.45
The pattern of most impacts being generated by a subset of businesses is expected to remain in the future, albeit to a much lesser extent.  By 2010, 7 of the businesses interviewed anticipated turnovers in excess of £10 million.  These firms, if the forecasts are right, would account for 60% of the gross turnover impacts.

6.46
In terms of current GVA (derived from standard turnover to GVA ratios) the Fund has had a total impact of between £24 and £34 million GVA achieved to date (Table 6.7).      

TABLE 6.7


Net Impact GVA 2007
	Deadweight Assumptions 
	Net Impact

	High Deadweight
	£23,816,091

	Low Deadweight
	£34,170,913


6.47
Again impact is generally projected to be more significant over time (Table 6.8). Overall, net impact projected for 2010 (adjusting for deadweight and optimism assumptions) varies between £21.4 million and £61.4 million.  

TABLE 6.8
           

Net Impact GVA 2010
	 Deadweight and Optimism Bias Assumptions
	Net Impact

	High Deadweight and 25% achievement
	£21,407,483

	High Deadweight and 50% achievement
	£42,814,967

	Low Deadweight and 25% achievement
	£30,715,085

	Low Deadweight and 50% achievement
	£61,430,170


6.48
Taking employment last the Fund has created or maintained between 449 and 644 net new jobs (Table 6.9). 
TABLE 6.9
     

   Net Impact Employment 2007
	Deadweight Assumptions 
	Net Impact

	High Deadweight
	449

	Low Deadweight
	644


6.49
The employment impact shows a decrease by 2010, with the net impact ranging between 176 and 505 jobs (Table 6.10). There would seem to be a number of explanations for this:-

· The optimism bias may be too harsh (particular the low optimism factor that assumes just 25% achievement of future impacts).  However, only time will tell if this is the case;  
· The company focus being on turnover growth rather than employment; and
· The companies, reflecting their technology base, are likely to employ relatively few people in relation to turnover.
TABLE 6.10

           Net Impact Employment 2010
	 Deadweight and Optimism Bias Assumptions
	Net Impact

	High Deadweight and 25% achievement
	176

	High Deadweight and 50% achievement
	 352

	Low Deadweight and 25% achievement
	253

	Low Deadweight and 50% achievement
	505


6.50
In interpreting the results a number of factors need to be borne in mind:-

· Many of the investments are still in their early stages and as such, even by 2010, will not have realized their potential;

· If the Fund achieves its target of attaining a 20% growth rate, then the cost to the public purse of these turnover, GVA and employment benefits will be nothing. Indeed there will be a return; and

· The investments have brought a number of other wider benefits. These will now be considered.

The Wider Economic Benefits

6.51
In addition to the headline economic benefits outlined above, the Fund has also had a series of wider benefits around:-

· Business growth;

· Productivity per head;

· Exports;

· Current and future research and development;

· The development of products and services;

· Business plan implementation; and

· Management of the businesses.

Each of these will now be considered in turn.

6.52
Business growth has been measured using employment and turnover.  Employment growth amongst SCF firms has been substantial; growing by 40% between 2004 and 2006 (Table 6.11).This is significantly faster than the 2% job growth experienced across all Scottish firms over the same period. It should be noted that the growth in all firms takes account of business closures over the period, whilst the SCF changes are only based on the change in employment of the firms still in existence. However, even if it were possible to factor the job losses in the 8 closures into these figures, it seems doubtful if SCF growth would fall to the all firms’ average.
TABLE 6.11

Employment Growth in SCF Firms
	
	2004
	2006
	Absolute Change
	Percentage Change

	SCF Firms
	489
	684
	195
	40%

	All Firms1
	2,410,000
	2,447,600
	37,500
	2%


N = 45

Note:-

1.
Data for all firms sourced from the Labour Force Survey 2004 and 2006. It relates to those who are in employment as employees, the self employed, unpaid family workers and   on government training schemes.

6.53
Comparisons of turnover growth are more complex, as there is little directly comparable data.  Scottish Corporate Sector Statistics do, however, provide some points of comparison.  Using this data it is clear that there has been substantial turnover growth amongst SCF firms at a time when turnover amongst all Scottish enterprises has remained relatively static (Table 6.12).  This highlights that the SCF firms are very different from the average Scottish firm and are growing rapidly which, given the Fund’s objectives, is to be expected.

TABLE 6.12

       Turnover Growth in SCF Firms
	
	2004
	2006
	Absolute change (£)
	Percentage Change

	SCF Firms (£)
	21,558,351
	66,435,786
	44,877,435
	208%

	All Firms (£ millions)1
	182,279
	181,147
	-1,132,000
	-0.6%


N = 45

Note:-

1.
 Data for all firms sourced from the Scottish Corporate Sector Statistics 2004 and 2006

6.54
It is possible, using the turnover and employment figures outlined above, to assess GVA per head (in effect productivity) for SCF firms against the average for all Scottish firms.  The latest data, however, is for 2005, not 2006 as is turnover and GVA.  Productivity per head amongst SCF firms in 2005 was £31,200: lower than the average for all firms in Scotland (£44,600).  This shows that, whilst employment and turnover have been growing, there is a productivity gap. This is likely to reflect the early stage of many of the interviewees. It also reflects the production stage of some businesses. This is often quite early and therefore not subject to the efficiencies and economies of scale that may arise in time. If future GVA per head is assessed (based on predicted turnover and employment), then this gap reverses. For example, after applying the deadweight and optimism biases, the forecast is that by 2010 per capita productivity will be around £113,000.

6.55
When sales are considered, it is clear that the interviewees are largely operating in overseas markets.  In total 67% of sales in 2006/07 were made outwith the United Kingdom, amounting to £44 million, (Table 6.13).  The smallest proportion of sales were made in Scotland (15%), although this was not much lower than sales to the rest of the United Kingdom, (18%).  This position is likely to change over time as a number of businesses surveyed talked about a greater proportion of sales being made overseas as they developed and marketed their product.  Again, this is further evidence that SCF firms are not displacing other Scottish businesses.  

TABLE 6.13
      Sales by Geographic Area

	
	Scotland
	Rest of UK
	Outwith UK

	Value
	£10,089,704
	£11,802,792
	£43,763,290

	Proportion
	15%
	18%
	67%


N = 45

6.56
The surveyed firms were largely involved in research and development activity, with 27% being registered as working in this sector
 directly.  In addition firms were asked what role the Fund had played, and would play, in relation to research and development (Table 6.14). In relation to current turnover, 86% of responses indicated that research and development activity would have been a lot lower without investment from the Fund. A further 7% suggested that it would have been moderately lower whilst none suggested that it would be higher.

6.57
Firms’ expectations were equally positive about future research and development activity, with 76% suggesting it would be a lot lower without the Fund and 10% suggesting it was moderately lower.  In this case it seems that the initial investment has laid a research and development foundation that the companies are keen to grow.
TABLE 6.14 
Level of Current and Future Research and Development Without SCF   Support

	
	Current
	Future

	
	Number
	Percentage
	Number
	Percentage

	A lot lower
	36
	86%
	32
	76%

	Moderately lower
	3
	7%
	4
	10%

	About the same
	3
	7%
	5
	12%

	Moderately higher
	0
	0%
	1
	2%

	TOTAL
	42
	100%
	42
	100%


N = 42

6.58
Firms were also asked about the extent to which their products and services were different as a result of the Fund. Overall:-

· The vast majority of respondents claimed that their current products and services were either moderately better (30%) or a lot better (25%) as a result of the Fund;

· Around one third suggested that the Fund had made no difference to their products or services; and

· The remainder suggested it was either moderately worse or, in one case, a lot worse, though this only covers a small number of respondents.

6.59
The key issue appears to be that the Fund has improved what the firms are either doing or producing.  Given the number of firms who use SCF to help to develop, market or enhance their products this is perhaps unsurprising.

6.60
There were also impacts cited around the implementation of the company’s business plan.  Around 60% of the respondents suggested that the Fund had accelerated their business plan either by a year (51%) or 2 years (9%).  One third suggested that the Fund made no difference in this area, while a minority (3 respondents) suggested that the SCF had actually delayed the implementation of their plan. This seems to reflect the fact that the companies had not been able to receive the investment that was indicated in their plan, largely as the partners felt that it was too ambitious.    

6.61
The final area where impacts were cited was the management of the business.   Just over half of the respondents suggested that it had made it either moderately or a lot better.  Some businesses talked about the expertise of people appointed to their board and also the fresh perspective new people brought to the business.  This was closely followed by those who felt it had made no difference, whilst again a small number suggested that it had actually made management worse. In the latter case this was linked to poor appointments, in the eyes of the business, to the board and ongoing issues with investors.

Conclusions

6.62
The Fund has had, and is forecast to have, an economic impact upon the companies that have been supported. This impact is apparent across turnover, GVA and employment, both now and in the future, even when allowance is made for optimism bias. 

6.63
A number of wider economic benefits have also been identified. For example:-

· Employment growth in the investees is faster than in Scottish firms generally, albeit this is to be expected given the nature  of the companies;

· Although turnover comparisons are more complex, again better performance than in Scotland generally can be seen;

· Productivity per head is lower than the Scottish average. However, projections are that this will be substantially higher once the companies begin to realise their growth potential; and

· The majority of sales are outwith Scotland so that displacement of other economic activity is low.

6.64
The investment has also had an impact upon internal management as well as performance. For example:-

· Products and services had improved following investment by the Fund;

· Business plan implementation had been accelerated; and

· Management had improved in about half of the respondents, largely as a result of board appointments.

6.65
The negative aspects of investment related to the 3 respondents who claimed that the Fund had delayed business plan implementation, largely as they had not received the investment they felt they needed
, and those who felt that company management had got worse, as a result both of unsuitable board appointments and issues with the investors.

6.66
It could be argued that the economic benefits are limited given the amount of money invested in the Fund. However, this money is exactly that: an investment. As such, like all investors, there is an expectation that gains will be realised as some companies grow exponentially. Should the Fund achieve its 20% target then there will be no cost to the public sector and gains will be positive. This point was made in the ERDF evaluation that looked at the impact of a number of Scottish based investment vehicles, including the Co-Investment Fund
. 
7.
Conclusions and Recommendations
Introduction

7.1
The purpose of this Chapter is to summarise the key findings of the research, the emerging issues and outline a number of recommendations intended to take the Fund forward. It starts by summarising the market failure rationales for the Fund and the impact that it has had on these.  It then goes on to consider the findings in more detail in the same order as in the brief: that is the continuing rationale for the Fund; objective attainment; and the economic impact of the investments. 
Market Failure

7.2
Chapter 3 made the point that the market failure rational for the Fund was poorly articulated. By looking at the problems that the Fund was set up to address it was possible to identify 3 areas of market failure that the Fund seemed to be trying to impact upon. These, their causes and the impact of the Fund on them in terms both of outputs and outcomes are summarized in Table 7.1. 

7.3
What the Table shows is that the Fund has had, and is still having, an impact on the 3 market failures. However, its impact, understandably, is mainly upon the supply side. There is still a major area of demand side failure, relating to investment readiness, that needs to be addressed. 

7.4 
In those areas of market failure, where there has been an impact, progress still needs to be made. Indeed it would be surprising if the Fund had managed to overcome these in the relatively short time it has been operating, given that most of them seem to be long standing. One implication of this is that there is a continuing need for the Fund.
7.5
We now turn to look in greater detail at the problems that the Fund was set up to overcome and the objectives that the evaluation was to address.

The Rationale for the Fund

7.6 
There was agreement from the partners, non-partners and the investees that SMEs in Scotland, especially ones involved in technology, had difficulties in raising equity finance. Given that this is a view shared by those operating on both the supply and demand sides then it would seem to justify intervention. However, the nature of the “equity gap” was complex. Some highlighted that it affected some sectors of the economy more than others (for example “traditional” manufacturing) whilst there was limited agreement as to the exact boundaries of the “gap”, with some claiming that it went as high as £10 million. Regardless of the gap’s exact dimensions, it is still felt to exist so that the original rationale for the Fund is still valid for the future.

7.7
The Fund seemed to have been responsible for changes in the nature of the “gap”. For example, it was argued that the angel syndicates had begun to do bigger deals so that it was becoming difficult to obtain equity in amounts under £100,000. There was also evidence that more of the Fund’s resources were being used for “follow on” as angels, in particular, wanted to avoid  dilution and stay with their investments as they matured. This drove a demand to see the Fund’s investment limits raised to £1 million.
TABLE 7.1 Summary of the Market Failure and the Fund’s Outputs and Outcomes
	Market Failure  
	Cause
	The Fund’s Output
	The Fund’s Outcome  

	Inefficient investment resource allocation to early stage companies resulting in the long term performance of the Scottish economy being jeopardised as there is a tendency, ceteris paribus, to avoid investing in technology new starts in preference to larger and less risky investments.   
	Supply side:-

a) Risk felt to be higher than alternative investments;

b) Transaction costs proportionally higher for smaller investments;

c) Lack of capacity in the investment community; and

d) Lack of capability in the investment community to appraise technology based businesses.

Demand side:-

a) Lack of investment ready propositions


	Supply side:-

a) By co-investing risk has been reduced for the investors;

b) Arrangement fee covers some transaction costs although impact debatable;

c) Capacity has grown in the market as new players have moved in and the Fund has stimulated the entry and formation of angels and angel syndicates; and

d) Capability is growing as the angels gain experience and some of the new entrants to the Scottish market specialise in technology investments. 

Demand side:-

a) Hard to see any impact as a direct consequence of the Fund. This is also outwith its terms of reference.
	The Fund’s Outcomes have not been disaggregated over the areas of market failure as there is no simple cause and effect relationship.

The key outcomes are:-

a) Between 21 and 31 additional companies have been  provided with capital in the period to November 2007 (absolute additionality);

b) Other companies have benefitted from receiving funding sooner than would otherwise have been the case. This has also resulted in the business plan being implemented more rapidly (time additionality);

c) Some investees felt that the deal had been on better terms and conditions   than would have been available elsewhere (quality additionality);

d)  The net additional economic impact of the Fund (current, 2007 and future 2010) is judged to be:-

· Turnover: current £38 to £55 million:

· Turnover: future £37 to £108 million;

· GVA: current £23 to £34 million;

· GVA: future £21 to £61 million;

· Employment: current 449 to 644 jobs; and

· Employment: future 176 to 505 jobs.

	Information asymmetries:-

a) Supply side – the investors; and

b) Demand side – the investees. 
	Supply side:-

a) Investors are unaware of the investment opportunities; and

b) Investors are unaware of the potential gains from investing in SMEs.

 Demand side:-

a) Investees are unaware of investment sources; and

b) Investees are not investment ready, not appreciating the information that investors need to make an investment decision.
	Supply side:-

a) Evidence that some of the smaller investors have done more deals as they have become aware of the opportunities; and

b) Unclear if investors are aware of “exemplar” investments that could stimulate further involvement.

 Demand side:-

a)  Some initiatives (speed dating) but the way the Fund operates (following the partner) means that this is the partner’s responsibility;  and

b) Limited impact as this is  outwith the Fund’s terms of reference
	

	Scottish economy generates fewer new starts than other United Kingdom regions and comparator economies. This results in an inequitable outcome.
	Difficulty in raising investment capital, in part as it is felt the investment community is based in southern England.

There are a multiplicity of other factors outwith the Fund’s control.
	Provided an additional £30 million to invest in new and early stage companies.
	


7.8
There was also some inconclusive evidence that investees might be “drip fed” with funds, in that a number claimed that they had not been able to raise the amount of funding they felt they needed (Paragraph 5.29). However, we feel further research and monitoring is needed before these claims can be verified. It may also be the case that, even if this is happening, it is a reflection of normal investment behaviour rather than being something that the Fund is driving.

7.9
The partners, and to a lesser extent the investees, identified investment readiness as an issue. This often meant that investors had to scrutinise a large number of propositions before finding ones that were worth investing in. This is an issue that deserves to be considered in greater detail as it seems to be a significant area of market failure that stops companies receiving capital and therefore restricts Scottish economic development. Given that Scottish Enterprise is already active in this area there may be a need to refine what is on offer. How this might be done is outlined below (Paragraphs 7.31 to 7.32).

Objective Attainment

7.10
There is evidence to show that the Fund is attaining its key objective of making more capital available to Scottish companies so that more deals are being done. Estimates range from 30% to 50% more, reflecting the significant injection of capital that comes through the Fund: quite simply it increases the pool of available resources that businesses can access. Our estimate is that since 2003 the Fund has been instrumental in making funding available to an additional 21 to 31 companies. Many of these have also subsequently been able to secure follow on funding from the partners.  

7.11
One of the main reasons for this is that the Fund has allowed investors to share the risk. Whilst there have been other benefits, such as deals being done faster and investors being exposed to more opportunities, risk sharing seems to be the key factor. Sharing the risk, through match funding, also means that the investors can spread their resources more widely, enabling them to do more deals.

7.12
The Fund has also been responsible for increasing the investment infrastructure in Scotland, mainly through the facilitation of, and support for, more angel syndicates. However, there is a degree of dependence upon 2 angel syndicates. Given that one of these may change the focus of its investment activities, following an AIM listing, there seems to be a need to continue to support the development of new syndicates. The impact on other players (the banks, corporate investors and venture capitalists) has been more limited.  
7.13
The need to recruit more syndicates is given more urgency through the difficulties that the Fund is having in spending money in the West of Scotland, despite a number of initiatives to increase the deal flow. However, angels will need to gain experience before they are willing to do large deals. Accordingly other action would seem to be called for, including working with existing funds that have a focus on the West of Scotland. 

7.14
The need to recruit partners will increase in urgency if the Fund increases in size following the recent ERDF application. The partner interviews did not identify any great unmet demand for money from the Fund. Accordingly, if an enlarged Fund is to be able to spend its resources, increasing the number of partners would seem to be a priority.  

7.15
There were concerns that the Fund might be changing, becoming more legalistic and bureaucratic and an active rather than a “passive” and “invisible” investor. In part this is a reflection of Scottish Enterprise’s Portfolio Management Team which has a remit to oversee all investments and maximise returns. These concerns arose from a lack of clarity about this role and what it might mean for relations with partners. These do, however, need to be addressed, otherwise there may be a danger of partners becoming frustrated and perhaps exiting.

7.16
These concerns are, to some extent, crystallising around the differing views of the Fund’s long term investment role. A number of partners, including some of the larger ones, feel that the Fund should exit as soon as possible thereby allowing the entry of more private sector investors.   The view of the Portfolio Team is that it will exit when returns can be maximised. To some extent greater clarity about long term objectives could help to allay these concerns, in particular making it clear that the Fund needs to make a return to ensure that it has long term sustainability. Despite this, there is   evidence that the Fund is crowding out the private sector in investments.

7.17
The partners invariably adopt a “hands on “approach to investment. Evidence from elsewhere is that this “classic investor” model results in increased returns. The signs are that, if returns follow the classic J curve, the Fund is now on an upward trajectory and should start to show a positive IRR as more investments mature.

7.18
Evidence from Europe is that publicly funded investment funds generate low returns, albeit that differences in objectives and operations mean that exact comparisons with the Fund may not be totally valid. The SCF has a target rate of return of 20%. It needs to generate this return to cover the inevitable losses that will occur and to guarantee its sustainability. It is, as the ERDF fund evaluation also stated, too early to know if the target can be attained. However, it would seem sensible for the Fund to continue to operate in a way that places the private sector in the lead, utilising its expertise rather than try to make its own investment decisions. To change this could undermine both the partnerships that have been developed and any moves to make the Fund sustainable in the long term.  

7.19
Almost three quarters of the investees surveyed were Account or Client Managed according to Scottish Enterprise’s classification. However, only a third felt that their relationship with Scottish Enterprise had become closer following investment from the Fund. This would imply that there is greater scope for developing closer links and ensuring the investees can realise their potential with the support of complementary Network products. 

Economic Impact

7.20
The analysis of the economic impact of the investment made identified a positive situation. Turnover, GVA and employment have grown and are generally forecast to grow further as the companies develop. The exception is employment where future growth is not exceptionally strong. This reflects the nature of the companies that are capital rather than labour intensive. This was also something that the ERDF evaluation identified.
7.21
A range of wider economic benefits have also been identified, including such things as the Fund’s impact on research and development, improvements to products and services, acceleration of business plan implementation and improved management. Although some negative views were expressed about some things (for example not being able to secure as much investment as was thought to be needed), such views were in the minority.

Agreement with Other Evaluations

7.20
Paragraph 2.63 summarises the conclusions of the ERDF evaluation that looked at the Co-Investment Fund amongst other publically supported investment vehicles. Overall there is a considerable degree of overlap and reinforcement with the findings of this evaluation. For example:-

· Both agree that an equity gap still exists and that the underlying rationale for the Fund is still valid;

· There is agreement that the Fund has increased the supply of early stage equity funding and, by spreading investment risk, has resulted in more deals to be done;

· There has been a positive impact on Scotland’s financial infrastructure, in particular the creation of more, and larger, angel syndicates;

· One consequence of this is that the importance of the angels as suppliers of early stage funding to Scottish companies has increased;

· The demand for follow on funding is recognised, allied to general agreement that the Fund’s investment limit should be raised to £1 million; and

· There is agreement that impact has been greatest on turnover with the employment impact being relatively limited.

Conclusions

7.21
The Co-Investment Fund is attaining its objectives and is held in high regard by all parties: partners, investees, intermediaries, and non-partner investors. It is praised for its “bravery” in putting the private sector in the lead and the speed, simplicity and flexibility of its processes. To this we would add its performance and impact upon Scottish SMEs.

7.22
The issues identified tend to relate to future developments, rather than past activities or processes. Although some were based on the views of only a few interviewees, there was general concern that they might become more common. The main concern is that the Fund’s ethos may change, with private sector leadership becoming less significant. This needs to be taken seriously. Not only is there a danger that some partners may decide they no longer want to be involved, but the impact upon the performance of the Fund needs to be considered. The record of public sector investment funds in generating returns is not good (see Paragraph 2.59). Although it is not clear why this is the case, one reason may be that, when the public sector makes investments, factors other than the soundness of the proposition play a part. Our impact analysis would indicate that, with private sector leadership, the Fund seems to be performing well and should move into positive returns soon. The danger might be that, if different criteria come into play when decisions are made, then the Fund’s performance might suffer. This might make it difficult, if not impossible, to meet the target of a 20% return. This would strongly suggest that the Fund should stay led by the private sector, something that partners, investees and stakeholders feel is one of its greatest strengths.

Recommendations

7.23
Based on the earlier analysis our Recommendations, along with a brief justification of each, are given below.

7.24
RECOMMENDATION 1

The Fund should increase its maximum level of investment in any one company to £1 million.

There is demand from partners for the limits to increase, whilst some investees felt that they needed more investment than the Fund could provide. Given that the Fund is already making investments in excess of £0.5 million, to a degree this Recommendation is formalising current practice. However, there is also a need to ensure that this does not result in wasteful competition with the Scottish Venture Fund as there would then be an overlap in their funding ranges.
7.25
RECOMMENDATION 2

Careful consideration should be given before the Fund requests that investments over £0.5 million need to be justified by the partners.

Although we are aware of the need to exercise control over public funds, one of the main strengths   of the Fund is that it is private sector led. Currently investments above the £0.5 million level have to be justified to the Fund. The danger is that this process accelerates and the public sector begins to try to second guess the partners’ decisions. There could then be a danger that partners will leave and that, in the longer term, the Fund’s performance may suffer. 
7.26
RECOMMENDATION 3

Consideration should be given to insisting that a proportion of each partner’s funding allocation, or of the Fund as a whole, be spent on early stage companies.

Increasing proportions of the Fund are being spent on follow-on and bigger deals. The danger is that a new early stage funding gap is now opening up. This might be avoided if there was a requirement for a certain amount of capital to be reserved for early stage companies.  

7.27
RECOMMENDATION 4

Continuing, and possibly greater efforts, need to be made to develop new angel syndicates, not only in the West, but throughout Scotland.

There is an ongoing need to develop capacity, especially in angel syndicates that are the backbone of the Fund. Syndicates will die and may also change their focus as they gain more experience. If an expanded Fund is to be created, following the current ERDF application, then the need to increase capacity will become even more urgent if the Fund is to be able to invest its resources.

7.28
RECOMMENDATION 5

Efforts should continue to be made to attract venture capitalists to become Fund partners.

The need to expand the pool of partners, and to spend the financial allocation, means there is merit in trying to involve some of the bigger players, especially venture capitalists. The fact that the Fund has a track record (being able to point to some very successful investments) and the possible increase in the investment limit to £1 million may make this easier than in the past.

7.29
RECOMMENDATION 5

The role of the Portfolio Team, and its objectives, need to be clearly communicated to all partners and investees.

The issues, and potential conflicts, that are emerging seem to reflect a lack of understanding of the Team’s role and its objectives. Tension could possibly be resolved if the Team’s role were made clear and if this were linked to the need for the Fund to become evergreen. It may be that this role needs to be redefined, for example should it not be an active partner but have a watching brief and a remit to link businesses into the wider Network support framework?

7.30
RECOMMENDATION 6

The Portfolio Management Team should set a target Internal Rate of Return (IRR).

The Team apparently currently does not set an IRR. Until it does this it would seem to be hard to know if it is achieving its objectives. It also seems anomalous for the Team not to have a target IRR when a substantial part of its portfolio comes from a Fund that has a specified target rate of return.  
7.31
RECOMMENDATION 7

The Fund’s Investment Team should work closely with private sector investors to identify the key areas of investment readiness failure and devise suitable support. 

Investment readiness is a key area of weakness. However, in the past investment readiness has been interpreted in ways that investors do not always recognise. Accordingly we feel that the areas of weakness need to be identified by working with the investors. Once this has been done then suitable support should be devised.

7.32
RECOMMENDATION 8

The Fund should work closely with partners to identify potential deals that could benefit from investment readiness support and refer these   to appropriate support.
Investment readiness support needs to be targeted at companies that are felt to have growth potential. These might best be identified through those companies that approach partners. This would then result in closer links developing between Network support and investment.

7.33
RECOMMENDATION 9

Other Network products should be used to support and secure the Fund’s investments.

Many of the investees are Account or Client Managed. Despite this, the majority did not see that securing investment through the Fund had changed this relationship. Given this there might be merit in seeing if more Network support could be given once investments had been made. This might be a role for the Portfolio Management Team (see Recommendation 5).

7.34
RECOMMENDATION 10
More efforts should be put into marketing the successes of the Fund’s investments both generally and to potential partners.

There was a feeling amongst some interviewees that the Fund had developed a very effective “model” that had been partly responsible for some very successful companies. It was felt that this needed to be publicised more widely so that potential partners and syndicates could see that investing in Scottish companies could bring financial rewards.

7.35
RECOMMENDATION 11
The Fund needs to undertake ongoing market research to see how other Funds are evolving to ensure that it remains competitive.

The Fund has been successful in levering inward investment to Scotland. However, it was felt that there was always a danger that it could become less competitive than funds elsewhere. It this did happen then investment could be lost to Scotland. This could be partially avoided if market research was undertaken.

7.36
RECOMMENDATION 12
To ensure that the West of Scotland ERDF allocation can be spent by the end of 2008 SCF should consider buying into an existing fund that targets the West.

One of the main issues of concern to some interviewees was the danger that the West of Scotland ERDF allocation might not be spent and might have to be returned to the Commission. Whilst some recent initiatives have been introduced they may not be capable of making the necessary short term impact on spend. Investing in a Fund would seem to be one way of doing this.
Wider Recommendations

7.37
Chapter 3 spent some time exploring market failure. The point was made that, like many other venture capital interventions, the market failure justification for the Fund was poorly articulated. In part this reflects confusion between market failures and problems that policy makers want to solve. The 2 are not always congruent. This could usefully be addressed in the future. A useful reference can be found in a Home Office publication.
  To ensure that this is done we would also   suggest that Scottish Enterprise evaluation staff be involved in programme design at an early stage.

7.38
RECOMMENDATION 13
The market failure justification for future policy interventions should be clearly stated.

7.39
RECOMMENDATION 14

7.39
 Scottish Enterprise evaluation staff should be involved in the design of all projects and programmes that involve market interventions to ensure that what is being proposed is addressing market failure. 
7.40
Some of the partners made a number of other suggestions for changes to the Fund. We are not in favour of these being acted upon for the reasons given below:-

.    

· Increasing the size of the Arrangement Fee. The partners are in the investment business. As such they should expect to cover the costs involved in this business and not expect public subsidy above that already given by the Fund. Indeed it might be questioned if the Fee is needed; and
· Paying for attendance at events such as trade fairs, as suggested by one partner. Again this needs to be seen as an integral part of the investment business and as such covered by the partner.

7.41
Overall the evaluation has found that the Fund is effective in terms of its management, activities and impacts. This is no doubt why it is well regarded by its partners. The Recommendations given above are therefore relatively minor. Yet, were they to be acted upon, they might help to avoid the dilution of this positive start by ensuring that some of the issues identified in this evaluation do not become major concerns.

APPENDIX ONE

Interviewees

Partners

Raymond Abbot


Albany Ventures 

David Armour


Pentech Ventures

Richard Brook


E-Synergy

Stephen Campbell

Halifax Bank of Scotland Corporate Banking

Eggert Claessen

Vitta 

Anne Clyde


UKSE Fund Managers Ltd

Andrew Craig


Aberdeen Asset Managers Private Equity

Stuart Deed


Scottish and Southern Energy  

Erik Fallstrom


ED Capital Ltd

Robin Finlayson


Longbow Capital Ltd

Susie Fisher


Discovery Investment Fund

Mark Hogarth


Sigma Capital Group

Ken Ingram


Discovery Investment   Fund

Paul Johnston


The Hamilton Portfolio Limited

Alex Mackie


Barwell PLC

Gillian MacAulay

Upstarts UK Ltd

Douglas Needham

Ashley Bank Investments Ltd

Keith Punler


The Kapital Corporation

Andy Purves


Tri Capital Ltd

Ian Scott 


Highland Venture Capital

Professor David Simpson
Simpson Research Institute

Charles Sweeney

Adaptive Venture Managers

Geoffrey Thomson

Braveheart Ventures Ltd

John Waddell


Archangel Informal Investments

Jim White


Scottish and Southern Energy

John White


E-Synergy

Stakeholders

Susan Armes


Scottish Enterprise

Colin Clarke


Clarke Associates

Graham Cumming

Clydesdale Bank
Sandy Finlayson

Murray, Beith, Murray
Bill Fowler  


Semple Fraser

Jim Glasgow


Scottish Government

David Grahame


LINC Scotland

Angus Hay


DC Consulting

Ian McCall


Scottish Government

Venture Funds

Jason Ball


London Seed Capital

Andrew Burton


The Viking Fund

Kevin Caley


The Advantage Early Growth Fund

Dr Andrew Stevenson

The Sustainable Technology Fund

Investees

	Company 
	Contact 

	Adventi Ltd
	Graham Bucknell 

	Alivox
	Bilal Aknam

	Amoebics
	Sutherland Maciver

	Amphotonix
	Craig Tomling

	Axeon Technologies Ltd
	Hamish Grant

	Biopta
	David Bunton

	Criticial Blue
	David Stewart

	Cytosystems
	Richard Berryman

	Design Led
	James Gourlay

	Dimensional Imaging
	Colin Urquart

	DPM Water Technologies
	Hugh O'Donnel

	Dream Technology
	Jim McGroarty

	Ectopharma
	Magnus Nicolson

	Essential Viewing Systems
	Stewart Wallace

	Gas Sensing Solutions
	Alan Henderson

	Giltech
	Gillian Watson

	Hydrosense
	Neil Polwart

	I Design Multi-Media
	Ian Sunter

	Intense Ltd
	Scott Christie

	Inxstor Ltd.
	Tony Combe

	Lab 901
	Joel Fearnley

	Lamellar Biomedical
	Duncan Lawrence

	Lux Bionic
	Vjera Magdalenic

	M2 Lasers
	Graeme Malcolm

	Mpathy Medical Devices Ltd
	James Browning

	Nandi Proteins
	David McCartney

	NCIMB
	Barry Phillpot

	Nitech
	Neil Todd

	Outerlight
	Ailsa Bates

	Photonase
	Gordon Freeman

	PSI Electronics
	David Fraser

	Pufferfish Ltd
	Andy Crofts

	Rapid Mobile
	Mark Munro

	Reactec
	Mark Paul Buckingham

	Red Kite
	Ken Anderson

	Red Spiders
	Chris Oliver

	Robop 
	John Donald 

	Scalar Technologies
	Ian Bain

	SFX Technologies
	John Docherty

	Spiral Gateway 
	Mattew Lawrenson

	Stem Cell Sciences
	Hugh Iliyne

	Syntropharma Ltd
	David McHoul

	Texol - Technical Solutions PLC
	Brian Frame

	Touch Bionics
	Stuart Mead

	Traak Systems
	Colin Balfour

	Verisim
	Mike Johnstone

	Vitrology
	Steve Gibson

	Volo Holdings Ltd.
	Yeshpaul Soor; Scott Carnegie


APPENDIX TWO

Scottish Co-Investment Fund’s Investment Criteria

1.
SCF can invest up to a maximum of £500,000 in any one individual company. This can be in one tranche or multiple rounds. The total deal size should not exceed £2 million and this will include any debt component in the round.

2.
The investment must at least be matched £ for £ with the private sector.
3.
The terms obtained must be pari passu with the partner.  

4.
The company must be predominately located in Scotland and have its “centre of gravity” in Scotland.

5.
The company must be incorporated and have less than 250 employees and have net assets of less than £16 million.

6.
Scottish Enterprise (SE) has an overriding rule that it cannot own more than 29.9% of the voting rights of a company. This rule incorporates other investment schemes previously invested by SE and may be relevant if the company has received additional support from the network.

7.
The company must be in an eligible sector. SE will only consider investing in a non-eligible sector in exceptional circumstances where it is satisfied as to both:-

· The rationale in terms of market failure; and

· Contributions in relation to overall economic impacts.

8.
The sectors that are ineligible to receive support are:- 

· Dealing in land commodities, futures, shares, securities and other financial instruments;
· Banking, insurance, money lending, debt factoring, hire purchase financing and other financial activities; 
· Leasing or letting assets on hire;
· Providing legal or accountancy services; 
· Property development;  

· Farming, forestry or market gardening; 
· Operating or managing hotels, nursing or residential care homes; and
· Retail sectors if there is a trade displacement issue with other local businesses. 
Source: Young, Andrea, 2007, Scottish Enterprise Investments Information Paper: Scottish Co-Investment Fund (SCF), Scottish Enterprise, September.

APPENDIX THREE

  THE pARTNERS

TABLE A3.1




Partners’ Investment Details – 2003 to Autumn 2007
	Year 
	Angel Syndicates
	Venture Capitalists
	Corporate
	Banks
	TOTAL

	
	Percentage of Deals in year
	Percentage of SCF Investment in year
	Percentage of Deals in year
	Percentage of SCF Investment in year
	Percentage of Deals in year
	Percentage of SCF Investment in year
	Percentage of Deals in year
	Percentage of SCF Investment in year
	Total Deals in year
	Total SCF Investment in year

	2003
	94
	99
	6
	1
	0
	0
	0
	0
	17
	£1,831,884

	2004
	91
	84
	7
	14
	2
	2
	0
	0
	45
	£4,657,581

	2005
	75
	65
	16
	30
	7
	4
	2
	1
	68
	£7,531,391

	2006
	83
	71
	10
	21
	5
	6
	2
	2
	60
	£8,635,544

	2007
	78
	74
	16
	11
	4
	10
	2
	5
	55
	£5,467,738

	Average/Total
	83
	74
	12
	19
	4
	5
	1
	2
	245
	£28,124,383


TABLE A3.2

Partners’ Investment Profile – to Autumn 2007
	Investor
	Number of Companies 
	Percentage of total

	Braveheart
	17
	19

	Archangel
	14
	16

	Sigma
	5
	6

	Tricap
	4
	4

	Barwell
	4
	4

	Adaptive
	3
	3

	Ashley Bank
	3
	3

	Hamilton
	3
	3

	Simpson
	2
	2

	UK Steel
	2
	2

	E-Synergy
	2
	2

	Premium
	2
	2

	Pentech
	2
	2

	AMJPE
	2
	2

	B of S
	2
	2

	Aurora
	2
	2

	Albany
	1
	1

	Alice
	1
	1

	EDP
	1
	1

	Discovery
	1
	1

	Longbow
	1
	1

	Upstarts
	1
	1

	Vitta
	1
	1

	WL Ventures
	1
	1

	Teasses
	1
	1

	Spring
	1
	1

	CIM
	1
	1

	Consortia
	11
	12

	TOTAL
	92
	971


Note:-
1.
Does not total to 100 due to rounding errors

APPENDIX FOUR

THE investees

TABLE A4.1

            Location of SCF Investees - Autumn 20071 
	Postcode
	Number of companies
	Percentage of companies

	EH
	32
	35

	G
	21
	23

	DD
	9
	10

	AB
	8
	9

	KY
	6
	7

	FK
	4
	4

	PA
	3
	3

	ML
	3
	3

	KA
	2
	2

	TD
	2
	2

	PH
	1
	1

	LS
	1
	1

	TOTAL
	92
	100


Note:-
1.
This Table gives details of the 92 investees that were trading as at Autumn 2007.

TABLE A4.2


 Size Profile of Investments1
	Size of SCF Investment2
	Number of companies
	Percentage of companies

	0
	3
	3

	1-50,000
	8
	9

	50.001-100,00
	9
	10

	100,001- 200,000
	23
	25

	200,001-300,000
	9
	10

	300,001-400,000
	10
	11

	400,001-500,000
	27
	29

	500,000+
	3
	3

	TOTAL
	92
	100


Note:-

1.
This Table gives details of the 92 investees that were trading as at Autumn 2007.
2.
Minimum deal size was apparently £0 and the maximum £750,000.
TABLE A4.3


 Number of Investment Rounds1 

	Number of Investment Rounds
	Number of companies
	Percentage of companies

	0
	3
	3

	1
	39
	42

	2
	35
	38

	3
	7
	8

	4
	5
	5

	5
	0
	0

	6
	3
	3

	TOTAL
	92
	99


Note:-

1.
This Table gives details of the 92 investees that were trading as at Autumn 2007.

TABLE A4.4


Sectoral Breakdown of Investees1
	Company Sector

 (BVCA categorisation)
	Number of companies
	Percentage of companies

	Software
	18
	20

	Medical/Health related
	14
	15

	Biotechnology
	12
	13

	Electronics
	10
	11

	Media and photography
	6
	7

	Manufacturing
	3
	3

	Life sciences
	2
	2

	IT Hardware
	2
	2

	Internet Technology
	2
	2

	Energy
	1
	1

	Retail
	1
	1

	Construction/ Building projects
	1
	1

	Other Consumer related
	1
	1

	None given
	2
	2

	Other
	17
	18

	TOTAL
	92
	99


Note:-

1.
This Table gives details of the 92 investees that were trading as at Autumn 2007.

APPENDIX FIVE

Overview of Public Equity Funds in the United Kingdom  

Introduction

A5.1
One of the objectives of the study was to explore the similarities and differences between the Scottish Co-Investment Fund (SCF) and other publicly funded equity funds in the United Kingdom. This Appendix presents the findings from this exercise. It considers:-
· The key characteristics of the funds;

· Their operations and management; and 

· Learning Points.

Key Characteristics of the Fund

A5.2
Table A5.1 highlights the main features of the four funds reviewed. These were:

· The Advantage Early Growth Fund (AEGF);

· The Sustainable Technology Fund (STF) delivered by e-Synergy, one of the  Co-Investment Fund’s partners;

· London Seed Capital Fund; and

· The Viking Fund.

A5.3
The key messages to emerge from the Table are:-

· There was variation in the size of the funds with the London Seed Capital, AEGF and the Viking Fund centring around the £5m level whilst the Sustainable Technology Fund was significantly larger at £30m;

· All the funds were co-investment, that is they sought to invest alongside of the private sector;

· The former Department of Trade and Industry (DTI) was the main public sector funder in each of the funds;

· AEGF and London Seed Capital will consider investing in any sector whilst the STF and the Viking Fund were more technology focused;

· AEGF, London Seed Capital and the Viking Fund are regionally focused whilst the STF operates on a UK wide basis;

· Each fund has a 10 year lifespan, with investments usually taking place within the first 5 years. The second 5 year period concentrates on managing the portfolio and looking for   exits;

· All of the funds invest  in early stage companies;

· Each fund has a maximum investment limit of £100,000, again with the exception of STF which can invest up to £2 million in its first investment. All make follow-on investments; and

· Each fund undertakes its own due diligence in addition to that undertaken by the private sector. This is a key difference to SCF which does not do this.

	Fund Name 
	AEGF
	Sustainable Technology Fund (STF) -  e-Synergy
	London Seed Capital
	The Viking Fund

	Fund Size (£ million)

	£8 
	£30 
	£4.65 
	£5 

	Co-Investment Fund


	Yes
	Yes
	Yes
	Yes

	Main Funders
	DTI - £4 million; Advantage West Midlands - £3 million
	DTI - £20 million; Private Sector Investors - £10 million 
	DTI
	DTI

	Sectors 


	All sectors
	Sustainable technologies
	All sectors
	Technology focused

	Geography


	West Midlands
	UK wide
	London and the South East
	Yorkshire

	Fund Duration


	10 year fund
	10 year fund
	10 year fund
	10 year fund

	Company Investment Stage
	Early stage 
	New start – usually post revenue, pre-profit
	Early stage
	Early stage

	Minimum Investment Level
	No formal minimum, but generally not less than £20,000
	£500,000
	£50,000
	£10,000

	Maximum Investment Level


	£100,000
	£2,000,000
	£100,000
	£100,000

	Nature of Investment
	Equity mainly, but some debt
	Equity
	Equity mainly, but some debt
	Equity mainly, but some debt

	Follow-On Investments
	Yes
	Yes – up to a maximum of £3 million  in 1 company
	Yes – up to a maximum of £500,000 in 1 company
	Yes – up to a maximum of £200,000 in 1 company

	Own Due Diligence 


	Yes
	Yes
	Yes
	Yes


TABLE A5.1   

Key Characteristics of the Funds 

Sourcing Investment Opportunities

A5.4
 Investment opportunities are sourced in a range of ways. In the case of the London Seed Capital fund, interested parties must first present to the London Business Angels network. If this is successful, London Seed Capital will consider investing alongside of the angels. The fund follows the private sector lead in much the same way as the Scottish Co-Investment Fund.

A5.5
In the case of Viking, the fund works in conjunction with the Viking Club: a network of angel investors created as a source of match funding. Either party can identify opportunities but Viking Club members (or indeed any private sector investor) must invest on at least equal terms before the deal can proceed. AEGF also requires at least equal match funding.

A5.6
As STF is operated by a private sector investment firm, e-Synergy, it sources its own deals in much the same way as a traditional venture capitalist would. As the fund already has £10 million of private investment, it does not need to source a co-investor for every deal.

Management

A5.7
Each fund’s portfolio is managed by an in-house investment team. The team is responsible for tracking the progress of the investments and identifying suitable exit opportunities. It should be noted that there have been minimal exits from invested companies to date.

A5.8
Uptake of board seats is variable. Each fund reserves the right to install a board director, but may not always take this up. AEGF reported that it has taken up a board seat on several of its early investments. This was due to a lack of expertise amongst the angels with which it co-invested. AEGF therefore took on this responsibility in order to protect its investments. London Seed Capital generally installs an observer on the board. As e-Synergy makes larger investments through the STF, it always takes up a board seat.

Charges

A5.9
As the funds use public resources, the ethos is on keeping the charges to invested companies as low as possible. One of the ways this is done is by the use of a standard investment agreement, which sets out standard terms and requires minimal new legal input on each deal. 

A5.10
 Despite this, charges diverge considerably. For example:-

· London Seed Capital charge £2,000 to  £6,000 as an initial arrangement fee with an ongoing annual monitoring fee of  2% of the investment;

· AEGF charge no initial arrangement fee to companies. They also make no charge for legal costs and due diligence. Instead they charge a monitoring fee of £300  to  £500 per month;

· Similarly, the Viking Fund charges a monthly monitoring fee of £300, but also charges an arrangement fee of 1% of the investment (with a minimum charge of £1,000); and

· The Sustainable Technology Fund charges companies around £20,000 towards the costs of due diligence reports. However, monitoring fees are charged at 2% to the investors as opposed to the investees. The rationale here is that the investors are better placed to meet this cost than companies.

Returns

A5.11
The AEGF and Viking Funds have a set payback agreement with the former DTI. The aim is at the end of 10 years, the funds will pay back the initial £5 million investment plus 6% compound interest. Any surplus will then be shared between the Department for Business Enterprise and Regulatory Reform (the DTI’s successor) and the funds’ management teams.

A5.12 Both London Seed Capital and the STF have more ambitious return targets. Their aim is to generate a 3 times return on funds by the end of the 10 year period. At the individual company level, expectations were said to be for a return of up to 10 times the original investment. Given that some investments will inevitably fail, the aim was that the successes and failures would balance out and generate the target return over the fund’s life.

Learning Points

A5.13
With each fund still in the middle or early stages of its lifetime, it is difficult to provide an overall assessment of how successful they have been. Nevertheless, fund managers identified some things they felt it was worth highlighting. These included:-

· AEGF felt that it was important to keep the cost per deal low. This allowed it to minimise the charges made to companies and stay true to its original objectives;

· AEGF also felt that, due to the relatively small nature of its investments, it was important to develop a wide portfolio of companies. This spreads the risk and increases the chances of finding “superstars” as the fund’s director put it; and

· STF highlighted the importance of thorough market analysis prior to investment. This was said to be especially important as their investments were large (in public equity terms) and the risks potentially higher.

A5.14
The importance of investing in companies with experienced management teams emerged strongest in the consultations. The consensus was investments in companies where the right people were in place had the best chance of succeeding. In most cases this was the key determinant when deciding whether to invest or not.

Conclusions

A5.15
This short paper has provided a brief overview of the key features of 4 public equity funds in the UK. The main conclusion is that, despite subtle differences in investment amounts, charges and geographical focus, the funds operate using the same principles as the Scottish Co-Investment Fund. That is, to provide low cost equity investment to young companies in partnership with the private sector. 

A5.16 
Where they differ is that they all undertake their own due diligence and charge fees to investors.

A5.17
For more information about the 4 funds reference can be made to:-

· The Advantage Early Growth Fund (AEGF) – Kevin Caley, Managing Director – www.aegf.co.uk
· The Sustainable Technology Fund (STF) – Dr. Andrew Stevenson, Managing Director - www.e-synergy.com 

· London Seed Capital – Jason Ball, Investment Director - www.londonseedcapital.co.uk
· The Viking Fund – Andrew Burton, Managing Director - www.vikingfund.co.uk
APPENDIX SIX
SAMPLE ECONOMIC IMPACT CALCULATION

Introduction

A6.1
This Appendix provides a worked example of the economic impact calculation for one company from the survey.  This is based on the 2007 turnover impact and includes each of the steps in the calculation.

Step 1 – Intervention Option Calculation

A6.2
The intervention option is essentially the position when the intervention is implemented. Table A6.1 shows how this is calculated.
TABLE A6.1 

Intervention Option Company X

	Step
	Value
	Components

	Gross Turnover 2006/07
	£370,000
	2006/07 turnover achieved by the company as per SE Guidance

	Leakage
	0%
	Based on consultation with company that it was headquartered in Scotland and all activity takes place in Scotland

	Calculation 1
	£370,000
	Gross Turnover-(Gross Turnover x Leakage Value)

	Displacement
	25%
	Based on company view that a minority of competitors are based in Scotland, which is translated into 25% Displacement

	Calculation 2
	£277,500
	(Calculation 1 value x Displacement value)

	Substitution
	0%
	No evidence of substitution

	Calculation 3
	£277,500
	(Calculation 2 value x Substitution value)

	Multiplier
	1.5
	Output multiplier value for SIC 32.10 (based on Input output industry for that SIC code) derived from Scottish Government Input Output Values

	Calculation 4
	£416,250
	Calculation 3 value x Multiplier value

	Intervention Option Total
	£416,250
	Value from Calculation 4


Step 2a – Low Reference Case

A6.3
The reference case is what would have happened anyway (Table A6.2).  In this case we look at the low value reference case, based on a high level of deadweight (77%) derived from interviews with the investors.

TABLE A6.2

   Low Reference Case Company X

	Step
	Value
	Components

	Gross Turnover 2006/07


	£370,000
	2006/07 turnover achieved by the company as per SE Guidance

	Deadweight


	77%
	Based on interviews with Investors (high deadweight total)

	Calculation 1
	£284,900
	Gross Turnover x Deadweight Value

	Leakage


	0%
	Based on consultation with company that it was headquartered in Scotland and all activity takes place in Scotland

	Calculation 2
	£284,900
	(Calculation 1 x Leakage value)

	Displacement


	25%
	Based on company view that a minority of competitors are based in Scotland, which is translated into 25% Displacement 

	Calculation 3
	£213,675
	(Calculation 2 x Displacement value)

	Substitution
	0%
	No evidence of substitution

	Calculation 4
	£213,675
	(Calculation 3 x Substitution Value)

	Multiplier


	1.5
	Output multiplier value for SIC 32.10 (based on Input output industry for that SIC code) derived from Scottish Government Input Output Values

	Calculation 5
	£320,513
	Calculation 4 x Multiplier Value

	Low Reference Case Total
	£320,513
	Value from Calculation 5


Step 2b – High Reference Case

A 6.4
The reference case is what would have happened anyway (Table A6.3).  In this case we look at the high value reference case, based on a low level of deadweight (76%) derived from interviews with the investors.

TABLE A6.3

High Reference Case Company X

	Step
	Value
	Components

	Gross Turnover 2006/07


	£370,000
	2006/07 turnover achieved by the company as per SE Guidance

	Deadweight


	67%
	Based on interviews with Investors (low deadweight total)

	Calculation 1
	£247,900
	Gross Turnover x Deadweight Value

	Leakage


	0%
	Based on consultation with company that it was headquartered in Scotland and all activity takes place in Scotland

	Calculation 2
	£247,900
	(Calculation 1 x Leakage value)

	Displacement


	25%
	Based on company view that a minority of competitors are based in Scotland, which is translated into 25% Displacement 

	Calculation 3
	£185,925
	Calculation 2 x Displacement value)

	Substitution
	0%
	No evidence of substitution

	Calculation 4
	£185,925
	(Calculation 3 x Substitution Value)

	Multiplier


	1.5
	 Output multiplier value for SIC 32.10 (based on Input output industry for that SIC code) derived from Scottish Government Input Output Values

	Calculation 5
	£278,888
	Calculation 4 x Multiplier Value

	High Reference Case Total
	£278,888
	Value from Calculation 5


Step 3 – Assessing Net Additional Impact

A6.5
The net additional impact of an intervention is the difference between the reference case and the intervention option (Table A6.4).  In this case we have 2 values representing a low and high net additional impact, based on the 2 deadweight values used in the impact calculations.

TABLE A6.4

Assessing Net Additional Impact for Company X

	Step
	Value
	Components

	Intervention Option
	£416,250
	Intervention Option Total (Step 1)

	Low Reference Case
	£320,513
	Low Reference Case Total (Step 2a)

	High Reference Case
	£278,888
	High Reference Case Total

(Step 2b)

	Low Net Additional Impact
	£95,7381 
	Intervention Option less Low Reference Case

	High Net Additional Impact
	£137,3631 
	Intervention Option less High Reference Case


Note:-

1.
 These values are calculated from rounded totals

Step 4 – Discounting

A6.6
The headline results are discounted based on HM Treasury Green Book guidance that states that people (and society) prefer to receive goods and services now rather than in the future.     To take account of this we have discounted the impacts based on the 3.5% rate outlined in the Green Book (Table A6.5).

TABLE A6.5

Discounting Process for Company X

	Step
	Value
	Components

	Year of investment
	2007
	Year the company received their first SCF investment

	Years to Impact
	0
	2007-Year of investment

	Discounting Factor
	1.000
	Discounting factor based on 3.5% HM Treasury value for current impact

	Gross Impact Discounted
	£370,000
	2006/07 turnover as per SE guidance

	Low Net Additional Impact
	£95,7381 
	Intervention Option less Low Reference Case

	High Net Additional Impact
	£137,3631
	Intervention Option less High Reference Case

	Low Net Additional Impact Discounted
	£95,7381
	Low Net Additional Impact * Discounting Factor

	High Net Additional Impact Discounted
	£137,3631
	High Net Additional Impact*Discounting Factor


 Note:-

1.
 These values are calculated from rounded totals
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� HM Treasury, no date, op. cit., pp. 26-28.
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www.homeoffice.gov.uk/rds/pdfs06/rdsolr0606.pdf
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Intervention Option


Leakage – Extent to which benefits occur outside Scotland


Displacement – Extent to which SCF intervention firms have taken market share from non SCF firms


Substitution – this where a firm substitutes one activity for a similar one to take advantage of public sector assistance 


Multipliers – Positive downstream economic benefits arising in the supply chain and wider economy


Gross Impact
Turnover, GVA, Jobs


Reference Case


Deadweight – Extent to which benefits would have happened without SCF


Leakage – Extent to which benefits occur outside Scotland


Displacement – Extent to which SCF intervention firms have taken market share from non SCF firms


Substitution – this where a firm substitutes one activity for a similar one to take advantage of public sector assistance 


Multipliers – Positive downstream economic benefits arising in the supply chain and wider economy


Net Additional Benefit
Intervention Option less Reference Case



