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Foreword

In March last year we were asked by The Northern Way to join an independent
Private Investment Commission, to identify recommendations and actions for
increasing the flow of private sector investment in the North of England. The
Commission was asked to take a fresh look, from a clear private sector
perspective, and to focus on the medium and longer term. This longer term
focus may seem difficult, perhaps to some irrelevant, in a current environment
in which the global economy is facing unprecedented challenges. But even in
the midst of all the effort devoted to managing the impact of the recession,
we must now start to think about the nature of the recovery.

Our interim report published in December 2008 presented some initial analysis, early
findings and clarified the scope of our enquiry. Evidence presented in that report
suggested that, in the past, it was during the recovery phase that the northern
regions faced particular barriers. The recession itself, while serious in its economic
costs, will come to an end. It's the recovery phase which will determine how well
places will perform in the longer term. It became clear following consultation with
leading private and public sector representatives that the Commission’s efforts and
expertise was best focussed on addressing the following four key areas to help
ensure a strong and speedy recovery:

¢ How local leaders can create a good reputation with private investors and create
the best conditions for private investment — (Chapter 2);

* How private investment in regeneration can be maintained and enhanced by new
financial models — (Chapter 3);

¢ How the private sector can become a better partner in meeting the transport, e-
connectivity and energy challenges of the future — (Chapter 4);

® How a stronger flow of external equity investment can be secured for small and
medium sized businesses — (Chapter 5).

This report sets out the Commission’s final recommmendations and the actions
needed now by government, industry and the regions to ensure that when the
confidence returns and investment begins to flow back to normal levels, all regions
of the UK are able to benefit from a stronger flow of private investment. Whilst The
Northern Way group of northern Regional Development Agencies has been the
catalyst for this report, our recommendations and conclusions are relevant to other
regions outside the Greater South East and hence should have an interest
nationally.

This paper presents evidence which shows there are some long-standing market
characteristics that reinforce a focus on London and the South East, leaving the
other regions as relatively untapped opportunities. For example, even before the
current crisis hit there was a troubling imbalance in the geographic distribution of
venture capital investment.

The UK is too easily characterised as facing an economic divide between the North
and South. The reality is a more complex mix of hot and cold spots across the
country, with variation in economic performance within as well as between regions.
The investment performance of the North is no worse than we would expect given
underlying economic conditions and the record in some areas, for example foreign
direct investment, is impressive. There are many examples of spectacularly
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successful, commercially driven projects and regeneration in many of the North’s
cities and towns. But there are genuine concerns that momentum may be difficult to
regain, even when the economy recovers. With more limited public resources
available in the future, it will be critical to develop new ways to stretch public
resources further and identify new ways of working with the private sector.

It often takes a crisis to induce a change in long-run fundamentals, cultures and old
ways of working. In the future we need new approaches and new ideas to attract
investment in a world in which the private sector is becoming more footloose and
clinical in its decision-making. Strengthening the capacity of all our regions to
respond quickly and effectively to the opportunities in the economic upturn will be
crucial for our future success.

In closing we’d like to thank the many people and organisations that have
contributed to our work. We hope that this report properly reflects the views we've
heard and the experience of those striving to make a difference in an uncertain and
fast-moving economy.

Sir James Crosby (Chair) Mark I’Anson
Felicity Goodey CBE Jamie Martin OBE
Patrick Walton Martin Crookston

Duncan Mycock
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Statement on behalf of
The Northern Way

Since we established the Private Investment Commission, to develop
proposals to increase the flow of private sector investment in the North of
England, the economic environment has deteriorated significantly. We have
witnessed a major recession but there are now early signs that the economy is
starting the long process of recovery.

From the start, the Commission was tasked to maintain a long term focus. Whilst
acknowledging the difficulties currently being faced in markets, we believe now is
the time to ensure that when the upturn does come, the North is able to respond
quickly to avoid the effects of the current economic slowdown becoming persistent.

Improving the prospects for private finance and investment in the North is a key
objective of The Northern Way. We are delighted that Sir James Crosby agreed to
Chair this Commission, and welcome the commitment and contributions made by
all of the Commission members throughout the enquiry. The Commission’s final
report brings a unique perspective that draws on the expertise of highly talented
individuals with a diverse experience of business in the North. We would like to
thank all of the Commission members for their work over the past year.

The recommendations contained in this report set out a clear and compelling
argument for change and new ways of working. The report outlines the steps we
need to take to create the conditions in which private investment is, once again, a
source of sustained, stable, economic growth across the North. Some of the
recommendations reinforce existing trends and best practice, whilst others
challenge our existing perceptions and require a change in culture or more radical
approaches. This report provides an important framework for future action, highly
relevant to many organisations and businesses — not just in the North, but in all
regions across the UK.

Neville Chamberlain CBE Hugh Morgan Williams OBE
Chairman of The Northern Way Incoming Chair of The Northern Way
2006-2009
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Executive Summary

In March 2008, The Northern Way’s independent Private Investment
Commission was established to identify the barriers that are limiting private
investment, whether arising from central government, local partners, or the
markets themselves, and to make proposals for how those barriers might be
removed. This report presents our final conclusions and recommendations
based on our own direct business experience, and from the evidence and
stakeholder analysis collated by The Northern Way team and Deloitte LLP on
our behalf.

Over the past few decades, the world in which the UK economy operates has
changed through globalisation and the mobility of factors of production. The
competition for attracting investment from around the globe has never been
stronger. And the nature of the competition has also changed. In response, the last
two decades have seen a major reshaping of the economy of the North of England.
This transformation has been profound and rapid. There has been a decisive move
away from reliance on traditional industries, towards a more diversified economy,
requiring higher skill levels, innovation in system and technological capacity, and
sustained private investment. These changes place the North in a much stronger
position for recovery now than in previous recessions.

The key to a quick recovery will be the rapid return of substantial private investment
flows. But in some areas, a return of investment alone is not sufficient. The UK
venture capital market is failing to deliver adequate funding to support growing
businesses located outside the Greater South East. As national and regional
initiatives to address the equity gap have failed to stimulate the underlying private
market on a permanent basis, a new approach is needed. We propose a public-
private partnership with a sufficient critical mass of funding to deliver directly to
businesses in each of the major city-regions outside the Greater South East.

As new opportunities associated with the need to develop new energy technologies
arise, the North is well placed to make a strong contribution to national and global
economic change. But unless Government addresses current infrastructure
capacity issues, the development of new energy supply and a new energy sector
will be severely restricted.

With less public resources available in the future for public services, regeneration,
transport, infrastructure and business support, it will be much harder for the public
sector to maintain momentum and investment in many of its plans and programmes.
New models of finance for transport based on road pricing appear to be undeliverable
in the foreseeable future. And previous models of residential-led regeneration based
on returns from high density city centre apartments will no longer be applicable. The
ability to recycle and re-invest public resources, over a long term investment planning
period, will need to become the norm to stretch resources further. New forms of
partnership between the public and private sector and new financial models to
secure and de-risk commercial returns will be needed in the future.

The emergence from the recession will, at least initially, see investors more risk-
averse, and attracted to areas that have a good reputation for delivering the best
possible environment for successful investment. A high quality public realm provides
a good indication of the quality of public services in an area. As place based factors,
such as good education and green spaces become increasingly important to many
of today’s industries, the role of local authorities in the attraction of private
investment is crucial.
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The concept of the “city-region”— the critical mass of economic assets surrounding
the major cities — has become increasingly important as the basis for investment
decisions. Markets and employment catchments often extend way beyond local
and even regional boundaries. Regional Development Agencies have become
major assets for the North, bringing greater specialist expertise to bear on a cross-
boundary basis, closer to the geography which makes sense to investors. They
provide specialist resources to complement local capacity, and are better placed
than individual local authorities to lead a cross-boundary dialogue with investors.
They work best when their work is integrated with local and city-regional
approaches — to avoid parochialism, and provide the joined-up public sector
response that business needs.

To build a consistent strong pro-business reputation for an area, regions and city-
regions need to present a more coherent single voice and vision to the private
sector and provide greater commitment, certainty and consistency through a
common and joined-up planning system and delivery mechanism. Otherwise, the
proliferation and fragmentation of public sector bodies operating in any one area
can risk unnecessary uncertainty, complexity and confusion with businesses and
investors. Central government can also help by removing a great deal of
unnecessary national clutter from the local planning system to enable local
authorities to meet local needs.

The regeneration of many of the North’s cities and towns has been a major
achievement over the years. But there is still much to do and the current economic
crisis has had a particularly negative impact upon the regeneration sector across the
whole of the UK. Even when the economy recovers, rebuilding momentum in
regeneration will be difficult. By using its role to de-risk investment and provide
longer-term commitment of public funding for the underlying infrastructure and
public realm, the public sector can secure greater commitment and leverage from
private investors through new financial models based on tax incremental finance.
Project delays and risk often associated with Section 106 negotiations also need to
be addressed.

In the past, regeneration has tended to be seen as a niche market. By removing
some of the perceived and real barriers and by broadening the scope and critical
mass of the investment proposition, there is considerable scope to attract new
larger institutional investors and new market entrants. For example, new
investment propositions that support the delivery of a new housing offer for the
North would provide greater certainty and consistency in long term returns and
would potentially be attractive to the major pension funds, international investors
and sovereign wealth funds.

Going forward, we believe that this report provides a framework to support
organisations and businesses as they prepare for a future uncertain environment
where levels of private investment will slowly recover and public resources will be
limited. Confidence in new models of investment and commitment to new ways of
working will need to be established. Ultimately we hope that our recommendations
will help those working to deliver economic prosperity across the whole of the UK.
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Chapter 1: Charting the new climate
for investment

Summary:

¢ As the economy approaches a low point in the economic cycle, now is the time
to prepare the ground for the recovery phase;

¢ |n past recessions the northern regions have emerged less quickly from
recession. A more diversified economy places them in a stronger position now.
In some areas, particularly inward investment, the North has a track record of
out-performing other regions;

¢ There are long-term structural features of the economy which will continue to
hold into the next cycle, but some drivers of recent growth can no longer be
taken for granted;

¢ Housing markets will recover, underpinned by the national shortage of supply.
Credit lines will be re-established as the financial sector rebuilds its balance
sheets. But the positive environment for investment we have seen in recent
years will be harder to restore without new forms of partnership between the
public and private sector and new models to secure and de-risk commercial
returns;

Setting the conditions for
future investment now
might help to ensure a
speedy recovery.

¢ Fconomic growth will favour areas that offer the critical mass and market
capacity across a wider regional geography. The North’s larger city-regions are
well placed to meet the needs of investors in a more competitive environment,
in which local ties become more unimportant, and parochialism is the enemy of
prosperity.

At a time of recession, it can sometimes be difficult to focus on the fundamentals
that deliver longer term prosperity. But the recession itself will last for a relatively
short time. Setting the conditions for future investment now might help to ensure a
speedy recovery. Past experience teaches us that economic turning points can
actually be among the best times to set a firm basis for the future and try out new
ideas. Many of the North’s cities and towns have found it particularly difficult in the
past to manage a strong and speedy recovery, and the relative performance of the
North as a whole has often deteriorated in that phase of the economic cycle.

The Private Investment Commission was established by The Northern Way in March
2008, with this particular challenge in mind. Our remit was to identify options and
recommendations for improving the flow of private investment into the northern
regions. The Commission, made up of members from different business sectors,
was asked to take a fresh look, and to focus on the medium and longer term.
Established as a task-and-finish group, this report marks the end-point of its work.

The scope of this enquiry could cover a wide range of issues. It was agreed early on
by the Commission that their objective wasn’t to produce a comprehensive
economic strategy for the North, particularly since regional bodies are already
engaged in developing and implementing strategies for their regions. Instead the
Commission was best focussed on those areas where its members could most add
value and provide a new perspective, drawing on their own extensive business
experience and knowledge. Further analysis and evidence was collated by The
Northern Way team and Deloitte LLP; with additional work in specialist areas
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This type of approach broadens the scope and critical mass of potential investment
opportunities to the private sector without the need to create new financial models.
Large investors (such as banks or major infrastructure funds) are generally attracted to
deals in excess of £300 million. With the cost of due diligence and project management
approximately the same for deals ranging between £10 million and £300 million, a
regeneration investment offer on a greater scale and containing a wider spread of risk,
becomes a potentially attractive proposition to a new group of market entrants.

Maximising public sector assets

We need a better understanding of the whole portfolio of assets the public sector
can bring to bear in regenerating their towns and cities — an emerging application
that appears to have significant potential in the current economic climate is the
Local Asset Backed Vehicle (LABV) model. At present there is no LABV in the
North, although some proposals are near completion.

A LABV is a joint venture between the public and private sector focused on the
joint delivery of a long term regeneration strategy. Its rationale is to combine the
private sector’s desire to access public land holdings for development with the
public sector’s wish to secure a long term partner to deliver a multi-site
regeneration programme. Assets are invested early in the life of the vehicle with all
parties agreeing to maximise returns against a set of commercial and economic
development objectives, using recycled returns from the assets invested. Partners
agree only to take a return once the entire objectives of the LABV are met.

A benefit of a LABV model is the potential to raise additional funding to forward
fund investment and ring fence asset value uplift to repay this finance. In most
models the Authority agrees to transfer its assets to the partnership as the private
sector partner requires them for development, but it may be necessary to facilitate
earlier transfer to provide appropriate guarantees for commercial finance raising.

A LABV isn’t a substitute for a URC or CDC, though it could be a ‘tool’ of an SPV
or local area entity that enhances the skills of the local authority and harnesses
the ‘nous’ and investment potential of the private sector.

For an LABV to be a viable proposition the following success factors must be present:

¢ A clear growth story or investment prospectus must exist that all participants
can align to. This is vital if private sector financial due diligence can review the
investments proposed;

® The proposition must be attractive and deliverable to all the participants within
the LABV. Requiring a blend of financial returns from quick wins, plus later
returns, for investors, together with projects that address regeneration need for
public sector investors;

¢ Clarity of commitments (mainly land, buildings and cash) that can be made by
the public sector over its resources are crucial, so investors can plan project
delivery and associated finance raising with confidence;

e Strong core skills within the LABV (or its partners) to plan and deliver the project
programme. The delivery strength of the private sector is often an attraction to
the public sector.
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Future Public Private Partnership Funding Options

In conjunction with asset based solutions, long term public private partnering is generally
viewed as the way forward. Many areas have been particularly successful in negotiating
deals with the private sector which set a standard nationally. It's therefore important that
any new ways of working build upon the principles which have proven to be good in the
past, including being clear about the objectives of the partnership, providing a robust
commitment of resources and moving to an investment return mentality.

While it is true that private investment is driven by commercial judgements on risk and
return, this is often dependent upon public sector investment.

In the future, the public sector will need to demonstrate greater long term commitment
and take on greater levels of risk through the forward funding of infrastructure. Without
this change, the offer to the private sector remains the same as before, perhaps even
less attractive in a future uncertain environment. Often the private sector is required to
invest on the basis of uncertainty where developments can be caught in a vicious
circle, in which a commmercial return depends on securing the basic infrastructure, but
the public sector cannot justify that infrastructure until the development takes place
and the demand is demonstrated.

So what investment models are available? Supplementary business rates (SBRs) are
currently being proposed as a mechanism to allow local authorities to generate
additional funds for infrastructure investment. In principle, SBRs are a positive
development and have the potential to directly link local business contributions to local
investment in support of local business needs and future economic growth. The
existing collection of national business rates, which are paid into a national ‘pool’
before being redistributed locally, break the link between a business contribution and
local investment in infrastructure and services.

In practice, SBRs will be difficult to secure in the current recession and may be more
applicable in the longer term. The experience and difficulties currently being faced by
London’s Crossrail scheme will provide important lessons to be learned in the future. It
remains to be seen how effective SBRs will be at linking individual business
contributions to the benefits secured through that investment. It will not always be
possible to demonstrate the benefits of SBR investment to every business which will
prove to be challenging for many local authorities.

Other regeneration models, based on tax incremental finance (TIF) may provide a
potentially more interesting proposition to the private sector. TIF is a mechanism for
using anticipated future increases in tax revenues to finance current infrastructure
improvements that are expected to generate those increased revenues.

TIF is not a new concept and has successfully been used for over 50 years in the
United States to raise additional public funds, paid for by future activity. The
opportunity to introduce in the UK is timely and has the potential to break the link
between regeneration investment and land values, which has traditionally underpinned
the model for the UK in the past. TIF also enables public sector planning to be
focused on stimulating activity rather than development return. The attraction of this
model to the private sector is the certainty in return provided by the local authority
legislative powers. Additionally, a private investor would not be required to undertake
potentially complex and lengthy negotiations with a range of separate land owners to
obtain that return.
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The Core Cities’ proposal for the establishment of ‘Accelerated Development Zones’,
in which infrastructure can be brought forward and funded by pre-empting part of the
future business tax receipts for that area provides one possible option for the
implementation of a TIF model. The geographic focus of an ADZ brings two benefits
to the private sector: it makes it easier for private investors to assess the risk of their
investment; and it enables them to undertake complementary investments to optimise
the overall impact of their investment.

At a more local level, Business Improvement Districts (BIDs) can provide an effective
mechanism for securing private contributions to the public realm. BIDs are voluntary,
business-led arrangements, where businesses in a defined area vote to pay a levy for
additional services or activities beyond those already provided by local authorities. City
centres provide ideal locations for BIDs to operate to implement a range of practical
measures to enhance and make it more attractive to visitors and businesses. There is
a strong case for more active promotion and ideas for Business Improvement Districts
across the North.

As part of any TIF and BID scheme, simplified planning arrangements can provide
further benefits to the private sector. Simplified Planning Zones are not a new concept
and can help to de-risk area development, lower pre-development costs and provide
the private sector with greater certainty and less risk in a defined planning area. For
example, the Special Development Zone developed in Dublin is based upon agreeing
a clearly defined masterplan which forms the basis for statutory planning, investment,
phasing and delivery jointly between the public and private sectors over a relatively
confined spatial scale.

The scope for accelerating development by allowing investment in infrastructure to be
financed by pre-empting future tax receipts in an area is a useful way forward — it
provides the ability to capture returns against specific investments; removes the
emphasis on land value uplifts to make investment viable; it enables the de-risking and
forward funding of strategic development sites and it provides a direct link to increases
in economic activity, making the case for regeneration investment.

Such mechanisms need to be developed centrally to encourage local authorities to
put these into practice. Only so much can be achieved at a local level and significant
legislative and fiscal changes are required by Central Government to facilitate and
empower take up of these models.

Summary of Recommendations

A number of characteristics appear to be preconditions for future regeneration
SUCCesSS:

¢ The public sector will need to demonstrate greater long term commitment
and take on greater levels of risk through the forward funding of
infrastructure. Without this change, the offer to the private sector remains the
same as before, perhaps even less attractive in a future uncertain environment;

¢ A departure from a public sector ‘grant mentality’, towards one in which
regeneration investment is captured, retained and recycled, provides an
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Chapter 4: Modernising the
infrastructure of connections

The previous chapters have highlighted the importance of regions and cities across
the North providing the right capacity to welcome and retain investment. But the
pattern of investment is not just determined by the characteristics of different
places. In a modern business environment, it’s crucial to understand how
connections are made with customers, employees, collaborators and supply chains
— how investment in one place will allow businesses to better engage in wider
networks upon which their success will depend.

This represents a challenge to places with relatively poor connectivity. It reinforces
the argument in chapter one of this report that places need to demonstrate a critical
mass of connectivity. This requires places to think and act as regions or city-regions,
rather than within administrative local boundaries. It also requires places to consider
connectivity not simply in transport terms.

The UK has well developed (but congested) networks running up the spine of the
country, between the North and the South. Investment in these links is of vital
importance to the North, recognising the asset of proximity — in global terms — to
London. But here we have a paradox: the very links that connect the North to
London also reinforce a model of the economy in which head office functions and
other centres of business activity gravitate to the South East. It's therefore equally
important to develop the links around, within and between the northern city-regions,
to start to create the sort of opportunity for critical mass which offers a more
credible alternative location for investment.
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It's easy to see this debate as primarily about transport infrastructure. We prefer to
think in terms of “connectivity”, in a wider sense, covering the transmission of
information and ideas, the establishment of business-to-business links, and the
patterns of transmission of power and energy, as well as the transport of people
and goods. This wider concept of connectivity is becoming increasingly relevant in
growing business sectors; breaking out of traditional models of production and
supply, in favour of more sophisticated business models based on innovation and
inter-connections with other businesses.

In this chapter we consider the North’s position across these various dimensions of
connectivity:

e of people and goods;

¢ of energy; and

¢ of information.

Some common themes emerge:

® The need to manage network congestion;

* The need to modernise infrastructure to adapt to changing patterns of demand
and supply; and particularly the need to address climate change;

® The challenge of constructing business cases which bring in more private
investment as part of the solution.

This chapter contains a warning for the North of England. Success so far has put
strains on the infrastructure that connects regions internally and to each other, to
centres of population in the South, and internationally. In a more difficult future
environment, more radical approaches may be needed to retain the efficiency of
those links, let alone improve and upgrade them to attract a step-increase in interest
from investors.

Transport connectivity

The Northern Way has, over the last four years, developed its Strategic Direction for
Transport® and Short, Medium and Long Term Transport Priorities®. These two
reports prioritise the interventions that would generate most value to the North’s
economy. Those priorities focus on:

e Securing greater reliability and resilience from the existing motorway network
through Managed Motorways;

¢ |n the longer-term, higher capacity-high speed ralil lines, linking the major urban
centres of the North with each other, and with London and Heathrow;

e Completing “gaps” in the strategic highway network, such as the motorway route
to Tyneside;

22 The Northern Way: The Strategic
Direction for Transport, March
2007

23 The Northern Way: Short, Medium
and Long Term Transport
Priorities, September 2007
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¢ [nvestment in a long term solution to Manchester Rail Hub to the benefit of the
North’s connectivity;

¢ [nvestment in the capacity, capability and speed of the trans-Pennine services, to
strengthen the economic linkages between the North’s city-regions;

* |ntegrated transport within the city-regions that has a clear economic rationale and
links to the management of traffic growth;

¢ International air connectivity; either directly from the North’s airports (with
Manchester the UK’s leading airport serving business destinations after Heathrow)
or via links to Heathrow and other European hubs airports;

¢ [nvestment in improved surface access to the North’s airports;

* |ncreased freight capacity and capability on the mainlines, with better access from
the major ports;

¢ Growth in the capacity of the North’s ports, reflecting the growing market share of
UK trade.

The Northern Way welcomes the progress made across several of these priorities
but much more needs to be done. In particular a firm commitment by Government
to a high speed rail network that linked the North’s major cities together and with
London and Heathrow would have an important transformational effect. It would
represent a major commitment to the economic development of the North of
England, and generate considerable interest from existing and new investors.

In addition to these pan-northern priorities, the North’s city-region authorities face a
range of transport-related problems and issues. If the city-regions are to be the
engines of future economic growth we need to increase the capacity of transport
networks to cater sustainably for the increased movement of goods and people that
such growth will bring. Their transport investment needs will also be identified to
support a range of other goals for example related to poor local accessibility often
associated with areas of worklessness or urban regeneration.

Rod Eddington concluded in his study of the link between economic performance
and transport that “the performance of the UK’s transport networks will be a crucial
enabler of sustained productivity and competitiveness: a 5 per cent reduction in
travel time for all business travel on the roads could generate around £2.5bn of
costs savings”. But the performance of the UK’s transport networks are dependent
upon sustained investment — with limited public resources available in the future,
there is a risk that connectivity will deteriorate unless additional finance is found.

Before the recent recession dampened demand and hid the extent of the long-term
upward trend, traffic flows on the motorway network in the North were increasing by
around 10 per cent over 5 years — much more quickly than the 2-3 per cent
experienced in the country as a whole and an actual reduction in the South East
where the link between economic growth and traffic growth appeared to have been
broken. While congestion is often a problem particularly associated with the South
of England, a number of features of the North place it in a particularly vulnerable
position: the move away from traditional locally based employment to city focussed
modern economies coupled with the distinctive spatial geography has left the
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North’s public transport network struggling to keep pace with the trends to longer
distance commuting, resulting in a greater reliance on the car for travel than is the
case in London and the south-east.

The Northern Way'’s Strategic Direction for Transport identifies motorway congestion
as the greatest transport threat to the North’s economic growth and an issue that
needs to be managed in the short and medium term through Managed Motorways
as trialled by the Government on the M42. Congestion is at its worst around our
city-regions where the motorways combine the functions of handling longer
distance travel and handling the needs of the city-regions. This in addition could
have the effect of some towns already considered peripheral from the main
economic centres even less well connected in future as a result of congestion and
weak public transport alternatives.

The Government’s Managed Motorway programme, including hard shoulder running
and greater use of new technology, will buy some time. Road pricing would
represent a more long-term solution, but appears to be politically undeliverable in
the foreseeable future.

In the absence of new revenue streams, transport investment is heavily constrained
by the availability of public funding. In order to live within its departmental budget,
the Department for Transport sets a high hurdle for individual schemes, and regions
find their aspirations for transport investment difficult to deliver. The question then
arises whether private investment could itself provide a greater contribution, at a
time of limited scope for new public investment.

The UK has a good track record in delivering innovative private finance schemes in
transport, using shadow tolls and other mechanisms. But many of these models are
now at severe risk from the credit crisis. Business contributions can also be sought
through local revenue-raising; as with the London Crossrail. It is, though, difficult in
practice to align the benefits of transport investment to the revenue raised from
individual businesses. Finally, some of the mechanisms discussed in our earlier
chapter on regeneration finance, such as tax increment finance and business
improvement districts, might prove viable models for smaller scale transport projects
where the benefit is clearly defined.

The limited potential for new models of private finance for transport is another
reason why it’s important not to give up on the argument for road pricing. Not only
would road pricing help to adjust travel behaviour where there are public transport
alternatives and through alternative work patterns such as compressed hours, it
could provide a flow of revenue which could lever in new investment.

The Northern Way has identified a clear set of transport priorities but without
sufficient public investment in them or the ability to support public investment with
the type of models of private finance outlined here, the economy of the North of
England could in the long-run be jeopardised.

Toll routes in other countries, and the M6 toll lane in the West Midlands, are existing
examples where business cases can be developed for investment on this basis.
Without a proper strategy to secure economically-efficient investment in transport,
private investment in the North of England could in the long-run be jeopardised.
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Connecting the North to the new energy future

The UK’s security of energy supply faces challenges over the coming decades as
indigenous North Sea oil and gas resources become depleted and we become
more reliant on imports. The other major challenge is to create a low carbon energy
supply system that satisfies the UK’s commitment to reduce carbon dioxide
emissions by at least 26 per cent by 2020 and 80 per cent by 2050. This challenge
represents a major structural change in the economy, which the North of England in
some respect is well placed to respond to. Research undertaken for the
government by Innovas to underpin the Low Carbon Industrial Strategy suggests
considerable growth in the new energy sector, over 40 per cent between now and
2014-15.

Compared to the UK as a whole, the northern region’s energy generation has a bias
towards coal fired generation, with less reliance upon gas fired plants. Virtually all of
the UK’s support infrastructure for the nuclear sector (fuel enrichment, fabrication
and reprocessing, R&D facilities and licensing authorities) is located in the North, as
well as many of the companies in the nuclear supply chain. Despite significant
natural resources for wind and tidal power, only 6 per cent of the North’s electricity
generation is currently from renewable technologies or combined heat and power.
As a result of recent Government policy announcements, including a revised
Renewables Obligation, the deployment of large scale renewables (principally wind)
is one of the fastest growing areas of the energy sector.

These radical changes to the pattern of energy supply create both challenges and
opportunities to the northern regions. The opportunities are being exploited through
public and private investment in new supply capacity. The challenge is to address
the severe strain on the infrastructure supporting energy transmission across the
UK, which if unresolved could restrict the development of new forms of energy
supply in the North, as well as the development of nuclear energy.

The national grid has evolved over many decades to ensure bulk transfer of
electricity, creating significant economies of scale in electricity generation. The flows
were primarily from coal-fired power stations located close to coal mines and
nuclear power stations located in the North, to the centre of demand in the South.
This infrastructure is less well placed to deliver from more distributed sources of
renewable energy. Already, renewable generation projects in the North face delayed
access due to grid limitations. There are reports of potential projects not applying for
connection as there is believed to be little possibility of securing connections within
timescales that are realistic for supply, finance and support purposes. The National
Grid’s “connect and manage” approach provides only an interim solution, while they
and the government search for more long-term solutions.

A number of potential solutions are advocated by commentators on the industry.
Transmission owners and operators already face obligations to enable the required
transmission capacity as soon as is practicable. Derogations from those conditions
are intended to be temporary, but planning difficulties have impeded investment.
Expansion of capacity could take the form of subsea cables down one coast or
both, a further Scotland-North-Midlands overhead transmission line or a
transmission ring around Cumbria. Grid expansion to integrate low-carbon
generation tends to be subject to multiple consent regimes, and would need to be
secured by government, probably using its new powers to deliver infrastructure
projects of national significance. The result of these initiatives could lead to
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significant investment both in new grid construction work itself and in building and
connecting the hitherto delayed low-carbon generation. This investment will occur
to a significant extent in the North because many related resources are there.

ICT

It is now generally recognised that the provision of high quality infrastructure for
information and communication technology needs to be considered on par with the
provision of water, gas and electricity — a critical utility on which development in a
modern economy depends.

Broadband internet has proved a “disruptive technology”, transforming the way
business is conducted, as well as opening up new markets, process and
technological innovations and efficiencies across all sectors. The emergence of next
generation broadband — internet with unprecedented speeds — looks certain to
create a new wave of innovation.

Progress to deploy next generation broadband has been slow in the UK, often
characterised by a fragmented approach and patchy deployment initiatives,
reflecting uncertainty over demand and the need for a new fibre optic infrastructure.

The government has responded to these concerns over recent years, and during
the course of the Private Investment Commission’s deliberations a number of
reports and policy papers have been launched®!. The most significant being the
Government’s Digital Britain final report® which proposed the following new policy
measures:

e Universal access to today’s broadband services (2 mega bits per second) by
2012;

¢ A Next Generation Fund for investment in higher speed broadband services to
achieve 90 per cent UK coverage by 2017;

e A grant to support an independent association charged with leveraging the
capacity, scale and expertise from all localised and community network
developments.

The Commission welcomes Ofcoms intent to apply light regulation in the
deployment of next generation broadband thus allowing industry to set pricing
which is affordable whilst delivering a return on investment. On this basis, BT and
Virgin Media have announced plans to deploy next generation broadband in target
regions of the country with coverage likely to be focussed in the most commercially
advantageous areas. It is clear therefore that cities and major towns will become be
a priority target. As many of the densely populated areas are located in the South,
those areas may, at least initially, receive faster deployment. It is expected that
industry investment in next generation broadband will connect 50-60 per cent of UK
premises by 2017 and therefore, to prevent a further digital divide, the government
plans to part-fund investment in the remaining parts of the country via a new 50p
per month tax on all telecommunications service line subscriptions in the UK.

Across the world high speed broadband is becoming more and more important to
business. Digital is the new revolution and will affect all businesses — not just the
creative sector — as communication relies upon more than just words and numbers.
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The North has several growing and potentially globally competitive sectors, including
the creative sector, but these will be comprehensively disadvantaged if they can't
get their products to the market. Government’s plans for high speed broadband
across the country will be delivered within the next 10 years. But this is a long time
to wait for many businesses based in or considering investing in the UK.

What does this mean for the North? On average, take-up of the existing broadband
infrastructure within the northern regions has lagged behind the UK as a whole,
reflecting in part the socio-economic characteristics®. Business accessibility and
take-up is harder to assess. Looking forward, under new Government proposals,
deployment of next generation broadband will be delivered by the market in the
North’s major cities, but when it will occur is uncertain.

The North has benefited from a number of interventions by regional and local
authorities to encourage investment in IT infrastructure for specific development
projects. These initiatives partly arise from frustration with slow progress, and a
concern that particular areas might be disadvantaged — either in social terms, or
with investors deterred by difficulties in accessing the best possible degree of e-
connectivity. The North is well placed to continue to maintain its provision of local
initiatives. To speed up delivery of next generation broadband, options that
incentivise the market to intervene earlier, through for example, part funding or the
purchase of infrastructure, would attract interest from the industry.

The map below illustrates some of the higher impact initiatives being pursued in the
northern regions and elsewhere.

Durham Net  — due to insufficient Northem Net  — North of England
levels of demand, government capital The private sector would not invest at the
investment was needed to provide a L4 initial development stage, so it

major network backbone across the ¥
county

required public sector support to
ultimately try to link digital and
creative industries

sFibreSpeed - Wales — open access

fibre network to 14 business parks
and industrial estates through
investment by the Welsh National
Assembly Government and the
Furopean Regional D

NYnet North Yorkshire - public and
private sector joint venture created in
response to low aggregated demand
and limited access to broadband in

the region

Fund

Digital Region Project - South

Actmow Broadband Cornwall — —public
Yorkshire — supply side initiative to

and private sector partnership to

ensu;':tjm broadband acces:fur reduce infrastructure costs to provide
business across Cornwall and the an incentive for service providers to
Isles of Scilly utilise the platform

It will be important to maintain momentum in these initiatives, and start to mesh
them together with national developments to create a more coherent cross-regional,
and ultimately universal, network. The public sector will need to be careful it's not
letting the private sector off the hook, by substituting for commmercial activity. The
Broadband Stakeholder Group produced a useful guide for effective and efficient
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public sector intervention to avoid this risk. For agencies in the North, the priorities
seem to be to:

* Monitor the progress of the industry, the regulator and UK-wide government
initiatives, and be ready to react should there be sufficient evidence of market
failure or the northern regions being disadvantaged;

¢ Give appropriate input to UK-wide government initiatives and lobby the regulator
and the industry to make sure that progress happens, that it happens quickly, and
that the North is not disadvantaged as a result of that progress;

e Coordinate the existing local initiatives to reach clear and perhaps common goals
and objectives, and measure their success against appropriate metrics;

® Encourage investment in infrastructure where appropriate, for instance in areas of
new build, development and regeneration, and support IT-demanding
developments such as the MediaCityUK at Salford Quays and Sunderland
Software City;

® Help provide clarity on the commercial business case. By local authorities and
regional development agencies working with the telecoms industry, clarity on the
level of demand, the full social and economic benefits and accurate costs of the
business case could improve the case for investment.
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Chapter 5: Long-term finance for
business

Introduction

A small business with growth aspirations needs at some stage to consider the
opportunity for external equity investment. Businesses attracting external investment
will deliver better performance and future growth — in sales, jobs, exports and a
range of other metrics?”. They do so partly because of the inflow of new finance,
but also because they secure support and expertise from institutions or investors
with a stake in their future performance, to help take a business to the next level.

There will generally be a limit to the extent to which a business is able to grow from
within its own resources, and trying to do so can create considerable risk — to
personal as well as business finance. Individual investors including friends, family
and business angels provide an alternative source of funding, but are limited by the
extent of their personal wealth.

Over recent years bank lending has provided a major source of external finance. As
banks restructure their balance sheets and recover from the credit crisis, we may
see an extended period in which loan finance is harder to secure, and requires
greater collateral. Even in good times, loan finance alone will generally not deliver
the scale of external support needed by the most ambitious, fast growing new
businesses. When the key assets of a company include the personal commitment

. . of the entrepreneur, a new technology or an innovative process, risk capital is an
o lgﬁlt'iclﬁ”tﬂ?'ﬁg%%c; SN | effective means of generating growth. The regular debt repayments required by loan

February 2008 finance can simply be too much to service for a growing business.
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And yet, equity investment from individuals or institutions is also difficult to secure. It has
proved to be highly cyclical. And the opportunity for investments in the range most relevant to
the smaller growing businesses can be limited.

It has long been recognised that the UK faces this “equity gap”, creating difficulties for small
and growing businesses to access the external finance they need to grow their business and
prosper in a risky and competitive environment.

The gap was identified by the Macmillan report to the Parliamentary Committee on Finance
and Industry as long ago as 1931. More recently the Treasury has described a market failure
affecting businesses seeking venture capital investment®, and has responded through a
number of national initiatives: including tax measures and Enterprise Capital Funds (ECF).

This gap is also likely to be widening during the recession. Whereas the previous assumption
has been that there were particular problems securing investments in the range £500,000 to
£2 or 3 million, the gap now appears to extend to higher values — perhaps up to £5 million®,

Equity gaps - the regional dimension

This chapter doesn’t seek to address the causes and consequences of the national equity
gap, or of the current short-term market disruption. Instead we look at the differential
consequences for businesses in different parts of the country. We believe this dimension of the
problem has been overlooked in the past, and many of the solutions to the national problem
have, as a result, failed to resolve the underlying structural issues holding back the regions —
now and into the future.

The UK has the largest and most developed private equity market in Europe®. The market
covers a wide range of activity: including massive deals involving company take-overs,
management buy-outs and significant financial engineering and company restructuring. At the
smaller and earlier stage, venture capital investors provide finance for new business ideas, for
growing companies with the potential to raise their value significantly, often associated with
high levels of risk.

Within the UK, companies based in the Greater South East dominate the UK investment
landscape.

In 2007 businesses in the Greater South East, home to 32 per cent of the UK’s businesses®,
attracted £8.2 billion, or 69 per cent of all UK venture capital funds invested. In London alone
just 334 companies attracted £5.7 billion, nearly half of the investment made for the whole of
the UK®2,

Amongst the regions outside the Greater South East, the North does not seem to be uniquely
disadvantaged. This is not a traditional north-south imbalance, with the regions in the West
Midlands, the South West and Wales also faring badly by comparison to the South East.
Indeed, businesses in the northern regions fare marginally better than others outside the Greater
South East®. Nevertheless, only 10 per cent of the UK’s total venture capital investment value is
directed to the northern regions, with over 20 per cent of the UK’s business base.

If the same intensity and scale of activity that we saw in the Greater South East in 2007 could
over time be replicated across the UK as a whole then the UK’s investment market would
double in scale, to £25 billion with the consequent benefits of faster growth in jobs, output and
regional GDP. Of course, meeting this scale of ambition could only be achieved by substantial
and sustained institutional capacity building and investment over a long period. But this figure
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demonstrates the scale of the opportunity that could exist from the development of
venture capital capacity across the regions.

The map below shows the level of venture capital investment relative to the number
of enterprises per region®,
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It appears that the venture capital market in the UK is highly geographically
concentrated around London; to a much greater extent than would be explained by
the balance of business activity across the country.
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It also appears that other countries have been more successful at developing a
more balanced market.

e The US market is more developed overall. Although the UK attracts over twice the
amount of venture capital per capita than the rest of Europe, on the same basis, it
attracts approximately a third of the amount of the US. Traditionally the sector has
been regionally concentrated; for example in California, New York and
Massachusetts. Many studies report a two-hour driving time within which venture
capitalists will focus most of their investments. However, as the sector has
developed, there is more evidence™ that networks in the US venture capital
community, built up through extensive syndicated investing, are expanding
beyond their traditional highly localised investment patterns.

e The German market is less developed nationally than the UK, but more regionally
balanced. In both countries the development of the market reflects the location of
main financial centres. In the UK this is essentially London, whereas in Germany
the industry is spread across six cities with strong financial centres®.

It's also important to recognise the global growth prospects for the market. China
has already overtaken the UK in terms of absolute size and India is likely to do the
same by 2009%", The particular geography of the UK market may well be limiting its
growth. By failing to exploit opportunities on its own turf, the UK venture capital
sector may be overly restricting the size of the domestic investment market.

Explaining the regional pattern

The observation that the market has significant regional variations does not in itself
provide an explanation of the nature of those patterns. Nor does it necessarily mean
there is a fundamental market failure which requires a regionally-differentiated
response by the public sector.

Market participants and businesses generally offer two alternative broad
explanations:

¢ A demand-side explanation: that northern businesses are different, more averse to
equity, less growth-orientated and entrepreneurial. The “equity gap” is a rational
market response to this relative lack of demand;

¢ A supply-side explanation: that institutions focused in the South-East are too
remote from the business base and don’t recognise the opportunities there are.

There are problems with both these explanations. The first explanation suggests
some profound differences within the nature or culture of the business base across
the UK, which doesn’t seem to be justified on the evidence. The second, a serious
market failure preventing otherwise profitable opportunities from being realised.

In reality the answer is more complex. To understand the market we need to know
more about its underlying capacity, what drives the location of fund managers, and
influences their choice of investments. From the demand side, we need to
understand what motivates the decision to seek equity finance, and how this
motivation is stimulated by business networks and peers.
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It seems clear that, broadly speaking, venture capitalists invest where venture capitalists are.
The UK market has concentrated private funds and fund management expertise in London
and the South East. In 2007, 70 per cent of all BVCA members (both investors and advisors)
were located in London®,

With the concentration of funds and fund management around London and the South East,
the number of investment executives based in the North is approximately one third of
expectations given the size of the population. This matters because investors are likely to
attach a higher risk premium on potential investments outside their patch, not only because of
cost, time and distance, but because they lack the supporting inherent local knowledge and
understanding that comes from experience and integration with the local business network.

A case study of the impact of local venture capital capacity is available from the experience of
3i, the institution set up in 1945 to provide capital to small companies. At one time 3i was the

UK’s biggest regional investor. In the early 2000s, when 3i had a full regional network, it had a

UK portfolio valued at aimost £5 billion, invested in over 2,200 companies; around 20 per cent
were in the North. At that time 3i was making around 350 investments a year in the UK,

Since 2002 all 3i’s regional offices have closed. Strategy has changed, focussing on fewer
larger investments. Nearly all of their so-called Small and Medium Investments (SMI) portfolio,
which was set up in 2001, have now been realised. In 2008, although the UK portfolio was
worth £2.25 billion, it was only investing in 283 companies.

An important factor in their ability to nurture successful investments was “3i on the ground”. It
provided a local focus point where entrepreneurs could talk about ideas, stimulating an
entrepreneurial culture with many propositions taking a number of years to become fully
developed and investment readly.

This experience highlights the particular importance of local fund management presence and
expertise, to stimulate demand and seek out investment opportunities. In the absence of that
local capacity, it will be harder to reassure funders that investments can be selected with clear
knowledge of the risks involved.
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So why is the market not responding to this imbalance more actively? Part of the
explanation may lie in a market coordination failure: to tap this opportunity would
require a supply response of sufficient magnitude to shift expectations, which no
single private institution is willing to deliver on their own. The concentration of
experience and expertise in other regions may itself contribute to what'’s often
perceived as a lack of demand for equity finance in the North. Without high
quality business opportunities and a sufficient track record of successful deals
being done, there tend to be fewer role-models that entrepreneurs can learn from.
In more vibrant economies with greater critical mass, entrepreneurs have more
peers who have made money, often repeatedly, by securing equity investments in
their business. This experience of individuals feeds back to inform the business
culture overall.

Publicly-funded grants can help to supplement supply but experience indicates that
these can sometimes create a dependency culture and even send a message that
those areas need “soft money”. An alternative approach, driven by a long term
objective to build local private venture capital markets would help change
perceptions and potentially generate a more valuable return over a longer period.

The Greater South East seems to have been more successful at creating that
virtuous circle of strong market capacity and a dynamic business culture. The
opportunity to replicate that aspect of the business environment in other regions,
particularly the major cities likely to exhibit the appropriate critical mass, is in our
view a significant potential opportunity.

But realising that opportunity will require action by both the public and private sector
over a sustained period — perhaps in the first instance led by a catalytic act by the
public sector.

The public sector as a catalyst for change

Whilst the supply of venture capital to SMEs can vary dramatically from one region
to another, research shows that the distribution of capital around the country would
be considerably more uneven were it not for the activities of publicly-backed
regional funds.

Most are almost unique within the venture population in having an explicit regional
focus, thereby going some way to address regional equity gaps. They are also
significantly more likely to make smaller investments, sub-£500,000, than the other
providers of capital, thus addressing an investment stage gap. Indeed, the evidence
suggests their establishment has been largely complementary to the existing
provision, rather than creating distortions in the market®,

The NESTA “Shifting Sands” report on the importance of the public sector in early
stage finance highlights the role of public sector funds in driving regional activity®".
This study has revealed two important developments that have changed the nature
of the UK’s early stage venture capital market since 2000:

e First, private sector investors are now responsible for proportionately less
investment, although still prominent, while the public sector has become
proportionately more significant;

An alternative approach,
driven by a long term
objective to build local
private venture capital
markets would help change
perceptions and potentially
generate a more valuable
return over a longer period.

40 Quote: Small Business Service: A
mapping Study of Venture Capital
Provisions to SMES in England.

41 Source: NESTA Research report:
Shifting Sands — The changing
nature of early stage venture
capital market in the UK
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e Second, the public sector increasingly invests with a private partner. Such co-
investments are becoming more common than free-standing investments;

Research from the Small Business Service* reported that, at that stage, there were
some 191 funds being managed by 131 different firms, with 50 of the funds
involving the public sector. Roughly half of active funds were London-based: a fact
attributed to a function of its importance as a source of capital rather than deal flow.
The public sector was the main driver of regionally-based funds, accounting for
some 62 per cent.

The public sector has entered the market through the use of initiatives including
Regional Venture Capital Funds (RVCFs) and latterly the Enterprise Capital Funds
(ECFs) and Early Growth Funds, and regionally with a multitude of local Venture
Capital and Loan Funds (VCLFs). The government also provides significant tax
advantages to encourage funding for the venture capital sector, through for example
the Enterprise Investment Scheme and Venture Capital Trusts.
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Public intervention has tended to be divided between:

¢ National initiatives, bring scale and national commitment, but lack a regional
dimension and therefore replicate the geographical imbalance of the private sector
market; and

® Regional initiatives generally led by RDAs and resourced from European funds
tend to be smaller investments which can limit their scope.

There is little evidence of coordination or alignment between the two sources of
funds. Indeed, there appears at times to have been significant tensions between
officials and agencies promoting their own models of delivery.

As an example of a national initiative, of the Enterprise Capital Funds established or in
formation with government support, five are based in London, one in Cambridge, one
in Oxford and one in the Midlands. There have been few reported direct investments
outside these areas, although there is evidence of co-investment with regional funds.
The general view of the sector within the North of England is that the ECF model has
so far failed to contribute to market development in the regions. Without an explicit
objective to develop regional capacity, these funds have in practice mirrored the
existing pattern of the market; in favour of businesses located in already favoured
regions. Tax incentives will also reflect the existing balance of the market.

Regional funds have helped to fill this gap, and go some way to delivering the
necessary capacity to develop the market. But the jury is out on whether they have
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had a real impact on the development of the private sector. They have generally
focused on the delivery of particular regional policy outcomes, with the development
of private sector capacity often an implicit or secondary objective. Although
generally assessed as value for money in their own terms, they have not been of a
sufficient scale to create a longer term private sector solution; with the possible
exception of regions in which they dominate the market, such as in the North East.
By relying on scarce regional funds, and on the tail-end of the UK’s eligibility for
European resources, they may not be sufficiently sustainable to create the market
confidence required.

There is also an inherent tension in the model, between public interest objectives,
and giving freedom to the fund managers to deliver a strong deal-flow and
commercial return. For example, to prevent fund managers from investing where
there isn’t a clear market failure, the public sector has restricted the nature and
scale of investments. It has also proved difficult to justify “follow-on” investments as
the business grows and develops.

More positively, many of the regional funds have been successful at developing a
strong co-investment model. Under this approach, fund managers use public
resources to invest in syndicates bringing new interest from institutions without an
existing track-record in the regions. This is helping to further the concentration of
fund managers in one location making syndication easier. Institutional investors
value the role of fund managers based in the regions, to help de-risk their
investment and bring expertise in relationship with the local business network.

Business Angels

UK Business Angels provide an important source of finance for many small and
early stage companies seeking investment. Acting as an individual investor, or as
part of a syndicate, a typical Angel investment will range between £10,000 and
£750,000 in first round deals. In return for a stake in the business, Angels bring a
wealth of personal experience, skills and industry contacts, in addition to financial
investment. By investing through local business networks, they have the potential to
provide a wider geographical spread of investment than available from institutions.

Nevertheless, the contribution and potential impact of the UK’s Business Angel
networks is relatively undeveloped when compared with the US. The 18,000
business angels in the UK compare with over 225,000 in the US. Angel investors in
the US also tend to be more networked and linked with local business groups.

The BBAA (British Business Angels Association) recognises a small number of
significant networks in the North of England (Yorkshire Business Angels Association,
Northwest Business Angels, Entrust and The Viking Business Angels Club). Deal
sizes within these networks tend generally to be smaller than those deals completed
in London and the South East. However there are some new groupings of high net
worth business angels forming in the North East with the potential to do higher level
deals.

There is an opportunity to raise greater awareness about angel investing through,
for example, giving more active professional support and encouragement, marketing
the tax incentives, and building on the close ties that already exist between
experienced business figures in the North’s towns and cities. Business Angels could
also be more actively recognised as a co-investing partner in regional funds.

Institutional investors value
the role of fund managers
based in the regions, to
help de-risk their
investment and bring
expertise in relationship
with the local business
network.
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Case study: San Diego Venture Capital Market

San Diego is famous for its development of a Biotech cluster which has spawned
a vibrant entrepreneurial and investments culture and environment since the late
1970s.

Over the last twenty years, San Diego has developed a comprehensive specialist
support network of patent lawyers, advisors, venture capitalist funds and head-
hunters. A lot of its success has been on the back of previous success of a few
life science start ups such as IMED, IVAC and Hybritech.

The success of the venture capital market centred on:

e Some significant early successes which created role models and serial
entrepreneurs — Hybritech itself helped to spin out over 70 companies;

¢ Close links with University California San Diego. Some 200 San Diego
companies have been founded by UCSD faculty and alumni, and over 40 per
cent of the people employed in the San Diego biotechnology industry work in
UCSD spin-offs;

e A number of world-class research institutions like Scripps which have resulted
in around 40 start ups since the late 1980s,and SALK around 20;

¢ Entrepreneurs have become serial entrepreneurs and the money they have
realised has helped form venture capital funds which have been used to fund
more start-ups.

¢ Showcasing the region through technical seminars and investment forums

San Diego made it easy for “lazy” investors to come and get interested not only

with low transaction costs but also by pre qualifying and providing high quality
investment opportunities.

Case study: Edinburgh Venture Capital Market

Edinburgh’s venture capital capability is founded on its historic position as a
financial centre. Local banks, headquartered in the city, were very much at the
hub of its inception. They attracted the skills and at one time had their own
funds, plus wider fund management being administered locally.

To some degree the focus of investment has recently shifted, like many of the
regional centres, to London; due to deal flow from the Edinburgh market not
increasing at a similar rate to the South East.

The basis of the City’s venture capital funds, 20 years ago included “the right
skills locally to manage a local fund”. These skills remain at present but have
dwindled and will dilute further without attracting new young people into the

industry.
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Options for the future

In developing proposals for the future, we need to recognise that fundamental
market change is only possible over the long term. Quick fixes or ad hoc funding
responses will not provide the answer to the underlying structural issue.

For example, as the box above describes, the development of a Venture Capital
market in San Diego has been ongoing since the 1970s. The cluster of fund
management expertise around Cambridge has taken over 40 years to grow, with
substantial local assets to build on. Edinburgh provides an interesting case study for
the North of England, as one of the more developed markets outside the Greater
South East.

Success is clearly more likely in the larger northern cities which already have a
developed financial and business sector; particularly Manchester and Leeds. It is in
a way surprising that these cities don’t currently offer a stronger service to their
wider area, as a hub for a more significant venture capital sector. It is noticeable, for
example, that the concentration of high technology businesses at the Daresbury
Science Park do not generally see financial services capacity in Manchester or
Liverpool as offering them substantial opportunities.

It is much harder to envisage the development of significant capacity in the small
cities and towns, where business angel networks, and access to the larger cities,
may have a more important role to play.

A number of solutions have been put forward, some of which already occur to
some degree, including:

¢ Natural market development, with growth achieved by tapping under-exploited
markets;

¢ A total public sector solution, with more active and permanent role for the
government, possibly exploiting its role as a majority owner of a number of banks;

e Extension of the current regional model where public and private sector work
jointly; either through co-investment at the level of individual deals, or by pooling
public and private resources to create joint ventures;

* A new model, based closely on the former 3i approach — as a national network
with local delivery;

¢ Development of Business Angel networks.
There seems to be increasing support for new models.

At regional level, the northern RDAs recognise the need to expand the scale of their
support, and are taking the opportunity to develop a new generation of funds, with
support from the European Investment Bank. JEREMIE funds will potentially deliver
in excess of £300 million for small businesses in the North. Whilst JEREMIE will help
provide a more comprehensive funding package for businesses, they will not alone
be sufficient and long term to deliver the necessary scale needed to address the
funding gap.




At national level, Richard
Lambert, President of the
CBI, has called for “a
modern-day ICFC” (the
precursor to 3i), as a means
of injecting private capital
into the market in order to
kick-start economic
recovery.

43 Stimulating Venture Capital — the
need for a new £1 billion fund
NESTA December 2008
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At national level, Richard Lambert, President of the CBI, has called for “a modern-
day ICFC” (the precursor to 3i), as a means of injecting private capital into the
market in order to kick-start economic recovery. He argued that “it’s clear that
growing numbers of SMEs are going to be in need of the blend of equity and long
term capital that the ICFC used to provide — a role that turned out to be especially
valuable during the turbulent times of the 1970s.” In developing their ideas, the CBI
could also consider the longer-term structural weaknesses that such a model may
address, and the opportunity to promote business growth outside the South East.
NESTA have also called for a new £1 billion fund to stimulate venture capital*.

Summary of Recommendations

A number of principles appear to be preconditions for success:

¢ A national network of locally-based fund managers, in each of the major
cities outside the Greater South East able to work within business networks,
to demonstrate success, monitor and nurture opportunities, deliver deals,
secure co-investment, and start to influence the business culture. This model
would secure some of the benefits of the old 3i model, in a modern setting
which builds on the subsequent experience with regional funds, and the new
business support network;

Sufficient critical mass of funding, from an appropriate mix of public and
private sources, individual and institutional investors. Local fund managers
should have access to national or pan-regional funds, motivating the best fund
managers to build a career in the regions. Larger funds would also pool risk
more effectively, reduce administrative costs, and prove more attractive to
institutions;

Sustainable and long term commitment. Building long term capacity requires
the confidence that comes from long term commitment. This may require a
break from restrictions on annual cash limits on the use of government money
to enable cities to demonstrate clear returns on investment and profitable exit
strategies to private venture capitalists. This approach might also expand the
role of pension funds and mutual society in providing longer-term financial
commitment to this sector. At the level of individual investments, it should also
be possible to offer “follow-on” funding as the business grows;

Strong national support, on the basis of a clear national objective to promote
the development of venture capital capacity and equity investment outside the
Greater South East. Regional initiatives have often failed to secure sufficient
commitment from government, while national programmes haven’t addressed
the need to build capacity in under-served markets;

Flexibility to structure deals according to business need, with freedom for
fund managers to act on a commercial basis, tailoring bespoke funding
packages as required, with fewer restrictions on type, stage, size and sector.
The need to set strict boundaries for regional funds could be lessened, as the
delivery model itself encourages access by local businesses;
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Annex A: Members of the Private
Investment Commission

The Private Investment Commission was established in March 2008.
The Commission is made up of the following experts from across the
private sector:

Sir James Crosby (Chair)

Senior Independent Director of [TV plc and Compass Group plc, a director of Misys
plc and a trustee of Cancer Research (UK). Author of two reports recently published
by HM Treasury, ‘Challenges and opportunities in identity assurance’ (March 2008)
and ‘Mortgage Finance’ (November 2008)

Mark ’Anson

Technology entrepreneur and visiting professor of business innovation at Newcastle
University’s Business School, Mark is also Chairman of NEL Fund Managers
Limited, a major North East based Venture Capital company.

Felicity Goodey CBE

Former BBC journalist and presenter, Felicity is now a leader in northern
regeneration as Chair of Central Salford urban regeneration company, and led the
bid to win a major relocation of the BBC through the creation of mediacity:uk, the
largest inward investment project in the North.

Jamie Martin OBE
Managing partner of law firm Ward Hadaway and Chairman of the Newcastle-
Gateshead Initiative.

Patrick Walton

Former Chairman of the Leeds Financial Services Initiative, currently managing
partner of Yorkshire Bank, a member of Leeds Economy Partnership, the Bradford
District Economic Forum and a business advisory group at Yorkshire Forward.

Martin Crookston

An urban economist and town planner, Martin is a director of Tribal Consulting. As a
member of the UK Government's Urban Task Force he chaired the Working Group
on Design and Transport. He collaborated with Professor Sir Peter Hall on the major
“Four World Cities” study of London, Paris, New York and Tokyo.

Duncan Mycock
Former senior Partner at KPMG and member of the Leeds Financial Services
Initiative, as well as non executive director of Marketing Leeds.
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Annex B: How we undertook this work

The Private Investment Commission was established by The Northern Way in
March 2008. Under the Chairmanship of Sir James Crosby, the Commission
collectively met four times. The initial meeting clarified the scope and remit of
the Commission. Subsequent meetings were focussed on the assessment of
evidence, barriers and options for action. Outside of the meetings, all
Commission members took an active role in the engagement and consultation
of stakeholders and oversaw and directed the research and analysis needed to
inform the final recommendations in this report.

Research
Research commissioned by The Northern Way which informed the deliberations of
the Private Investment Commission included:

e Global Entrepreneurship Monitor survey for the North — by Dr Rebecca Harding,
Delta Economics, July 2008;

® Qualitative Interview Evidence from the Northern City-Regions, ARUP, August
2008;

e A series of research papers by Shared Intelligence (August 2008) including
- Fibre Optics and Band Width
- Business Incubation Case Studies
- Overseas Representation in the UK and the North
- Leadership;

¢ Work undertaken by Steer Davies Gleave as part of their support to the Northern
Transport Compact.;

e Strengthening the North’s Economy in the Recovery Phase — by Deloitte LLP,
March 2009;

e Residential Futures — an analysis of the North’s housing needs by Tribal
Consulting, May 2009

In addition, significant further evidence and analysis was collated by The Northern
Way team and Deloitte LLP throughout the review.

Publications
The Commission published its interim issues paper, ‘Financing the long-term future
of the regions’ in December 2008.

The Commission’s first recommendation paper, ‘Realising the £25bn Potential:
Stimulating the long term private venture capital markets in the regions’ was
published in April 2009.

The second recommendations paper, ‘Rebuilding Momentum in Regeneration’ was
published in May 2009.

This final report reflects the evidence and analysis contained within the interim report
and incorporates both of the above recommendation papers as separate chapters.
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Annex C: Acknowledgements

We would especially like to thank The Northern Way team who have provided
high quality support and advice throughout our enquiry, particularly Andrew
Lewis, Director of The Northern Way, Beverley Linsley, Private Investment
Lead and Jennifer Bradley, Economic Advisor. Thanks also to the Deloitte LLP
team led by Phil Holt.

Throughout our review we consulted with many stakeholders that have given their
time to provide invaluable evidence and input. At every stage of our work, we have
attempted to ensure that it properly reflects the views and experiences of experts
and other professionals working on the ground.

In particular, we would like to give special thanks to the following organisations and
experts who provided regular, helpful input to our deliberations: the Royal Institution
of Chartered Surveyors, the northern regional development agencies, the British
Venture Capital Association, the Office for National Statistics regional statisticians
and the panel of planning experts from the public and private sectors. In addition,
we would like to express our appreciation to Professor Ron Martin, University of
Cambridge and Professor Peter Sunley, University of Southampton who provided
valuable help to our understanding of venture capital markets.

"We organised various meetings, seminars and consultation events with a diverse
range of stakeholders. We would like to thank all those who attended these events,

particularly those who spoke or led the discussions:

¢ Finance for business seminar with
technology businesses held at the
Daresbury Science Park, Cheshire,
May, 2008;

¢ Role of leadership debate with local
authority chief executives and former
chief executives from across the North
in Leeds, November 2008;

¢ Enhancing Private Investment in the
North of England Seminar, hosted by
the Government Economic Service at
HM Treasury in London, December
2008. The seminar launched the
Private Investment Commission’s
interim issues report;

¢ Breakfast meeting with the British
Venture Capital Association and their
members in London, February 2009;

¢ Breakfast meeting with the Royal
Institution of Chartered Surveyors and
the British Property Federation in
London, February 2009;

¢ \Working dinner hosted by Liverpool
Vision with local finance and business
leaders, Liverpool, February 2009;

¢ Maximising the contribution of the

planning system, planning panel group
discussion comprising experts from law
firm Ward Hadaway, Tribal Consulting,
Nathaniel Lichfield & Partners, One
North East and Chaired by Deloitte
LLP. Two panel group discussions were
held in Newcastle, February 2009;

¢ The Future of Regeneration Finance
Seminar, Leeds, March 2009 - Jointly
hosted with the Royal Institution of
Chartered Surveyors (RICS);

¢ [nward investment seminar with
regional development agencies and
Deloitte LLP, Leeds, March 2009

¢ Working dinner meeting with the CBI
council for the North East and their
members and local public sector
leaders, Newcastle, May 2009
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Submissions received

The Commission would like to thank the following individuals and
organisations that provided valuable written responses to the
Commission’s twelve points of enquiry outlined in the Interim Issues
Paper between 9 December 2008 and 28 February 2009.

Organisations

Association of Greater Manchester Authorities
British Property Federation

City of Bradford MDC

Cross Governmental Department Response
Harvest Housing Group

Hull City Council

Integrated Transport

Liverpool Vision

Newcastle City Council

North East Chamber of Commerce
Rotherham MBC

Royal Institution of Chartered Surveyors
Tees Valley Regeneration

Tyne and Wear City Region

West Lancashire Council

Yorkshire Forward

Individuals

Dr Paul Greenhalgh, Northumbria University
Professor Cliff Hardcastle, University of Teesside
Dr Henry Overman, London School of Economics









