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FOREWORD
The UK economy is buoyant and businesses across the country are emerging from the shadows
of the financial crisis with a renewed appetite to grow. Medium sized businesses (MSBs) have
been at the forefront of this renaissance. Responsible for over a third of jobs created between
2010 and 2013 our mid-market is now ready to take the next step up to become the global
business leaders of tomorrow.
Four years ago the CBI identified 3 C’s that were crucial
to the future success of MSBs; confidence, capabilities
and capital. On the first, recent surveys show that
confidence among MSBs is soaring; four fifths of those
polled by the CBI last year were assured that their
business would grow over the next five years. On the
second, a coalition of the willing is developing to support
mid-market firms reach new markets, recruit new talent
and take up opportunities in a rapidly changing digital
business environment.
But when it comes to capital the funding ladder remains
broken making the growth journey from small to large
an unnecessarily rough ride. We need to do more to
expand the external finance options that can match
MSBs’ long-term growth ambitions – we need new
sources of committed capital.
This means adjusting to a ‘new normal’ post-crisis
finance environment, finding new sources of investment
and creating the right incentives to ensure it is
channelled to this crucial part of the economy.

This report highlights the gaps in the funding ladder that
currently exist for MSBs and includes practical solutions
that will incentivise both long-term debt and equity
investment in these firms. Its recommendations build
upon existing schemes but look to add fresh impetus to
an agenda that the new government must take seriously.
As confidence among MSBs grows and appetite for
investment increases we must step up our own ambition
to address this vital part of the business environment.

John Cridland

John Gilligan

Director-general

Partner, BDO
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1
MEDIUM-SIZED BUSINESSES ARE ENGINES
OF GROWTH IN THE UK ECONOMY
Medium-sized businesses make a
disproportionate contribution to
economic growth
Fostering a UK ‘Mittelstand’ of successful medium-sized
businesses is critical to securing the UK’s economic
future. Representing just 1.8% of businesses they generate
23% of private sector revenue and provide 16% of
total employment.1
While they already punch above their weight they
have the potential to do even more with 70% planning to
grow in the next year compared with 51% of
smaller firms.2

Medium-sized businesses are key to boosting
investment and driving productivity growth
Beyond their headline contribution to growth mediumsized businesses will also be central to improving the UK’s
investment performance and driving productivity growth –
the top economic challenge facing the government today.3
Medium-sized businesses often have highly innovative
and knowledge intensive business models driven by
investment, research and development:
	MSBs derive a higher percentage of revenue from
innovation (7.6%) than small (6.3%) or large
businesses (2.9%)4
	MSBs derive a higher percentage share of revenue
from products that were significantly improved
through research (12.3%) than small (10%) or large
businesses (9.0%).5

But they have not been getting the support they need
to sustain this vital activity. Crucially the UK’s funding
ladder for medium-sized businesses – which helps
smooth the growth journey from small to large –
is broken.
Research by NESTA shows that British productivity
growth could have been 7.4% higher for the period from
1998-2007, had the UK economy encouraged a better
allocation of labour and capital to firms with high growth
potential.6 A view recently supported by the Bank of
England which showed that tightened credit conditions
and less efficient capital allocation have contributed to
weaker productivity growth since the financial crisis.7
But while the challenges are clear so is the prize.
As we said in our 2011 report Future Champions if we get
it right medium-sized businesses could inject as much
as an extra £20bn into the economy by 2020.8

Our mid-market
clients have the appetite
and ambition to make a real
economic contribution
John Gilligan, BDO
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2
GAPS IN THE FUNDING LADDER INHIBIT SOME
OF THE UK’S BRIGHTEST MEDIUM-SIZED
BUSINESSES
While the credit crunch is over, the finance
landscape has changed significantly for
growing businesses
The financial crisis changed the finance landscape for all
businesses but most of all for small and medium-sized
firms. The emergence of a ‘new normal’ has seen a move
away from an overreliance on bank debt and towards the
use of alternative types of finance:
	1,150% growth in the flow of peer-to-peer lending
between 2011 and 2013 – up to £0.25bn
	4.8% growth in the flow of invoice finance from 2012 to
2013 – up to £13.1bn9
Today the flow of bank lending is also improving with the
net flow increasing 50% between 2012 and 2013, albeit
that lending remains negative overall.10
But while much of the finance landscape is on the mend
the good news is predominantly about short-term
working capital - for many businesses the availability of
long-term growth capital remains a barrier.

High potential medium-sized businesses
are often growing quickly, investing
heavily, and so rely on the availability of
growth capital
While both working capital and growth capital are
important they meet different business needs. Short-term
finance, like overdrafts or invoice financing, cover periodic

fluctuations in cash flow. Long-term finance, like an equity
injection or term loan, is best suited for committed longer
term investment. To manage risk properly, the term of the
finance needs to be matched to the term of the financial
requirement – so long-term capital for long-term projects.
As the economy recovers the need to fund longer term
investment will grow. Investment is set to pick-up across
the economy as a whole in the next few years. As a
percentage of GDP average business investment will rise
from the 9.5% seen from 2008-2013 to 11% across 2014-16
– this will increase demand for long-term finance.
Demand will be even stronger amongst medium-sized
businesses. Those ‘scaling-up’ are often investing heavily
in innovation, product development and in boosting their
production capacity – all of which need to be funded with
long-term capital.
	In 2013 alone MSBs spent £3.8bn on research and
development – over 20% of the UK’s entire R&D spend.11
	41% of surveyed medium-sized businesses cited the
main reason for seeking finance was the purchase
of fixed assets – which underpins investment. Higher
than for both small (36%) and micro (28%). 12
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Difficulty in accessing long-term growth
capital inhibits some of the UK’s highest
potential medium-sized businesses
While much work has been done to improve the UK’s
financing environment gaps still exist in the funding
ladder for medium-sized businesses.
	Over half of the 60 medium-sized businesses surveyed
for this report agreed that a lack of
long-term finance is a barrier to growth
	Over half of medium-sized technology companies have
a need for longer term finance which was not being
properly addressed13
	22% of scale-up CEOs cite venture capital as one of
their top three issues14
In this report we identify two key gaps in the funding
ladder: a gap for long-term committed debt and a
continuing gap for equity.

A structural gap has developed for long-term
committed debt
Much has been said about the effect of the financial
crisis, and subsequent regulatory response, on the
ability of banks to lend.15 A key driver of the ‘new normal’
finance environment has been the introduction and
implementation of new capital requirements for banks
which has seen a de-risking of balance sheets.
While public focus has been on overall lending levels,
which are important – the type of lending on offer matters
just as much. A notable feature of the ‘new normal’
landscape is the reduced availability of longer-term debt
(loans with terms of more than five years).16 When looking
at the total stock of medium to long-term (non-overdraft)
bank lending to SMEs CBI analysis estimates a fall of £23
billion, the stock of lending being down 22%, since the

start of the financial crisis. Today the CBI’s MSB
members tell us that it is very hard to access a bank
loan with a term longer than five years. But access to
long-term committed debt is critical to medium-sized
businesses looking to invest in their productive capacity.
CBI analysis in Figure 1.0 highlights where medium-sized
businesses see this gap for debt funding.
Figure 1.0: The gap for long-term committed debt
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The structural gap for equity finance
remains a major problem
Equity finance can be the best source of growth capital
for firms with riskier business models but has long been
underutilised in the UK:
	18% of medium-sized businesses accessed private
equity in 2014 and 5% accessed public equity17
	When including smaller firms only 2% had used
equity finance in the last six months when asked in
September 2014 compared to 9% in Sweden and 13%
in Denmark18
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Previous CBI research found two ‘gaps’ in the supply of
equity finance. One at the start-up stage, which has also
been investigated by NESTA,19 and one at the expansion
stage.20 With the help of government incentives, such as
the extension of the Seed Enterprise Investment Scheme
aimed at tackling this first gap good progress is being
made. But the gap at expansion stage still persists –
weakening the UK’s funding ladder. When compared to
the US the European venture capital and private equity,
development capital market remains relatively small:
	UK’s venture capital market is less than half the size
of the US market, when measured as a percentage
of GDP21
	Europe accounts for only 15.3% of global VC activity
compared to the US which accounts for 68.2%22
In this report we identify a gap in equity for follow-on
funding of amounts above £5m. Principally this is at the
top of where venture capital firms operate and at the lower
end for private equity deals. CBI analysis in Figure 2.0
highlights where this gap is for equity funding.

Government interventions have focused on
smaller businesses since the crisis
As figure 3.0 shows, government has to date focussed
on the immediate post-crisis challenges of supporting
the smallest businesses or supporting the provision of
working capital.
Figure 3.0: Government support on access to finance
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Figure 2.0: The gap for equity
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We believe now is the time for government support to help
fix the finance ladder for medium-sized businesses. To help
smooth the growth journey from small to medium to large.
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3
GOVERNMENT NEEDS TO STEP-IN TO FIX
THE FUNDING LADDER SO OUR BRIGHTEST
MEDIUM-SIZED BUSINESSES CAN STEP-UP
TO MEET THEIR FULL GROWTH POTENTIAL
1.

 reate Long Term Lending Trusts (LTLTs) to help
C
savers provide long-term committed capital to the
UK’s brightest MSBs

2.

P
 ut long-termism at the heart of a re-invigorated
Enterprise Finance Guarantee

3.

M
 ake Help to Grow a game changer that supports
long-term lending

4.

 he Business Growth Fund is the right idea for
T
medium-sized businesses so let’s build on it to realise
its full potential

5.

M
 ake the UK the best place to list on a growth
equity market

6.

 he Business Tax Roadmap needs medium-sized
T
businesses at its heart – and should assess whether
the tax system can play a role in boosting the use of
equity finance

7.

M
 ake the UK the best place to issue a private placement
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RECOMMENDATION 1:

Create Long Term Lending Trusts (LTLTs) to help
savers provide long-term capital to the UK’s
brightest MSBs
Long Term Lending Trusts can plug the gap
for long-term debt capital

Targeting individual savers an LTLT would offer:
A return based on yield, not capital gain

Regulation has required deposit taking banks to set aside
more capital to longer term loans, reducing the return
that they have been able to earn in this market.

	Income tax relief, either on savings income (akin to the
ISA savings vehicles) or with a deduction from income
tax in the year of investment

With banks having to pull back as tighter capital
requirements bite, CBI members tell us that it has
become harder to access loans with a term longer than
five years. Research for the Group of 30 highlights how
in the Euro area annual net new lending with a term over
5 years fell from more than €200bn in 2007 to less than
zero by 2012.23 While no similar dataset for the UK exists
our members tell us of a significant fall off in long-term
lending here as well. When looking at the total stock of
medium to long term (non-overdraft) bank lending to
SMEs CBI analysis estimates a fall of £23 billion (stock of
lending down 22%) since the start of the financial crisis.

By taking advantage of existing channels of distribution,
that feed and distribute VCT funds, they would provide a
new and innovative source of committed long term debt to
the UK’s medium-sized businesses whilst also offering a
new, attractive, alternative asset class to savers.

While the capital markets that supply long-term debt
to larger firms; such as bonds, private placements and
private debt funds, have grown in recent years most
MSBs remain cut off from these sources of capital.24 We
believe that government action is needed to fill this gap.
We recommend the creation of a new financing vehicle
called a ‘Long Term Lending Trust’ (LTLT). The premise
is to extend similar incentives to investors that are willing
to commit to providing long-term debt as currently exists
via the successful Venture Capital Trust (VCT) scheme.

Done well LTLTs could meet two government
objectives in one go
The idea is to create a higher yielding haven for long
term investors who are seeking to generate income, not
capital gain. These could include retired people and those
who are seeking a longer term investment with risks and
rewards lying in between the low yields of gilts and the
higher risks of equity.
We believe that a large pool of individuals would find this
investment attractive as it would likely provide relatively
high returns whilst offering a relatively high degree
of protection – given that the LTLT would be run by an
investment professional.
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The LTLT would require strict requirements on the type
of business it could lend to and strict requirements on
the term, which should be set at a five year minimum,
and average life, which should be a minimum of three
and half years, of the loans it could make. This would
ensure it is providing growth capital to medium-sized
businesses that is not currently available from banks or
debt funds. By adopting much of the existing legislative
framework of VCTs the legislative complexity would be
kept at a minimum.
Compliance with EU State aid rules would be necessary.
The EU State aid rules that apply to risk finance
measures such as VCT and EIS allow Member States
to provide support for risk finance where it is most
needed and where there is a market failure. The evidence
gathered in our research highlights a market failure for
risk capital as illustrated in Figure 1.0 and should be used
to justify the intervention to the European Commission
(EC) or explore the General Block Exemption Regulation
as a solution.

What is the likely cost to government?
In return for contributing to a LTLT for a minimum
holding period of 5 years investors could be offered tax
relief at the basic rate of 20% capped at a maximum of
£200,000. The scheme would therefore be similar to a
VCT were 30% tax relief is capped at £200,000. Unlike
a VCT it would be appropriate to tax the returns from
LTLT because in the absence of default the returns from
lending (rather than equity) are certain.
The proposed tax incentive would be more attractive
than incentives available for other lending schemes.
For example ISAs offer no upfront tax relief only tax
free returns, a higher rate ISA investor would have to
expect a return of more than 50% in 5 years for the
tax relief (50%*40%=20%) to exceed the tax benefits of
LTLT. Furthermore the £200,000 maximum cap is more
generous than the £15,200 per year ISA limit.

If this product were to attract just 1% of those with a
liquid asset wealth of £100,000+, each contributing
£10,000 on average per year, £7.4 billion of SME lending
could be unlocked over 5 years, this would offset a third
of the decline in SME bank lending since the start of the
financial crisis at a medium term fiscal cost of around
£300 million per year.
Figure 4.0: The fiscal cost of LTLT with upfront tax relief

LTLT (£ million)

Year 1
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A funding solution for
long-term committed debt
would be welcomed by the UK’s
medium-sized businesses
John Gilligan, BDO
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RECOMMENDATION 2:

Put long-termism at the heart of a re-invigorated
Enterprise Finance Guarantee
The Enterprise Finance Guarantee should
support longer-term lending

This would bring a number of benefits:

The EFG works by guaranteeing a percentage of
the outstanding amount of a qualifying loan up to a
maximum of 75%. It is however insensitive to the term
and average life of the loan and so the EFG should be
amended to better incentivise long-term lending. One
potential option for achieving this is altering the terms
of the guarantee. The guarantee could progressively
increase as the term of the loan increases with higher
guarantees of capital repayments scheduled at a later
date. Figure 5.0 shows how this new guarantee structure
would work across the lifetime of the loan.
Figure 5.0: how the new guarantee would work across
the lifetime a loan
Guarantee at Period Start £

Guarantee as % Loan Outstanding

1,600

85%

1,400

	It would encourage longer average lifetimes for loans.
For those medium-sized businesses looking to make
longer term investments this will reduce the pressure
of repaying capital early in the life of the loan
	It would reduce the risk of longer term lending for
banks and so reduce the regulatory capital cost of
longer term qualifying loans which should incentivise
more long-term lending
	Finally; for any given level of borrowing, it would
also mean a reduced total amount of lending being
guaranteed by the state. Given this the government
could look to increase the ceiling of the amount
allowed to be borrowed under the scheme – opening it
up to more medium-sized businesses.
This will allow and encourage all existing lenders to lend
longer term and more effectively target government
support to long term funding.
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Support should be focused
on long-term lending
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RECOMMENDATION 3:

Make Help to Grow a game-changer that supports
long-term lending
Help to Grow has a lot of potential to
support medium-sized businesses

Help to Grow should be calibrated to support
long-term lending

The British Business Bank’s new Help to Grow scheme
has the potential to help fill the long-term finance gap
– but only if we can get it right. Announced in February
2015, this will support new loans to growing businesses
looking to make the leap from small to medium.

Help to Grow should incentivise the long-term lending
needed to help MSBs implement their growth strategies.
This should include the provision of debt finance with
interest and capital repayments specifically tailored to
the needs of growing businesses, for example, where
capital and interest repayments can be deferred with a
focus on increasing long-term lending.

Now in its pilot stage the Help to Grow scheme aims
to support the market in two ways. First by supporting
the establishment of new mezzanine debt funds and
secondly by creating new types of loan guarantee to
incentivise lending. Both elements have the potential to
be good news for growing businesses seeking funding of
£500,000 or higher.
But as highlighted earlier the type of lending available
matters as much as the overall level of lending. So this
pilot is a real opportunity to make Help to Grow a gamechanger that fills the gap for long-term lending.

The scheme should also ensure it can support a wide
range of growth finance requirements, including
acquisition and development capital.
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RECOMMENDATION 4:

The Business Growth Fund is the right idea for
medium-sized businesses so let’s build on it to
realise its full potential
The Business Growth Fund is the UK’s
most active provider of growth capital to
small and medium-sized businesses – it’s
working well
The Business Growth Fund (BGF) provides initial equity
investments of between £2m-£10m for minority stakes in
fast growing businesses, with an average turnover of £17m
at the time of investment. It has been a success and since
its launch has deployed £515 million of capital into 95
companies with a further £65 million of follow-on funding.
This capital has been put to good use including funding
strategic acquisitions, financing new capex to increase
capacity, improve marketing or new product development.
With CBI research finding that 46% of small and mediumsized businesses not considering equity finance cited
loss of ownership as a concern we believe the success of
a minority stake business model is positive and we want
to encourage more private sector investment firms to
enter this part of the market.25

The government needs to raise awareness
of equity across the board
But the biggest problem facing providers of equity
finance remains awareness, trust and understanding
among entrepreneurs. So the government must lend its
weight in profiling the benefits of equity investment –
especially as 81% of small and medium-sized businesses
with direct experience of it would recommend it.26

We want the Chancellor and Business Secretary to
commit to doing so through speeches, roundtables and
other public platforms.

CASE STUDY

BETTER BATHROOMS
COLIN STEVENS FOUNDED BETTER
BATHROOMS IN 2001 AFTER
SELLING TAPS ON EBAY FROM HIS
BEDROOM
Since then, the company has grown year-on-year
and is now one of the UK’s leading bathroom
retailers, with branches across the country and a
large online operation.
In July 2013 the growth of Better Bathrooms was
accelerated by a £10m capital investment BGF
made in the business.
Since then the company made further
investments in its online business and has grown
its number of showrooms from three to six.
Mr Stevens says, “It’s really exciting to have the
investment from BGF. We get the investment
as we worked to carry on growing the business
faster. We didn’t work to give away control.”
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RECOMMENDATION 5:

Make the UK the best place to list on a growth
equity market
A thriving public equity market is critical to
building a strong mid-market
Accessing the public equity markets traditionally marked
a moment of maturity for a growing business. However
with the introduction of the Alternative Investment
Market (AIM) access to public investment has become
available to more medium-sized firms. Today 850 UK
high growth firms are admitted to AIM.
AIM is a successful market that provides a source of new
growth capital to medium-sized businesses and is also a
viable exit route for early stage investors:
£2.763bn has already been raised on AIM in 2015
	Of this £396m is new money and £181m going to UK
based companies
	In May 2015 the average market capitalisation of AIM
listed companies was £70.1m
In May 2015 the median capitalisation was £21.2m

The regulatory framework needs to support
quicker access to capital
One quick win here is to push for a simplification of
the requirements for companies when they undertake
a secondary issuance as part of the EU Commission’s
review of the Prospectus Directive. This will make it
easier for companies already listed to raise extra capital
from existing investors without the need to produce a
prospectus and would strike a sensible balance between
investor protection and access to capital for companies.

The Financial Conduct Authority also has a significant
role to play in making the UK the top the destination for
larger companies to list on the main market. While the
recent commitment to issue remit letters to the FCA
and PRA is positive we believe the government should
go further. We recommend the introduction of a new
‘international competitiveness duty’ for the UK
Listing Authority.

Today 850 UK high growth
firms are admitted to AIM
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RECOMMENDATION 6:

The Business Tax Roadmap needs medium-sized
businesses at its heart – and should assess whether
the tax system can play a role in boosting the use of
equity finance
The UK has successful tax measures for start-up
businesses, such as the Seed Enterprise Investment
Scheme and Entrepreneurs’ Relief. Having identified the
persisting gap for equity finance at the follow-on stage
the government now needs a greater focus on supporting
businesses further up the funding ladder.

The Business Tax Roadmap is a good
vehicle to assess the UK framework for
enterprise tax
Part of the government’s Business Tax Roadmap, set to
be published in April 2016, should investigate, at a cross
department level, the UK’s framework for enterprise
taxation. This comprehensive review should assess the
interaction of personal and business taxes, the incentives
they encourage and the needs of both businesses and
investors when using equity finance.
To achieve this the review should address both the
macro, at the level of the market, and micro, at the level
of the firm, incentives in the tax system to determine
whether there is a need for change. At the macro level
the overall attractiveness of investing into medium-sized
businesses should be explored while at the micro-level
the behaviour of individual investors should be assessed.

Ideas to look at to help medium-sized businesses include:
Tax advantaged venture capital schemes:
	The SEIS, EIS and VCT (tax advantaged venture capital)
schemes are the primary tax lever in encouraging
investment into start-up and scale-up companies
	The investment limits, both annual and lifetime, are
set relatively low in relation to the needs of a fastgrowing, capital hungry business. While state aid
plays a significant role in determining the level of
support available here the government should build
on success and look to revise the overall investment
limits available
	The recent Scale-up Britain report found that 72%
of scale-ups thought they would grow faster if the
current limit for investments via Venture Capital
Trusts was increased27
Capital gains tax:
	As a major tax in this space the review should build
from first principles in assessing the UK’s approach to
capital gains tax
	It should assess whether there is an opportunity to
support long-term term equity holdings with some
businesses remaining concerned by short-term
investor behaviour.
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RECOMMENDATION 7:

Make the UK the best place to issue a private
placement
Private placements can channel long-term
finance directly from institutional investors
into larger medium-sized businesses
Aimed at larger medium-sized businesses private
placements channel wholesale funds, from institutional
investors like insurers and asset managers, directly into
successful UK firms. Typically longer-dated than traditional
bank facilities, private placements have the potential to be
a major new source of long-term growth capital.
Previously reserved for larger businesses recent
developments in the market point towards greater
access for medium-sized businesses.
	In 2014 the average deal size was €63m with an
average maturity of 6.6 years
	In 2014 38% of private placement deals were
below €50m28
The market is growing across the EU and private
placement issuance by European companies totalled
€31bn in 2014 - €13bn on the US private placement
market, €11bn on the German Schuldschein and €6.4bn in
European Private Placement deals.29
But despite the positive EU picture the UK lags behind
our international competitors. Of the €6.4bn raised in
European Private Placements in 2014 53% were issued in
France, 20% in Italy, 15% in Germany, 6% in Belgium while
only 4% was raised in the UK.30
If we can change this the Breedon Review estimated that
fostering a successful market could unlock £15 billion of
long-term growth capital in the UK.31

The government needs to build a flexible
market for the future
The government has a good track record on private
placements and recent interventions, such as the 2014
Autumn Statement announcement of a withholding tax
exemption, have been welcome.
However we want the government to keep the pressure
up and continue to actively promote the benefits that
private placements can have for UK companies. This will
help to boost awareness, and demand, which remains low
with only 3% of MSBs currently planning on accessing
them in the next three years.32
The government should also build on its good intention
of a withholding tax exemption by lowering the minimum
eligible issuance size to £5m and clarifying that it will apply
to loans as well as bonds. Finally, it should also continue
to fast-track and support industry efforts to standardise
market documentation and encourage investors.

Mid-cap businesses need a
diverse funding environment to
really flourish
David Brookes, BDO
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