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Introduction

This report presents the emerging findings from the on-going review of the scope for the use of
Financial Instruments (Fls) inthe new European programmes 2014-20 in Wales. It isintended to
provide an evidence base toinformthe discussion within Welsh Government of the suitability
and appropriateness for the use of Fls in these new programmes.

The review builds on the Stage One screening assessment which provided a high level
assessment of the suitability and appropriateness of Fls for the range of proposed interventions
outlined in the draft 2014-2020 programme documents. This scoped in or out the use of Fls
across the range of possible interventions within each investment programme. A range of
comments were provided by Welsh Government and our approach has taken account of these.

The purpose of Stage Twois twofold:

. The conduct of market assessments for the interventions that were scoped in as
suitable for the use of Fls;

. More detailed consideration of the suitability of Fls in a number of cases where the
case, one way or other, is not yet clear.

Rationale for the Use of Flis

Historically, the publicsector has supported economicdevelopment through direct funding and
grant assistance. Increasingly, however, there is a policy desire - both within Wales and at the
UK and European level - to develop alternative (non-grant funding) models of intervention. In
Wales, this has been reflected by the implementation of a number of Fls under the 2007-2013
programmes, including an SME finance instrument aimed at providing finance for SMEs and an
Urban Development finance instrument.

There are a number of advantages associated with the use of Fls in relation to SME,
infrastructure and widerregeneration interventions. These advantages are summarised below:

. Return on Investment— Perhaps the most significant advantage of the use of Fls is the
opportunity torecycle publicsectorinvestment and hence the opportunity to achieve a
far greater return on investment and long term momentum than would be the case
under more traditional grant funding mechanism.

° Levering Additional Private Sector Investment — the use of FlIs is likely to lever in
significantly higher levels of private sector funding than might be the case under grant
funding models, by encouraging venture capitalists to invest or encouraging investees
to make a supplementary contribution themselves for example. This sharing of risk can
create the potential for much larger scale investment funds than might otherwise be
the case.

. Ensuring Long Term Commitment — the nature of FIs means that the private sectoris
likely to be engaged overalongertime period than might otherwise be the case. This in
turn is likely to build stronger commitment and relationships between the public and
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1.6

1.7

1.8

1.9

private sector.

Tapping into Wider Pools of Expertise — FIs which operate on a much larger scale can
often access both a wider and higher quality pool of private sector expertise, both in
terms of the management of the fund and in terms of fund delivery. This has positive
implicationsinterms of the levels of expertise and experience that can be drawn upon
to achieve shared objectives as well as in terms of decreasing and sharing project risk
among a wider set of stakeholders.

Move away from grant funding culture — As discussed above, grant funding models
have inthe past dominatedintervention atthe European and Welsh levels. Fls are seen
as an ideological move away from the provision and reliance of start-ups and growing
SMEs on grant aid, in favour of a more collaborative and holistic approach which sees
the public and private sectors working more closely together to achieve shared
objectives.

However, inthe author’s experience the use of Fls also present a number of challenges which
need to be taken into account when considering their potential use:

Cost of Setup and Delivery —reflecting arange of factors, including the complexities of
delivery and in some cases the lack of existing models and expertise, Fls can be more
expensive to setup and deliver than grant based approaches.

Complex Models of Delivery — Fls often involve more complex rules than traditional
grant based models, whichinturn have implications for the delivery models which are
adopted. These complexities present a number of challenges —in terms of the cost of
set up and delivery (as discussed above) and in terms of the additional expertise
required from policy makers, those delivering the support and also potential investors.
This can potentially push up delivery costs and reduce value for money.

Step Change in Approach —if Fis are to prove successful, they must be attractive both
to potential private sectorinvestors and recipients. Given the longtrack record in Wales
— as elsewhere —in grant funding models, some dependency on grant investment
remains. Steps have beentakentoaddressthisalready, through commitments made in
the Welsh Government’s 2010 Economic Renewal Programme for example. However,
further changeisrequired fromthe perspective of both policy makers and the market.

Scope of the Assessment

The scope of the assessments and the associated research tasks are set out below. We have
categorised these into what we consider to be sensible groups of activity.

SME Competitiveness Priority - Finance for SMEs

The focus here has been upon the use of Fls as a delivery mechanism for the provision of
finance to start-up enterprises and growing SMEs. The general principle is that finance is
provided ona commercial basis, namely that it is provided at market rates or with investment
terms attached which depend upon the precise nature of the finance.

The assessment covers awide range of businesses types, in particular:
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° Start-up businesses, distinguishing between start-ups with different motivations and
prospects (e.g. high and non-high growth, profit-making and social enterprises, start-
ups established by the unemployed, etc.);

. Micro-enterprises, typically requiring small amounts of debt finance;
° Early growth businesses, requiring a range of different types of finance;
° Larger expanding SMEs, seeking a range of finance types to enable longer term

investment and growth;
° Social and community enterprises;
. The finance needs of high technology businesses.

1.10 There has been no particular presumption about the suitability of particular types of finance,
althoughthereisthe expectation onthe part of the European Commission that the main forms
of finance targeted at SMEs will be debt, risk capital (and mixes of these) and guarantees.

Research and Innovation - Finance for R&D

1.11  The Stage One assessment concluded thatarange of possible Fls could be adopted in support of
R&D activity, mainly proof of concept and commercialisation of University and SME R&D. The
assessment concluded that there was not a pressing case for specific Fls in relation to higher
volume SME innovation demand stimulation activities within this priority. However, there is an
importantrole forfinance to support the set-up, early growth and expansion of high-tech firms
which could be addressed through Fls eitherin this priority or the SME Competitiveness priority
discussed above.

1.12  Thefocus of the assessment was therefore:

° The need for commercial finance to enable the commercialisation of University based
R&D through establishing proof of concept, the spin-out of companies and the licensing
of IP;

° The finance requirements of SMEs involved in proving and commercialising R&D,

including proof of concept, seed funding and early stage growth.
Renewable Energy and Energy Efficiency

1.13  The Stage One Screening Assessment concluded that there are various opportunities for Fls in
the Renewable Energy and Energy Efficiency priority. These include:

° Energy efficiency activities focused on residential communities and SMEs (with the
latter also including micro-generation);

' Thisincludes, forexample, grant based projects such as Innovation Vouchers, which provide small grants to SMEs to
encourage themto undertake s pecific clearlydefined research and innovation activities. The intentionis to encourage them
to progress towards more extensive and intensive forms of research and innovation.
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1.14

1.15

1.16

1.17

° R&D and infrastructure investment to support the realisation of economicopportunities
associated with the marine energy sector;

° The exploitation of renewableenergy and low carbon infrastructure in major economic
development schemes (e.g. business parks);

° Community renewable schemes.

However, the proposed analysisin Stage Two has stopped short of a full market assessment in
many of these possible areas. Rather, the intention is to further investigate the types of
investments which are proposed, the scale of activity and potential amounts of ERDF funding
required, the indicative demand and supply, and the suitability of Fls.

Infrastructure

Thereisa case for the use of Flsin the Infrastructure priority, with the possibility of building on
the lessons from JESSICA® in the current programme to achieve investment in urban
development. Thereisalsothe potential to use Flsto fund aspects of transport, ICT and energy
related infrastructure within the priority.

However, as with the Renewable Energy and Energy Efficiency priority, this requires further
investigation of the suitability of Fls. There are a number of key considerations which
contextualise this, including:

° In the case of a Fl to support investment in urban development (land and property
primarily), the performance of the current JESSICA scheme and the delivery challenges
it has faced;

. The potential merit of FIs for funding the other aspect of this particular priority,
including transport, ICT and energy related infrastructure, where investment in
individual projects can be large but few in number.

ESF

The Stage One Screening exercise concluded that there was limited value and scope to use Flsin
the future ESF programme. However, it noted the merit in exploring the links with access to
finance supportforstart-up and micro businesses to ensure the support needs of start-up and
growing micro businesses are being adequatelyaddressed between the two programmes. This
was approached in the following way:

° Integration of the assessment of finance (including demand for potential ESF funded FI
interventions) for start-ups into the ERDF assessment of finance needs for SMEs
outlined above;

. Exploring ways of clearly demarcating the roles of ESF and ERDF support so that they
can meetthe needs of potential entrepreneurs in an integrated and coherent manner.

2 Joint European Support for Sustainable Investmentin City Areas.
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1.18

1.19

1.20

1.21

Rural Development Plan

As with the ERDF programme, the RDP has identified activities for which there could be a role
for Flsin delivery. However, the Stage One Scoping Exercise found that the limited scale of the
activity in these cases is likely to make the adoption of Fls unviable in many instances.

There may however, be meritin exploringthe scope to achieve the necessary scale and viability
through coordination or aggregation of activity with Fls underthe ERDF programmes. This could
apply to, for example:

° Provision of finance to support the diversification and modernisation of the farming
sector;

° Finance for start-ups and micro-loans for small established businesses in rural areas;

. Finance for community renewable schemes;

° Finance to support community hubs, community transport schemes and other forms of
infrastructure.

Report Structure

The remainder of the report presents the findings of the Stage Two analysis grouped by each of
the European Funds and the corresponding priorities and interventions areas which were
identified for investigation.

In the case of the ERDF SME Competitiveness and Research and Innovation priorities, the
detailed market assessment is presented in a separate report.
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2.1

2.2

2.3

24

2.5

2.6

ERDF SME Competitiveness

Introduction

This section summarises the key findings of the Stage Two assessment of the potential to use Fls
to support SMEs in Wales in the 2014-2020 Structural Fund programmes.

The conclusion of the Stage One assessment was that the provision of various types of finance
for SMEs (including microfinance) is a key priority for the new ERDF programmes in Wales and
should be subject to an initial market assessment. The Stage Two assessment therefore
provides a detailed assessment of the market for finance for SMEs. We cover the following
finance types in particular:

) Microloans;

° Finance for Social Enterprises;

° Loans;

. Risk capital (targeted at business expansion).

The use of finance targeted at early stage businessesis relevant here, althoughitis also covered
in the following section which focuses on finance in support of the research and innovation
priority.

For each market segment we review the evidence on supply and demand, and marketfailure. In
undertaking this assessment we have drawn upon a wide range of sources, including:

. Publicly available data on the supply of loan and equity finance, both in the UK and
where available, for Wales;

° Contextual data on the SME business base in Wales, covering the stock of businesses
and rates of new business formation;

° Data from recent surveys of SMEs in Wales and the UK, covering demand for finance
and the extent to which SMEs have been able to source this finance;

° Data supplied by Finance Wales on the performance of its various Funds, covering the
supply of finance and the returns being secured from these investments;

. Recently published research and evaluation reports on access to finance, mainly at the
UK level.

We have supplemented this data analysis with a programme of consultations with business
intermediaries, SME advisors, banks and Finance Wales. A list of consultees is provided at the
end of this report.

It should be noted that whilst we have drawn upon a wide range of sources throughout,
estimatingunmetdemand for viable investment propositions in different market segments is
inherently problematic, both given the constraints on available data and more fundamental
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theoretical difficulties. In the detailed appendix we provide a summary of the theoretical
underpinnings of marketfailurein the provision of finance to SMEs. Despite these challenges,
publicly available survey data provide an indication of demand and data on supply. Financial
returns from Finance Wales have also enabled us to make a reasonable assessment of future
capacity for publicly backed funds.

Analysis and Findings
Microloans

2.7 There are currently around 92,000 microbusinesses® in Wales, representing 82.4% of the total
business base. Typically microbusinesses make use of overdrafts, credit cards and informal loans
from friends and family members to finance early stages of their activity. When seeking £5k or
more they then tend to seek small amounts of debt finance from external sources.

2.8 Alittle lessthan a quarter (23%) of Welsh microbusinesses sought external finance inthe last 12
months, equivalentto 21,000 businessesin 2012. The majority of microbusinesses were seeking
bank finance. Microbusinesses reported greater challenges than larger SMEs in gaining finance:
only 53% of those seeking finance obtained all that they needed (compared to 57% of all SMEs).
A further 11% obtained some but not all of the finance they needed.

2.9 This survey data alone cannot tell us how many viable propositions are failing to obtain finance
at a reasonable market price, butit suggests a potentially significant level of unmet demand for
microfinance. Based on arecent survey of Welsh SMEs by BIS* and published business data from
ONSwe estimate thatthere are around 6-7,000 microbusinesses in Wales failing to obtain any
of the finance they sought. At an mean level of investment sought of £61,000°, this would
suggestan unmet demand forfinance of over £360-420 million.® However, it should be borne in
mind that many of these will not be reasonable propositions for lenders, given the nature of the
businesses and the lenders’ assessment of risk and returns.

2.10 Itisgenerallyacceptedthat highstreetbanksand othercommercial lenders are often reluctant
to lend to micro-businesses and finance from these sources is not always appropriate. This is
due to the small amounts of finance sought, the higher default rates amongst these types of
businesses and the relatively high costs. Finance Wales has run the £5m microloan fund in
Wales as part of the JEREMIE initiative. Data on the performance of this fund in terms of
investments made, expected returns and economic development outputs provide us with a
pointer on the size of the market for viable microfinance propositions in Wales. Whilst some
issues were encountered initially in sourcing viable propositions in this area, these appear to
have beenresolved andinvestmentlevels are recovering. Finance Wales expects to have made
over £800k of microloans perannum on average by the end of the six yearinvestment period. In

3 Defined as those havingfewerthan 10 employees. ONS UK Business Activity, Size and Location, 2012; data is taken from VAT

or PAYE records and soexcludesa significant number ofthose very small businesses operating below the current VAT
threshold

“BIS (2012) Small Business Survey: SME Employers in Wales. BMG Research
5.,
ibid

6 Clearlythisis subject to significant margins oferrorandis only useful as anindicative order of magnitude. However, it serves
to illustrate the potential scale of unmet demand for microfinance in Wales.
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213

2.14

2.15

2.16

addition, in response to a Welsh Government report’, a £6m microbusiness fund has been
established, which is able to invest in sectors that are ineligible for EU support.

Overall the evidence suggests that there are a significant number of viable investment
propositionsinthis areaof the market in Wales. Finance Wales is projecting a modest positive
return in gross terms on the investments made. However, it should be noted that these
investments are notlikely toyield anet positive financial return, given the typical default rates
and once administrative costs are accounted for. There is some evidence that positive economic
outputs are being achieved, although the longevity of these is unclear. ®

Finance for Social Enterprises

In 2009 Welsh Government undertook a mapping exercise in orderto survey the scale and type
of social enterprises in Wales and to better understand the sectors’ needs. Just over 3,000
organisations representing 2.6% of all business turnover (£2.2 billion) were identified as
undertaking social enterprise activity in Wales in 2009°.

Two-thirds of social enterprises have described access to finance as one of the main factors that
would helpintheirorganisation’s future success, with smaller social enterprises generating less
than £500,000 in revenue identifying this as their number one concern. Furthermore, when
asked which areas of support and advice they would like to see expanded, 44% of social
enterprises highlighted access to finance, far higherthan any otherarea (including business and
strategicplanning (18% of organisations), volunteers (15%), diversification of income streams
and partnership development (14%) and financial management and premises (13%) *°.

All of the social enterprises surveyed stated that grant funding would be preferable over other
forms of finance while demand for loan finance stood at 15% of organisations, compared to
39% among private SMEs at the time. While social enterprises are not typically the prime
targets for equity investment, a significant 8% of social enterprises saw it as having a place in
the future funding of their business. Howeveralack of understanding and awareness of how to
access risk finance and of the relative benefits of doing so often acts as a barrier to take-up.

Data on the level of supply of finance to social enterprises is hard to come by where the source
of finance is not specifically aimed at the social enterprise sector (forinstance it is not possible
to ascertain what proportion of commercial bank lending has been directed to social
enterprises).

The 22 local authorities provide the greatest scale of support to the social enterprise sectorin
Wales and finance from the authorities predominantly comes inthe form of grants. However, it
is clear that there is a strong network of other organisations working to support the sector as
well.

7 Welsh Microbusiness Task and Finish Group Report, January 2012

& |t shouldalsobe noted that there have been some difficultiesin monitoring these outputs through surveyinginvestees. See
Chapter 3 from the accompanying Appendix Report highlighting the creation of jobs through the Welsh JEREMIE Microloan
Fund (p. 20) and UK Enterprise Finance Guarantee (p.33) and for example.

° Welsh Government (2009). ‘Mapping Social Enterprise Activityin Wales: Understanding in order to Influence’.

0 ipid
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There remains a fundamental mismatch between arequirement for loan finance and the types
of loan products available commerecially which are rarely shaped by the requirements of many
social enterprises. However, the Unity Trust Bank which dispensed £19 million across the UK in
social lending in 2012 and the Charity Bank which has lent £177 million to more than 1,000
charitiesacrossthe UK between 2002 and 2012 provide a model through which loan finance to
social enterprises could be expanded.

£2.3 million in ERDF has been channelled to the £4.7 million Communities Investment Fund
(CIF) managed by the Welsh Council for Voluntary Action (WCVA). From January 2012 to June
2013 it received applications from 83 organisations for £5.5 million (an average of £66,000).
Eighteen of these applications (22%) were approved at an average value of £89,000, a total
amount loaned of £1.59 million and an average term of 10 years™.

In addition, more innovative means of delivering finance to social enterprises such as those
provided by credit unions, orthrough community share schemes and community asset transfer
have expanded and offer another way of expanding finance to the sector.

Loans

There are no definitive sources of data on demand for debt finance from SMEs within Wales,
but bringing together contextual data helps to provide a rough indication. In 2011 there were
8,225 new business startsin Wales, 33% below the business birth rate in the UK as a whole and
21% versus the UK excluding London and the South East. If the birth rate in Wales was to close
this 21% gap, there would need to be 2,140 additional start-ups per annum (an increase of
49.9%). Assuming the current business birth rate continues, simple analysis of survey data
suggests a need for finance of around £700m per annum to support this. Survey evidence on
non-micro SMEs suggests that 18% of those that sought finance failed to obtain any finance. "
Applying data on the average amount of finance sought, this would suggest over £370m of
unmet demand amongst established SMEs excluding micros SMEs (although again a
proportion of this would not have been seen as being commercially viable to most lenders).

Since the 2007/8 credit crisis the supply of debt finance from mainstream sources has
contracted very sharply, with banks focussing on lower risk propositions and demanding more
security. Thisisreflectedin dataon overall netlending and has also had a significant impact on
the demand fordebt finance from Finance Wales, both through the JEREMIE Fund and through
the recently launched SME Fund. Consultees suggested that the impact of Central Government
initiatives (e.g. Funding for Lending) has largely been felt in a reduction in interest rates for
existing customers rather than an opening up in lending to SMEs previously unable to source
finance.

Finance Wales has been able to make a significant volume of loans through JEREMIE and the
latest expectations on returns are healthy. The retreat of the banks has led to Finance Wales
playingthe role of prime lender rather than a gap funder. There has been a significant flow of
viable propositions that are unable to source debt finance from elsewhere. The JEREMIE loan
fund has been supplemented with a further £20m in loans offered through the SME Fund. It is

Al figures received from the Welsh Council for Voluntary Action (WCVA), July 2012

2 90% of these businesses failing to obtain finance were small businesses (with 10-49 employees).
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2.24

2.25

2.26

2.27

too early to make judgements on the performance of this particular Fund.

Looking ahead, should macroeconomic conditions become more benign in coming years,
demandforloansto finance business growth, reinvestmentin capital and business start-up can
be expected to increase. Our consultations and analysis suggest that on the balance of
probabilities, banks’ lending practices are unlikely to become more liberal in coming years,
given the pressure to repair balance sheets and continuing regulatory pressures on capital
ratios. Banks are unlikely to return to their lending behaviour in the pre credit crisis period in
the short or medium term. Should UK economic growth pick up, there is therefore the
likelihood forthe gapindebtfinance in Walestoincrease. There is the potential for other parts
of the private sectorto come intothe market but there is much uncertainty about this, leavinga
very important role for public sector backed lenders.

Risk Capital for Expansion

Equity finance tends to be suitable forasmall minority of firms that have high growth potential
but a high level of risk associated with their business plans. Again, there is very little direct
evidence onthe level of demand forequity finance in Wales. Indeed estimatingdemand for risk
capital investment from SMEs is difficult given that equity investment is only suitable for a
relatively small number of SMEs. Moreover, even once a fund is established it is extremely
difficult to predict at the outset, likely rates of return, given the inherently risky nature of
investments. As for debt finance, demand can be expected to be higher in more benign
macroeconomic conditions, but there is nevertheless significant uncertainty.

Overall, according to the 2012 Small Business Survey ™ in Wales, 24% of SMEs in Wales sought
finance of some sort. Data from the UK-wide 2010 ONS Access to Finance Survey found thatjust
1% of SMEs seeking finance werelooking forequity finance in 2010. Applying this to the Welsh
SME base would equate to around 450 firms in Wales seeking equity finance. There is no
reliable data on the extent to which these firms are successful in securing this finance, or
whethertheyrepresentviable propositions. Given the relative paucity of evidence on demand,
itismoreilluminatingtolookattrendsinthe supply of equity financeand returns being secured
from these investments.

The value of total equity investment in Wales has been lower than in the comparator areas of
the UK and Scotland (relative to the size of the economy) and has fallen sharply since the credit
crunch. Our analysis and consultations confirm that the mainstream venture capital market in
Wales is very thin, and that the equity gap in Wales is at least as pronounced in Wales asin
elsewhere in the UK. The credit crunch has served to reinforce this.

As a consequence, Finance Wales acts as a major provider of risk capital to SMEs in Wales.
Analysis of the performance of the existing JEREMIE Fund helps to provide an indication of the
equity gap in Wales. Finance Wales expects to have been able to make around £10m of risk
capital investments per annum through JEREMIE. This is less than expected, in part reflecting
the performance of the Welsh economy in general which has dampened demand for risk
capital, allowing £7m to be vired into early stage portfolios™*. Current expectations are for a

B ‘Small Business Survey 2012: SME Employers’, BMG Research for BIS (2013).

" The Early Stage portfolio makes equity i nvestments in young companies which are usually technology and science orientated,
often commercialising R&D.
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2.32

2.33

healthy positive return overall on the risk capital portfolio (although these are still subject to
judgements on the likely realisations from these investments).

Conclusions

There is a strong case for the ERDF programme to provide an integrated and coordinated
approach to the provision of finance for SMEs, with the current JEREMIE fund providing a good
basis upon which to buildinthe next programming period. This has the advantage of providing
the scale necessary to be attractive to a major co-investor (such as the EIB), the ability to mix
fundingtypesinafullyintegrated manner and to act as a credible partner to the range of SMEs
in Wales seeking finance.

An overall fund which channels finance to a set of sub-funds (a so called ‘fund of funds’) could
have an overall capital value of between £120-160 million (including seed and early stage
growth which is examined in the next section). A case could be made for increasing this in
response a number of factors including the need for greater amounts of debt finance and the
potential for early stage support.

Micro-loans

Given the typical default rates and operating costs, the market is highly unlikely to operate in
thisarea forthe foreseeablefuture. However, the evidence on the volume of viable microloan
propositions in Wales provides a case for continued public sector backed microfinance. The
experience of the JEREMIE Microloan Fund and the Microbusiness Fund suggests that there is
capacity of the order of £0.8-£1m per annum if offered on similar terms to that provided by
the existing JEREMIE Fund. This would equate to a total Fund of £4-£5 million over five years
(of which ERDF would provide part). This could be operated alongside other forms of business
support for these businesses.

Finance for Social Enterprises

Through the 2007-13 structural funding period, there has been less than £3 million directed
specifically towards channelling non-grant finance to social enterprises, through the Community
Investment Fund. Given the greater policy focus on social enterprises and fundamental
mismatch between supply and demand set out above, we suggest that the scale of future
funding be set to allow for organisations like the WCVA and Wales Co-operative Centre to
expand upon the non-grant offer already provided within the next round of structural funds.
However, this is in the absence of any evaluation evidence of the effectiveness and value for
money provided by the existing ERDRF backed schemes in Wales —these are very important
considerations in assessing the scale of finance which is both needed and justified.

Loans

The scale of the gap in the market is subject to uncertainty, given the challenges of predicting
economicprospects and nature of demand and supply drivers. However, our analysis suggests a
strong continuing need for publicly backed provision of debt finance in the period 2014-2020.
Giventhe experience of JEREMIE, we would expect there to be capacity for at least the level of
debt finance as that invested within the current JEREMIE Fund, if not more.

This suggests in the order of at least £10-12m per annum of loans in Wales over a five year
period, equating to a £50-£60m Fund, if offered on similar terms to those offered at present
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by JEREMIE*® (of which ERDF would be around 50%).
Risk Capital

2.34  Given the continued persistence of the equity gap and the relative lack of provision in Wales,
our analysis suggests a continuing need for publicly backed provision of risk capital in the next
Programme period. Given the experience of JEREMIE, we would expect there to be capacity for
in the order of £9-11 million of risk capital investments in Wales per annum, if offered on
similar terms to those offered at present by JEREMIE.® This would equate to a total fund of
£45-55 million over a five year period (of which ERDF would be roughly 50%).

B tshould be noted thatif anyfuture JEREMIE Fund successoris to be part funded bythe European Investment Bank (EIB) or
otherseniordebt funderas matchfundingfor EU Structural Funds, then a loan fund of sufficient scale will be needed in
order to service the debt repayments to the EIB.

18 ibid
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3.1

3.2

3.3

3.4

ERDF Research and Innovation

Introduction

The Stage One assessment concluded that arange of possible Fls could be adopted in support of
Research andinnovation, mainly proof of concept and commercialisation of University and SME
based R&D. The assessment concluded that there was not a pressing case for specific Flsin
relation to higher volume SME innovation demand stimulation activities within this priority.
However, there is an important role for finance to support the set-up, early growth and
expansion of high-tech firms which could be addressed through Fis either in this priority theme
or the SME Competitiveness priority discussed above.

The agreed focus of the assessment was therefore upon:

° The need for commercial finance to enable the commercialisation of University based
R&D through establishing proof of concept, the spin-out of companies and the licensing
of IP;

° The finance requirements of SMEs involved in proving and commercialising R&D,

including proof of concept, seed funding and early stage growth.
The approach has consisted of:

. Consideration of the sector priorities and the associated policies of Welsh Government.
These are important in shaping the focus of R&D activity within Wales.

. Using the available data sets, analysis of R&D activity occurring in Wales’ universities
and SMEs and the extent to which these lead to commercialisation and the
establishment and growth of businesses. However, itis should be noted thatthe extent
and quality of the data available on R&D activity and its commercialisationis limited, as
well as the demand and supply of commercial finance linked to this.

. Consultations with a range of organisations, in particular: universities;
commercialisation partners active in Wales such as Fusion IP; private sector and public
sector backed VCs active in Wales; Welsh Government officials dealing with policy,
fundingand delivery support forinnovation and more specifically commercialisation of
R&D.

Analysis and Findings

Overall, there are low levels of business and academic investment in R&D. This is explained by
various factors such as:

° Economicchange and a sector mix which has resulted ina poor representation in some
particular high R&D areas such as pharmaceuticals;

° A lack of PLCs headquartered in Wales, as well as company R&D centres;

° An under-representation in STEM subjects in Welsh HEls and difficulty attracting top
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level researchers and poor graduate retention®’;
° A lack of government R&D institutions.

However, there are pockets of world class expertise in academia in areas with commercial
potential, although they are commonly lacking in global scale. There are also a number of key
multi-national ‘anchor’ companies, such as EADS and Tata, and clusters of smaller companiesin
niche areas such as optoelectronics and medical instrumentation. Wales has also benefited
from previous public sector investments in major infrastructure projects/R&D facilities (e.g.
Institute of Life Sciences) and more recently a positive engagement between government and
business through nine sector panels®.

These factors have contributed to a situation in Wales where there has been a limited flow of
good investment propositions for the commercialisation of R&D from both the academic and
business sectors. This in turn has resulted in a lack of venture capitalists and business angels
who are willing and able to invest in the commercialisation of R&D through proof of concept,
seed funding and risk capital for early stage growth.

The emerging evaluation evidence for the JEREMIE fund suggests that it has played an
importantrole through the Co-investmentand Tech Transferfunds, both in stimulatingdemand
and in filling this gap in finance provision.

The average level of investment expected across the five yearinvestment period is around £5m
perannum, althoughitshould be noted that an increasing proportion of this has been focused
in inward investing companies and whilst the forecast outturns are optimistic (11-14%
respectively across the two funds) the ability to secure a positive Internal Rate of Return (IRR)
still needs to be demonstrated in what is a challenging investment area.

Conclusions

There is clearly a strong case for publicly backed finance in Wales to support the
commercialisation of R&D. The actions of Welsh Government and Finance Wales have played
an importantrole in addressingthe issue of market failure in the provision of finance, but also
helping to stimulate R&D activity and the demand for finance to commercialise this.

However, the demand forthis type of finance from spin-outs and early starts in Wales remains
thin. Consequently, Finance Wales has had to look outside of Wales for suitable investment
opportunities, with these spin-outs and early starts receiving finance where they inward invest
in Wales. Given the experience of JEREMIE, we would expect there to be capacity for in the
order of £4-8 million of early stage technology focused investmentsin Wales per annum. This
wide range reflects the difference between the geographical focus of the fund, with the higher
amount accounted for by the additional investment associated with inward investing early
starts. This would equate to a total fund of £20-40 million over a five year period (of which
ERDF would be roughly 50%).

7 See ‘Innovation Wales: Evidence and Analysis Paper’, Wales Government (2012) for evidence.

8 See the Welsh Government Department for Business, Enterprise, Technology and Science ‘Sectors Delivery Plan’ (2012).
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3.11 Basedontheassessmentand our experience, we set out below our thoughts on the potential
scale and range of investments with early stage companies:

° There are good reasons or continuing to support proof of concept activities with a grant
rather than repayable finance, primarily linked to the risks of these activities and the
ability to cost-effectively recoup investments ™

) At seed investments are best delivered between the range of £20,000 and £50,000 to
start with follow-on investments reaching up to £100,000

° Early stage investments should be within the range £50,000 to £1 million overall
(including follow-on).

3.12 Whilethereisalsoa case for supplying debt, this should be delivered on a typically smallerscale
where suitable for particular investments and generally supplemented by equity.

Ysee Mouqué (2012). ‘What are Counterfactual Impact Evaluations Teaching us About Enterpriseand Innovation Support?’.
DG Regional and Urban Policy. European Commission.
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4.1

4.2

4.3

4.4

4.5

4.6

ERDF Energy Efficiency & Renewable Energy

Introduction

The Stage One Screening Assessment concluded that there are various opportunities forthe use
of Fls in the Renewable Energy and Energy Efficiency priority. These include:

° Energy efficiency and micro-generation activities focused on residential communities
and SMEs;
. R&D and Infrastructure investment to support the realisation of economic opportunities

associated with the marine energy sector;

. The exploitation of renewable energy and low carbon infrastructure in major economic
development schemes (e.g. business parks);

° Community renewable schemes.

The analysis in this chapter stops short of a full market assessment. Rather, the intention is to
further investigate the types of investments which are proposed, the scale of intervention
required, the indicative demand and supply, and the suitability of Fls.

The methodology for this analysis has included:

° Desk based research relating to Wales, UK and European policy, guidance and project
information and evaluations;

° Review of the experience of relevant projects from the 2007-13 programmes in Wales
and other UK regions;

° Consultations with relevant staff in Welsh Government, partner bodies and case study
projects. Energy Efficiency Related to Residential Communities and SMEs.

Grants have been provided for energy efficiency improvements in social and private housing
through the Arbed scheme over the period of the 2007-13 ERDF programme and there is
potential to incorporate a loan mechanism into some or all of this activity in the future.

Similarly, loans to SMEs to improve energy efficiency or install micro-renewables can generate
annual cost savings and improve business efficiency, (as well as reduce carbon emissions), and
are an area identified to be pursued under this priority.

Case for Using Financial Engineering Instruments

The national Green Deal programme offers an opportunity for individual households and
businessestoinvestinenergy efficiency orsmall-scalerenewable energy generation, with loans
paid back from energy cost savings. Consideration is being given by Welsh Government to
piloting a similar ‘invest to save’ programme, however it would be sensible for this to
complementand add value, rather than duplicate, the finance offering provided by the Green
Deal. The Green Deal scheme is available across the UK, meaning there is a limited case to be
made for replicating this financial support scheme in Wales forindividual houses or businesses.
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4.13

4.14

While the Green Deal offers the opportunity to individual households and businesses, there
remains scope forfunding wider programmes of intervention, under the ERDF programme. This
activity has been taken forward under the Arbed programme in Wales in recent years, with
objectivestoreduce carbon emissions, reduce energy costs and fuel poverty, and support the
local supply chain development. Larger programmes of intervention could continue to be
supported eg working with social housing landlords (RSLs) or private landlords with multiple
properties. It mightalso be extended toinclude schemes supporting energy efficiency in public
and voluntary sector buildings.

There are likely to be challenges to using loan finance instead of grants for Arbed-type
interventions. For RSLs, one challenge will be thatalthough the RSLwould make the investment
in energy efficiency improvements, it would be tenants, rather than the RSL accruing the cost
savings from reduced energy use, making the repayment model more complex. Another
challenge, experienced by the London Energy Efficiency Fund (see below) was that seve ral RSLs
already had substantial bank loans and were unable to take on any further loans.

In addition, one of the key objectives of Arbed is to reduce fuel poverty, thus there may be a
case to retain grant funded interventions for the most disadvantaged households (because if
loan funded then the loan repayments made might negate any energy cost savings for these
households).

The Green Deal mechanism (whereby energy efficiency measures are implemented and paid
back through energy efficiency savings) is nevertheless a model which could be adopted in at
least some cases to replace grant funded activities supported under Arbed, albeit with a
number of complexities that would need to be resolved.

Thisapproach has beentried and tested through the JESSICA London Energy Efficiency Fund in
the 2007-13 ERDF Programme period. It has made £100m available to invest in refurbishment
projects for London-located social housing and other public / voluntary sector buildings (eg
university, museum, hospital, school, local authority buildings). Funding of £1m or more is
available, but the target is for grants between £3-20m for programmes of intervention. The
scheme has found that the Fl was well suited to this type of investment, given the situation
where returns are only likely to emerge overthe longerterm (up to ten years) and do not meet
the short-term return hurdle rates required by conventional lenders (based on information
provided by the scheme manager).

Conclusions

There is a very strong case for at least some of the Arbed programme activity to be taken
forward through a Fl in the future. The large scale of activity under Arbed, the move nationally
to fund these improvements through a loan approach (ie the Green Deal) and the successful
model forthistype of intervention witnessed in the London Energy Efficiency Fund all point to
an Fl approach being appropriate and suitable for this intervention area.

We anticipate however that part of the Arbed activity may need to continue to be funded
through a subsidised approach for the most disadvantaged households facing significant fuel
poverty challenges.

Funding for SMEs to invest in energy efficiency / microgeneration through the ERDF
programme is less likely to be needed as individual firms can already access finance for this
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through the national Green Deal fund.

Marine Energy Related R&D and Infrastructure

Investmentin prototypes /demonstrators and supporting infrastructure for the marine energy
sector (primarily wave and tidal technologies) is a priority for Welsh Government given the
potential economicbenefits this may secure. However, the sector is still at an early stage, and
there is a need for the public sector to pump-prime pre-commercialisation R&D activity and
deliver supporting actions. In the 2007-13 ERDF programme similar activities have been
supported through grant funding.

Infrastructure investments could also be supported, which seek toimprove the attractiveness of
Wales and Welsh territorial waters to the marine energy sector.

Case for Using Financial Engineering Instruments

Investment in supporting testing and commercialisation of wave and tidal demonstrator
projects has been supported through grant fundingin the 2007-13 programme, including a total
of £7m ERDF invested in the DeltaStream demonstrator. The recent Marine Energy
Infrastructure Study (Welsh Government, 2012) highlighted that support should be given to the
first multi-device arrays to ensure that these are successful and act to stimulate investor
confidence.

Whilstitmight be desirable to use ERDF to supportthe deployment and testing of multi-device
arrays in Welsh waters, traditional grant funding may be the best approach. Alternative forms of
financing may not be particularly attractive or practical at this stage, either to the publicsector
or developers, given the significant financial risks involved in relatively untested technology.

As the technology is tested, proved and deployed on a larger scale, this may become an
attractive route for publicly backed venture capital funds. However, it is difficult to predict
whether the sector could reach this stage during the investment period of the next ERDF
programmes. Butifit does, this could form one strand of early stage investment picked up by a
future SME finance instrument scheme, rather than a stand-alone scheme.

Other options are being explored by the Welsh Government, including:

. Opportunities to match ERDF funding with funding from major renewable sector firms
operating in Wales as part of larger research programmes. However it is not yet clear
what the focus of this research might be, whether there is any interest / commitment
fromfirms to this, or whether grants / equity investments might be best suited to this
type of activity.

. Opportunities to match ERDF funding with national Technology Strategy Board (TSB)
funding channelled through the Offshore Renewables Catapult Centre, to deliver in
Wales parts of their programme of activity researching areas to develop and reduce the
cost of offshore renewable technologies, including wind, wave and tidal. Again,
however, itisnotyetclearwho mightbe involved in Wales, whether there are research
strands that Welsh bodies could lead on, whether the Catapult Centre would be open to
thisform of collaboration, orwhethergrants / equity investments might be best suited
to this type of activity.
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There could also be a strong case forthe publicsectorto back other forms of investment which
could supportthe development of the marine energy hubs in one or two particular locations in
Wales. These investments could reinforce the efforts to secure the deployment and full
commercialisation of devices in Welsh waters, including various aspects of R&D, testing and
demonstration, and possibly some aspects of operations and maintenance.

One particular infrastructure aspect where there may be potential for Fls is around grid
upgrades. Establishing onshore cabling to enable ease of access to the grid could significantly
enhance the attractiveness of landfall sites for marine / tidal demonstrators. Upfront
investment in this could be undertaken through a joint venture between the local authority /
Welsh Government with a private sector partner, using equity investment from ERDF funding.

Conclusions

Whilstthereisa strongcase for supportingthe marine energy sector in Wales, there is limited
potential to use non-grant forms of support at this stage.

The possible exceptions to this are:

° the potential fora publicly backed early stage technology fund to invest in commercial
arrays which emerge in the lifetime of the next programme. However, there is a lot of
uncertainty concerning the timing of this. This could be one strand of early stage
investment picked up by a future SME finance instrument scheme.

. the potential for equity investments in grid infrastructure upgrades to enhance the
attractiveness of key landfall sites.

Renewable Energy and Low Carbon Infrastructure

Financial support under this category could include loans or loan guarantees to de-risk
investments and leverage private sector investment in low carbon / renewable energy
infrastructure as part of larger economic development and regeneration projects. Examples
might be renewable energy infrastructure or district heating schemes built into the fabric of
Enterprise Zones or other regeneration sites that improve the competitiveness of these areas.

Case for Using Financial Engineering Instruments

There is currently little indication of exactly what type of infrastructure is needed and of any
specific sites where this activity could take place (although the Enterprise Zones have been
highlighted as one potential area). It is likely that a scoping exercise would need to be
undertaken initially to identify potential sites and gauge interest in this across Wales.

District energy schemes have been explored in the past in Cardiff and Swansea. However,
feedback from WAG consultees suggests that they have lacked the volume of potential usersin
order to make the schemes commercially viable in their own right. To fill the commercial
fundinggapinorder to make such schemesviable is likely to require grant funding rather than
Fls in this case.

One example of a business park scheme that has taken place in South Wales is a two wind
turbine scheme at Oakdale Business Park. This was led by Partnership for Renewables, a firm
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set up under the Carbon Trust. The firm will fund and deliver the scheme on land owned by
Caerphilly County Borough Council, which will be paid for by the revenues generated, as well as
offering the opportunity to provide discounted electricity to business park users. As this is
externally funded, there is no financial risk borne by the local authority.

While this looks to be a funding model with potential to be replicated, we are not aware that
thereisany significantdemand at this stage for similar types of projects. It appears likely that
to deliver this type of intervention would involve demand stimulation, working closely with
public and private business park owners and developers.

One of the key challengesto fundingthis type of intervention using ERDF funding is likely to be
delivery within given timescales. The timescales for scoping out potential projects, generating
interest, securing planning consents, constructing infrastructure and then gradually paying back
a loan through annual revenues will make this a long development and payback process.
Defraying investment within the programme period and then securing payback in the limited
timescales of a fund may be challenging, and may limit the number of schemes that could be
delivered.

Conclusions

While there could be potential for a finance package to support this type of intervention, the
timescales for projectidentification, then consenting, development and recouping investment
are likely to limit the viability of a significant number of these schemes.

Community Renewable Schemes

Investment in community renewable energy schemes was a priority area under the 2007-13
programme, with objectives to reduce carbon emissions, create income streams for community
bodies, and encourage a culture of local ownership of the renewable energy agenda.

The main support project funded under the 2007-13 programme is the £15m Ynni’r Fro project
(E7m ERDF funding), set up to support the establishment of 22 new community renewable
energy projects across Wales (primarily wind and hydro projects). The scheme provides advice
and support to community groups as well as grants and loans up to £300,000.

Case for Using Financial Engineering Instruments

The Ynni’r Fro project has three main components:

1) A team of Technical Development Officers providing in-depth advice and support to
community groups throughout the development process;

2) A grant of up to £30,000 to fund early stage activities to help projects get off the
ground, such as environmental surveys, planning applications and community
engagement activity. Awarding of this grant does not interfere with Feed-in Tariff
payments;

3) A grant of up to £300,000 (or from 2013 a loan of up to £250,000) towards the capital
cost of schemes. This began as grant funding only, however due to non-compatibility
with Feed-in Tariffs, was widened to offer loans as well (WCVA are currently operating
the loan scheme).
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To date the project has had around 200 expressions of interest, of which around 70-80 are
viable schemes. Around 25-30 are expected to be achievable within the ERDF programme
period (schemes must be generating electricity by March 2015).

The findings of the scheme to date actually suggest that the third element of the scheme —the
large capital grant/loan finance is the least critical support strand. While securing planning
consenthas been highly challenging for projects, securing finance has been less of a challenge.
Loan finance for schemes has been available from a number of other providers, including
Triodos and the Co-operative.

Finance Wales consultees suggested that, based on their experience, there is a relatively
crowded (albeit fairly fragmented) market for finance for social enterprise projects. They have
allocated £1m of funding from Welsh Government to social enterprise activity over a five year
period, which in conversations with a wide range of stakeholders was felt to be sufficient.
Having been launched in January 2013, none of this funding has yet been drawn down.

The other element of the scheme where there could be potential for Fls is the second strand —
the £30,000 early stage grant could be delivered through a loan scheme instead. However, in
thiscase itis likely that this move would significantly reduce take up of the support, and affect
the ability of the project to achieve its target of establishing new community energy projects.
One alternative to this could be to make these grants repayable, in the event that the scheme
comes to fruition (at which stage repayment of the grant should be easily affordable by the
scheme). Setting up in this way would also avoid the additional investment required in setting
up and running a new Fl.

A final opportunity currently being explored by Community Energy Wales is to deliver a project
whereby a team within CEW would develop, secure consent and build schemes, which they
would then sell on as a package to community groups. In this case, there could be an
opportunity for a loan fund to support community groups with raising the finance to buy out
such projects. However, given that finance for the higher-risk investments in building and
operating schemesis not proving agreat challenge for community groups, it is anticipated that
securing finance for lower risk investment of this nature will be even less challenging.

Conclusions

Findings to date from the Ynni’r Fro project suggest that major finance for construction and
operation of schemes has not been a major challenge for community groups, as the market is
already providing for this.

There could be an opportunity for a Fl relating to the earlier stage activity (currently provided
for by grants of up to £30,000), however establishing this as a loan scheme is likely to
significantly reduce demand, and affect the number of projects that eventually come to fruition.
One alternative would be to set up a grant scheme forthis which would be repayable if projects
are successfully developed and generate sufficient revenues to do so. It is therefore not
anticipated that a Fl would be appropriate in this activity area.

Overall Conclusions

It is anticipated that the main opportunities for use of financial engineering instruments in this
priority area are as follows:
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° Marine Energy R&D Funding. There are a number of opportunities in this area at
relatively early stages of exploration within Welsh Government. At this stage the area
most likely to come forward is early stage technology funding to invest in commercial
multiple device arrays. Thiscould be one strand of early stage investment picked up by
a future SME finance instrument scheme.

° Capital Funding for Infrastructure. There are several strands of activity that could be
supported through an urban development finance instrument fund, including energy
efficiency in housing, infrastructureto support marine energy investments, renewable
energy investments at business parks, and potentially district energy / community
renewable investments. These would be likely to require a mix of loan and equity
investments. There is a case for bringing these activities togetherin a single funding
structure in order to secure the necessary critical mass. The experience of the ERDF-
funded London Energy Efficiency Fund (JESSICA scheme) is that offering a broad range
of investment opportunities through the fund is beneficial as the fall-offrate frominitial
applications to the fund is high (around 5-10 applications for every 1 eventually
funded), thus keeping investment options open is beneficial.

4.43 A number of other studies currently in process or starting up, including the Marine Energy
Economic Study and the evaluation of the Ynni’r Fro project are likely to provide further
intelligence that may help to inform this work going forward.
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ERDF Infrastructure

Introduction

A high level assessment of the suitability and appropriateness of FIs for the proposed
Infrastructure interventions was undertaken as part of the Stage One screening exercise. The
assessment concluded that the potential for the use of Fls should be explored further for two
groups of interventions, each of which are outlined below.

These have not been subject to an initial market assessment, however. The Stage One report
concluded that this would be premature at this stage, given the uncertainties which remain
about the suitability and appropriateness of Fls as part of the infrastructure priority in the
future ERDF programmes.

Land and Property Interventions. The intervention areas under consideration here include:

e Economicallyimportantinvestments in Wales’ physicalinfrastructure (builtand natural/green).In
particularthosethat are key parts of integrated regeneration and economic development schemes

e Targeted investment in educationand traininginfrastructure with clear economic focus

e Strategicallyimportantbusinesssites and premises

e Llocal infrastructure(e.g. trainingor childcarefacilities) supporting broader economic development
investments

The Stage One screening exercise concluded that whilstthere is clear potential for the use of Fls
inrelationtothese intervention areas, further analysis was required to understand the nature
and complexities of possible delivery models, particularly in terms of understanding the
performance of Wales’s current JESSICA*® fund.

Wider Infrastructure Interventions. The interventions under consideration here include:

e Intermodal and sustainabletransportfacilities thatimproveaccess to employment and education
(e.g. transporthub)

e ICT networks and mobile communications networks

e Portinfrastructureand access to ports by rail and/or road (in particularwhere they enable the
exploitation of renewable energy)

The Stage One Screening exercise concluded that whilst there are likely to be benefits in using
Flsfor these interventions, the relative market size of each intervention area may mean that itis
not possible to deliver Fls cost effectively. As such, further analysis was required to understand
the advantages and disadvantages of the Fls, possible models for delivery and any lessons from
existing models.

In this context, this section provides a more detailed assessment of the appropriateness of the
use of Fls for these two groups of interventions, ultimately presenting conclusions regarding
whether or not it is necessary to proceed to full market assessment.

2 joint European Support for Sustainable Investmentin City Areas
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Potential Use of Financial Instruments

There are a range of non-grant finance models which can be utilised to support infrastructure
related interventions — including prudential borrowing, tax increment financing and Urban
Development Funds (UDF). Of most relevant to European fundingis the Urban Development
Fund model. AUDF isdefined by the EIBas “a fund investing in public-private partnerships and
other projects included in an integrated plan for sustainable urban development®*”.

UDF type funds are currently in operation in various guises throughout Wales and the UK,
including the Welsh Industrial Partnership, the British Waterways Public Private Partnership and
Local Asset Backed Vehicles such as Croydon Urban Regeneration Vehicle. However, the UDF
model currently of most relevance to the European Funding context is the JESSICA model —a
policy initiative of the European Commission set up with the aim of helping Managing
Authorities to implement financial engineering mechanisms to support sustainable urban
development and regeneration.

This JESSICA Model is considered in detail below, with reference to the advantages and
disadvantages of the use of this type of FI, and with reference to experiences and performance
of existing JESSICA funds, both in Wales and elsewhere.

Overview of Existing JESSICA Model

JESSICAisa policyinitiative of the European Commission, developed in collaboration with the
European Investment Bank (EIB) and the Council of Europe Development Bank (CEB). It provides
a mechanism for Managing Authorities to use a financial engineering mechanism to deliver
ERDF structural funds to support sustainable urban development and regeneration.

There are two broad models of delivery:

° Under the first model, ERDF contributions are allocated to local UDFs which then invest
themin public-private partnerships or other projects included in an integrated plan for
sustainable urban development;

° Alternatively, managing authorities can decide to channel funds to UDFs using Holding
Funds which are set up to invest in several UDFs.

Investments can take the form of equity, loans and/or guarantees. Under the 2007-2013
programme, JESSICA regulations stipulate thatinvestments can only be made in projects which
are set out within an ‘Integrated Plan for Sustainable Urban Development’ and which focus
upon the following areas:

e Urban infrastructure—includingtransport, water/waste water, energy

e Heritage or cultural sites —for tourismor other sustainable uses

e Redevelopment of brownfieldsites — includingsiteclearanceand decontamination
e Creation of new commercial floor spacefor SMEs, IT and/or R&D sectors

e University buildings —medical, biotech and other specialised facilities

e Energy efficiencyimprovements

2 Source: European Investment Bank (EIB) at http://www.eib.europa.eu/products/jessica/funds/index.htm
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There are a number of advantages and disadvantages of the JESSICA Model. These relate largely
to those setout above for FIs more generally andinclude:

e Sustainability—The revolving nature of the fund generates returns for investors.
This offers a more sustainablealternativeto grant finance.

e Leverage — by combiningstructural funds with other sources of funding, JESSICA
boosts resources makingit easier to providesupport to a larger number of
projects

e  Flexibility —JESSICA offers flexibility, bothinterms of structure, and inthe use of
funds by way of either equity, debt or guarantee investment, which canbe
tailored to the specific needs of particularcountries and regions

e  Expertise — JESSICA enables managingauthorities to engage with the private
sector. Aside from leverage, this provides technical and financial capacityin
project design and delivery

e Partnerships —Reflecting the above, the JESSICA model can help to establish new
partnerships between publicand privatesector stakeholders in pursuitof shared
objectives

e Complex Models —JESSICA is no different to other Financial Instruments interms
of the relative complexity of the delivery model. This has implicationsin terms of
the cost effectiveness of model for certainintervention areas andinterms of the

Disadvantages expertise required for setup and delivery.

e Risk—the emphasisinthe delivery model on partnership andcollaboration
means that there is a greater degree of riskrelatingto partner / relationship
breakdown than might be the casewith grantfunding

Source: European Commission,accessed at

http://ec.europa.eu/regional_policy/thefunds/instruments/jessica_en.cfm#4

Advantages

A number of JESSICA UDFs have been set up under the 2007-13 programme, including the
Regeneration Investment Fund for Wales. The experience to date of this fund is considered in
detail below.

Regeneration Investment Fund for Wales

The Wales JESSICA Fund — the Regeneration Investment Fund for Wales —was established in
2010. It was the second European UDF to be set up in the UK and only the third across Europe.

Fund Overview

The UDF isworth £55 millionin total, of which £40 millionis the European Funded element. The
Fund comprises £25 million ERDF Convergence funding, match funded with £15 million in cash
and assets from the Welsh Government. WG also provided an additional £15millionin cash and
assets, nottied to European Fundingand hence providing flexibility to make investments which
would not necessarily be eligible under ERDF. Whilstthe European Fundingis due to be spent by
2015, the Fund itself has a minimum anticipated life of 12 years.

Fund Rationale

The Scoping Study®” for the Wales JESSICA Fund set out a clear rationale for the setup of the
Fund. The study arguedthat there is a strong case for publicsectorinvestment in regeneration

22 Jessica Preliminary Study For Wales Final Report (2008), King Sturge
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and infrastructure in Wales as a result of inefficiencies in the property market which has
“regularly deterred the private sector form investing in areas outside of the major
conurbations”, a situation which has exacerbated during the economic downturn.

The result of these marketinefficiencies have been decades worth of publicsector intervention
inregeneration. Traditionally, this has taken the form of gap funding assistance. However, the
Scoping Study notes it has become a necessity to explore new approaches tointervention which
ensure that “a legacy of future funds is created for investment purposes after 2013 and the
currentround of funding from Europe”. The study identified that the JESSICA model could help
this to be achieved, increasing the overall pool of resources available for regeneration and
allowing foramore cohesive programme of regeneration which is sustainable and perpetuating
in the long run.

The study concluded thatthere was evidence that a JESSICA initiative could make “a significant
contribution to enabling regeneration projects where private sector intervention on its own was
notrealistic, and where grant funding would not represent the optimum value for money for the
public sector”.

Fund Setup and Focus

The UDF has been established as a limited liability partnership known as the Regeneration
Investment Fund for Wales (RIFW). Unlike many other JESSICA Funds in Europe, the UDF was
not setup viaa Holding Fund. The Fund and Investment Managers are Amber Infrastructure as
Fund Manager and Lambert Smith Hampton (LSH) as the Investment Manager.

Reflecting the relativeinexperiencein delivering this model (both in Wales and across Europe),
a phased approach to delivery was adopted:

° Under the first phase (still ongoing), the fund structure is wholly public, with ERDF and
WG resources utilised alone. Thisintention behind this approach was to enable the fund
to establishitself and gain credibility in the first instance. Under this Phase, the Fund is
offering loans to potential developers.

° Under the Second phase it is intended that the UDF will extend its reach, seeking to
increase funding levels by levering in private sector finance. Under this Phase, it is
intended that the range of products offered will broaden to include Equity and Loan
Guarantees.

Reflectingthe Convergence Funding, the initial focus of the Fund is on urban areas within the
Convergence area of Wales. Suitable projects include medium to large scale development
opportunities where there is a mix of commercial uses. Projects can also include investment
opportunitiesin otherareasincludingrenewable energy generation, waste and infrastructure.
The Regeneration Fund for Wales sets out a broad criteria that projects should match:

e Initiallyto be locatedinan urban area withinthe Convergence Area, although schemes outsidethis
area will be considered for investment inthe medium term

e Commercial development with proven regeneration credentials

e The site must be includedinan Integrated Plan for Sustainable Urban Development (IPSUD)

e Projects thatincludethe provision of renewableenergy

e Itisenvisagedthatfundingsupport will rangebetween £3m and £10m per project
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Progressto Date

The Fund has now been operational for around two years. There are a number of overarching
headlines regarding the progress of the Fund:

To date, the Fund has made one investment, a£13 million loaninvestmentin the mixed
use redevelopment of Neath Town Centre, announced in October 2012;

The Fund is currently suspended from making investments pending the results of two
investigations by the Welsh Audit Office. These were announced in February 2013 and
are “a peerreview of the process by which the fund disposed of the land assets vested
inthe fund by the Welsh government” and “an internal review of its activities and the
oversight" of it during the period which included the land disposal 7>

government's

Fund Constraints

Consultation with WEFO has suggested that there have been a number of constraints to the
delivery of the Regeneration Fund for Wales to date. These include:

Nature of WG Funding — as discussed previously, the Welsh Government provided
funding in the form of cash and assets. The latter has proved problematic — the
packaging together and sale of assets has led to a number of procurement concerns
which have resulted in the suspension of the Fund. It must be noted, however, that this
constraint relates to the existing set up of the Regeneration Investment Fund for Wales
rather than to the viability of the UDF model overall.

Economic Context — It was also anticipated that the economic downturn might
influencethe ability of the Fund to generate sufficientinterest. Whilst this may be true,
this has been overtaken by the suspension of the Fund, subject to further investigation
of issues related to sources of matched funding. The manner and extent to which this
will impactuponthe investmentand financial performance of the fund is not yet clear.

Lack of clarity in JESSICA Regulations — one of the main constraints has been a
perceived lack of clarity from the European Commission on the regulations surrounding
JESSICA. The current EC guidance currently places limits on what UDF can and cannot
investin;in particular, the stipulation that potential projects must be included within an
‘Integrated Plan for Sustainable Urban Development’. Given that these do not existin
that format with Wales, this has led to confusion and caution on some part. The
definition of whatis classified as ‘urban’ has also led to some confusion around what is
andisn’teligible.

Complexities of Delivery — whilst the Regeneration Fund for Wales has drawn upon
considerable expertise within WG and the Fund Manager, this still represents an
innovative approach to delivery, both at the Wales and European levels. As was
expected therefore, there has been an element of learning within the early stages of
delivery.

2 http://www.insidermedia.com/insider/wales/84735-regeneration-investment-fund-suspended
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° Inertia and Nervousness from Policy Makers and the Private Sector — as discussed
previously, the use of FIsrepresents astep change away from more traditional funding
mechanisms. Anecdotally, this step change may be one reason for the relatively slow
start made by the Fundin terms of actual investment —especially in the context of the
economic downturn.

Fund Strengths

Despite the above, consultation with WEFO has also highlighted a number of potential
strengths, which could provide a useful platform on which to build in the next programming
period (although these would need to be verified through anindependent review or evaluation
in due course):

° Whilst only one investment has been made to date, there is a strong pipeline of
potential projects, of between 40 and 50 in total, which between them would require
around £170 million worth of investment. Not all of these projects are likely to be viable
or eligibleforinvestment. However, the Fund Manager hasidentified 10 projects which
are seen to be most viable and these alone require more investment than the total
value of the Fund (i.e. £55 million).

° To date, the business model for the fund has largely been seen as a strength. Many
other areas in Europe opted to place European funding within a Holding Fund, which
has resulted in delays in the setup of UDFs and actual project delivery. In Wales, the
delivery of funding straight to the UDF allowed the Managing Authority to retain more
control and has enabled faster setup. However, given the issues noted above, this
conclusion will need to be revisited in due course to ensure that it holds true.

° The fund has succeedinginlevering more WG funding than would might been the case
with grant finance (i.e the funding provided over and above the ERDF Match). There is
potential for even greater leverage forwarding the future as it moves into phase two.
Whilst the Fund has been supported entirely by public money to date, once it has
become established there is potential to seek private sector investment and pursue
equity finance, which is where potential returns are likely to be maximised

JESSSICA Funds Elsewhere

The JESSICA model has been adopted in various guises across Europe in recent years. The last
overarching update on the progress of the JESSICA model across Europe was provided in late
2011. Atthis stage around €1.89 billion has been committed to 22 JESSICA operations across 10
Member States. The majority of these UDF’s were set up using holding fund agreements, with
only three set up without a holding fund (Brandenburg, East Midlands and Wales)**.

The scope of supported projects at that stage was relatively broad, including brownfield
regeneration, the development of sustainable urban infrastructure, waste and energy efficiency
interventions in the existing housing stock.

% JESSICA State of Play(2011), EC, accessed at
http://ec.europa.eu/regional_policy/thefunds/doc/instruments/jessica/20111019 jessica%20 state of play.pdf
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There has been no overarching review to date on the progress of the JESSICA model across
Europe — this partly reflects the fact that the model is still relatively new and in the early stages
of delivery. However, the JESSICA Networking Platform was set up by the European Commission
to help with the implementation of JESSICA and within this the ‘JESSICA Lessons Learnt Working
Group’ has provided an update from across Europe on emerging lessons. Key findings of
relevance for future delivery include®”:

. There is a need to ensure greater flexibility in OPs where Fls are implemented;

° There is a lack of clear state aid rules related to revolving mechanism in the present
programming period;

° Co-operation of private and public sector representatives should be strengthened;

. Funds for information and promotional actions supporting project promoters should be
made available.

Implications for Future Delivery

Clearly, the Regeneration Investment Fund for Wales is still in its early days of delivery. As a
relatively innovative model of delivery, it was always anticipated thatit would take time for the
Fund to gather momentum and to overcome initial constraints.

However, whilst the Fund has made only one investment to date, the model has succeeded in
generatingsignificantinterest from the publicsector, as evidenced by the pipeline of potential
projects.

Aside fromthis, there are a number of learning points regarding potential future delivery, the
most important of which include the need for greater clarity in overall project objectives and
project eligibility (which partly comes atthe EC level), and the need to think carefully about the
types of funding provided.

Anticipated Changesto JESSICA Model2014-2020

The European Council has published a consultation document®® regarding the delivery of Fls
under the 2014-2020 programme. It is currently intended that the JESSICA model will be
retained going forward, but with a number of changes in rules and regulations.

Perhaps the most significant change proposed relates to project eligibility. It is currently
proposedthatall projects eligible for ERDF Funding will be eligible for investment from JESSICA
UDFs. This is a move away from the current regulations which state that projects must be
included withinan “Integrated Plan for Sustainable Urban Development”. Reflecting this, there
will also be greater flexibility to move away from solely ‘urban’ interventions.

3 JESSICA Lessons Learnt Wo rking Group (2012), Conclusions and Recommendations, accessed at
http://ec.europa.eu/regional_policy/thefunds/instruments/doc/jessica/02 lessons learned wg.pdf

% Cohesion Policylegislative package - Presidency compromise onfinancial instruments (2012), Council of the European Union,
http://register.consilium.europa.eu/pdf/en/12/st11/st11027-ad02re0l.en12.pdf

Page 29

3
oldbell m


http://ec.europa.eu/regional_policy/thefunds/instruments/doc/jessica/02_lessons_learned_wg.pdf
http://register.consilium.europa.eu/pdf/en/12/st11/st11027-ad02re01.en12.pdf

5.35

5.36

5.37

5.38

5.39

5.40

5.41

5.42

It is important to note that these are draft requlations — whilst they have been agreed by the
European Council they are still to be agreed by the Parliament and the European Commission.

The implications of the above are that 2014-20 JESSICA models are likely to have a greater
amount of freedomregarding the investments that they make. This should help to ensure that
greaterclarity is achieved going forward in Fund design and delivery, which will ultim ately be
important in helping to engage more strongly with the private market.

Overall Conclusions

Land and Property Interventions

The Stage One assessment found Fls to be a relevant and suitable approach to funding some
forms of land and property interventions. Flssuch as Urban Development Funds can be used to
accelerate and bring forward development activity which otherwise might not happen -
interventions around brownfield sites and the creation of new floor space.

Whilstthe performance to date of the JESSICA fund in Wales has been well below expectation
and future returns are highly uncertain, there remains a long term need for this type of
investment vehicle in Wales as the economy comes out of recession. The lessons learnt from
existing delivery could provide a good platform on which to develop an effective UDF
mechanism underthe 2014-20 Programme. The Stage Two assessment therefore confirms that
the relevance and suitability of this mechanism remains, in principle at least, high.

Transport Related Infrastructure

The proposed ERDF programmes allow for a limited range of transport related infrastructure
projects, in particular for the West Wales and the Valleys Programme. These include, for
example, transport interchanges and access to employment sites.

The rationale for providing financial support to the private sector for site access is broadly the
same for land and property investment covered by afuture urban development fund. There are
strong market failure and viability arguments in some locations, with the potential for them to
be integrated into wider property proposals in some cases.

There could also be a case for supporting othertypes of transport infrastructure projects which
are notsite access related. However, the potential number of investments could be limited in
practice and would certainly not justify the setting up of a specific ERDF backed investment
vehicle. Inaddition, thesetypes of investments are often public sector led, which could reduce
the attractiveness of commercial debtand equity funding over the use of existing public sector
monies or municipal borrowing. Whilstthis does not rule out the case for integrating this type
of investmentintoan all encompassing JESSICA type fund, it does suggest the opportunity may
be limited.

Port Infrastructure

The Stage One Assessment found that FIs might be relevant where the private sector requires
loan finance to bring forward port related infrastructure improvements:

° Given the large scale commercial interests in port activity, there could be clear
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advantages in pursuing Fls over grant finance given the ability to generate positive
financial returns. Also, accessing grant finance for public related investments can be
challenging given State Aid rules, often discouraging potential bidders from pursuing
this route.

° The existence of a market failure in the provision of commercial finance to port
operators is not clear, with many of the larger operators able to access corporate
finance for profitable investment propositions even in the current economicconditions.

° However, there could be market failure affecting some potential portinvestments, in
particular where there are abnormal development costs. The likelihood is that the
numbers of investments which fall into this category are few in number.

The analysis above has highlighted that proposed EC changes in the regulations attached to
JESSICA have the potential to allow future FIs to incorporate a more inclusive range of
interventions. Whilstthe demandfor publicsector backed repayable finance for potential port
infrastructure projects might be limited in practice, thesetypes of investment could be covered
by an all-encompassing urban development fund, which covers all proposed ERDF land,
property and infrastructure interventions including port infrastructure.

A future JESSICA type fund could provide an Fl platform to build upon generally, although there
isno track record of specificinvestmentsin portinfrastructure interventionsinthe current fund
and the practicality and relative merits of doing this would need to be investigated further in
due course.

ICT and Mobile Communication Networks

The focus of the review has been upon the areas of Wales in which the private sector will not
investinbroadband due to marketfailure. However, these areas are steadily shrinking, as the
private sectorenables more exchanges across Wales. Even where the private sector has beenin
discussion with the publicsectoraboutaccessing public monies to close funding gaps, the focus
has beenon grant ratherthan any form of repayable finance. The challenge for these schemes
istypically theirviability given the nature of the market and capitals costs, rather than a failure
in finance markets.

There is the potential for some form of debt or risk finance to support community led rural
broadband schemes. However, the longterm nature of debt or risk capital and the availability of
othergrant finance options (e.g. Rural Community Broadband Fund) may make these forms of
finance a less attractive option, affecting take up levels. Grant finance may well remain the
preferred approach in this instance.

The proposed EC changes in the regulations attached to JESSICA have the potential to allow
future Fls to be designed to incorporate a more inclusive range of infrastructure related
interventions. However, forthe reasons stated above, the need to do this in support of ICT and
Mobile Communications investment in the new ERDF programmes may be limited and on
balance not worth pursing further.
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European Social Fund

Introduction

The Stage One Fl screening assessment for the European Social Fund 2014-20 concluded that
the potential for the use of Fls was limited but that a number of the proposed interventions
should be explored further:

° Interventions Relating to Self-Employment and Enterprise;
. Interventions Relating to Higher Level Skills.

This section provides a more detailed assessment of the appropriateness of the use of Fls for
these types of interventions, presenting conclusions on the relative merits.

Self-Employment and Enterprise Interventions

Overview of Proposed Interventions

The interventions under consideration here are included within the Brighter Futures and
Helping People into Work ESF Priority areas. Possible interventions include those targeted at
helping people to move into self-employment and enterprise, including “Actions to ensure that
young people gain the skills, competencies and experience required to access sustainable
employment, including self-employment, and to compete in a competitive work environment”.

These intervention areas also have strong linkages to interventions set out within the SME
Competitiveness Priority of the proposed ERDF programme 2014-20, in particular the focus on
entrepreneurship (encouraging new start-ups and supporting their growth) and access to
finance (for start-ups, micro businesses and established SMEs).

Previous Interventions and Delivery Mechanisms

Across Europe, there is a relatively limited track record in the use of FI to deliver ESF
interventions, particularly for the types of intervention under consideration here. All
interventions under the Wales 2007-2013 ESF programme have been delivered via grant
funding mechanisms and there is no track record in Wales of the use of Fls for the delivery of
ESF.

Despite this, there is a track record of using Fls to deliver other aspects of the Structural Fund
programmes in particular ERDF support for enterprise and SMEs. Whilst this focuses on
established businesses, it points to the technical expertise in Fls within Wales which would be
an important consideration in setting up any future mechanism.

Across Europe, the number of Fls set up under the ESF Operational Programme is relatively
modest. In December 2011 (the last EU level update provided®’) of 484 financial funds, only 18

z Summaryreportonthe progress madeinfinandngandimplementing financial engineering instruments co-financed by
Structural Funds (2011), European Commission
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were set up using ESF spread across 6 countries (Denmark, Germany, Italy, Estonia, Latvia and
Lithuania).

The majority of these funds have focused on micro-creditand micro finance. Whilst there is very
limited evaluation evidence to date on achievements / successes, interventions of relevance
include:

° In Latvia®® the “Support to Self-employment and Business Start-ups” programme was
setup in 2009 with ESF and governmentresources totalling €32.7 million. The purpose
of the programme is to boost economic activity in the country by developing the
knowledge and skills of business start-ups and providing them with the financial support
theyrequire. By 2011, the project had achieved the following results (exceeding initial
targets):

e 1,938signed agreements with applicants regarding participationinthe programme (target:
1,200 persons)

e 1,033 persons trained (target: 1,200 persons)

e 537loanagreements totalling€9.31 million signed (target: 800 entrepreneurs )

e Grants totallingmore than €1.68 millionissued. The average loanamount disbursedis
€18,000, indicating thatthe entrepreneurs actually need lower amounts than was initially
thought

° In Germany®® the federal guarantee fund “Mikrokreditfonds Deutschland” was set up in
January 2010 with the sum of €100m, with the aim of improving access to loans up to
€20,000 for start-ups and microbusinesses. The goal of the fund is to disburse 15,000
loans by 31 December 2015. Serving clients with a migrant background, female
entrepreneurs and companies offering apprenticeships is of special importance. Since
the start of the fund in 2010, the number of disbursed loans is more than 250% above
what was initially planned. By December 2011 6,600 microloans totalling €39m had
been given out, with a default rate of only 3%.

° In Poland, in the region of Slaskie, a micro loan fund was set up aiming to support
unemployed people who wish to establish micro-enterprises. The projectisinits early
stages of delivery, but early evidence suggests that demand has not been high and that
a preference for grant aid for startups has been noted®.

Future Delivery

This section examines possible models for the use of FIs for these intervention areas, and
assesses the suitability of this type of mechanism.

It would be important that any Fl for ESF interventions relating to Enterprise and Self
Employment was linked closely to ERDF interventions relating to SME Competitiveness
(examined separately elsewhere). Ensuring complementarity in approach between the two
would be vital in ensuring that both programmes are able to pursue their objectives with

8 Designingmicrofinance operations inthe EU A manual onhowto buildand implement microfinance support programmes
using the ESF

2 BetweenScyllaand Charybdis: Navigating Financial Engineering Instruments Through Structural Fund and State Aid
Requirements (2012), European Policies Research Centre
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maximum efficiency and effectiveness.
6.11  With this in mind, the ways in which Fls could be implemented include:

° A Fl which uses ESF Funds to help people move from unemployment into self-
employment / micro-enterprise. Repayment would need to be based upon future
business turnover / earnings;

° A broadermodel whichintegrates ESF and ERDF funding. The formerwould help to get
particular target groups to the stage where they are ready to set up their business or
become self-employed, with interventions including advice, training and possibly non-
repayable allowances. ERDF would fund micro-loans, larger loans and equity
investments, providing a funding continuum as described in an earlier section of this
report. This approach would maximise complementarity between the two programmes
and we believe prove more cost effective than a less integrated approach between the
two programmes.

6.12  Perhapsthe key distinguishing factor in the use of Fls compared with grant finance is the need
for an effective repayment mechanism. However, there are a number of significant challenges
in using repayable finance with the ESF target groups:

. High Degree of Risk —there is alwaysan elementofriskinthe provision of loan finance;
the perceived level of risk will be at the core of decisions made by lenders. It is likely
that the provision of loans to support unemployed people moving into employment
would be a particularly high risk area. The difficulties in setting up and developing new
businesses are well researched’’; the level of difficulty is likely to be even greater for
the groups targeted (young people and unemployment groups) and particularly in the
context of the current economic climate. As such, it is likely that the level of risk (of
default) attached to the provision of loan finance for these intervention areas would be
higher than acceptable.

° Appropriateness of Loans —the growing burden of loan finance on UK households has
been well documented in recent years. Recent years have seen large scale growth in
levels of personal debt and easy access to loan finance has been identified as an
important contributing factor®*. As such, the provision of loan finance to help the target
groups move intoemployment is unlikely to be seen as an appropriate response, with
potential negative impactsincludingincreased levels of debt and furtherembedding the
‘loan’ culture.

° Impacts on business sustainability — again, there are multiple financial challenges
associated with setting up a business. Whilst the provision of loan finance could help

% BIs (2011), Research to understand the barriers to take up and use of business support,

https://www.gov.uk/gove rnment/uploads/system/uploads/attachment_data/file/32250/11-1288-research-barriers-to-use-
of-business-support.pdf

*1 The Financial Indusion Centre (2011), Debt and the Family,
http://www.stepchange.org/Portals/0/Documents/media/re ports/additionalreports/Report Debt _and household incomes

.pdf
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individuals to set up new businesses, they could also provide an additional burden (both
financial and administrative) in terms of loan repayment.

° Levels of Take-up —the above factors (both on the demand and supply sides), along
with wider concerns amongst the target group around taking on debt may ultimately
impact upon levels of take-up. In turn, this would have implications for the scale and
certainty of the ESF spend rate and hence the extent to which policy objectives are
ultimately achieved.

Based upon the above, we conclude that due to the many challenges and risks associated with
the use of repayable finance to deliver particular aspects of the support focused on self-
employmentand enterprise, aloan-based approachis unlikely to prove an appropriate or cost-
effective delivery mechanism for the ESF programme.

Access to Higher Level Skills Interventions

Overview of Proposed Interventions

The intervention areas under consideration here are included within the ‘Skills for Research and
Innovation’ theme of the ‘Skills for All’ priority area of the proposed ESF programme. Potential
areas for intervention which have been identified by WEFO include:

e Higher skills and research based activity respondingto the needs of, and embedded within,the
privatesector

e Increasingthesupplyof individuals with higher skillsin research and innovation through
collaboration between the privatesector and learning providers

These intervention areas also have strong linkages to interventions set out within the Research
and Innovation Priority of the proposed ERDF programme, including strengthening the research
and development base, supporting commercialising innovation and stimulating the demand for
innovation and knowledge from businesses.

Past Interventions and Delivery Mechanisms

As discussedinthe previous section, across Europe, there is a relatively limited track record in
the use of Flto deliver ESF Funding. There is currently no track record in Wales regarding the
use of Fls to deliver ESF higher skills support, nor across the EU in this area.

Future Delivery — Financial Instrument Scoping

This section examines possible models forthe use of FIs for higher skills intervention areas, and
assesses the overall suitability of this type of mechanism.

As discussed above, it would be important that any Fl for ESF interventions relating to Higher
Level Skills was linked closely to ERDF interventions relating to Innovation and Research and
Development (examined separately elsewhere). Complementarity in approach between these
priority areas will be vital in ensuring that both the ESF and ERDF programmes are able to
pursue their objectives as effectively as possible.

With this in mind, a number of models for Fl could be pursued:
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° An Fl funded by ESF and delivered in collaboration with HEls, which provides loan
finance for individuals, employees or businesses which are seeking to achieve higher
level skills. Afocus onthose areas where there are identified skills shortages and where
there is complementarity with ERDF R&D priority areas;

° The ESF Funded element above could also be incorporated into a broader Fl which also
includes ERDF Funded Research and Development interventions. This approach would
help to maximise complementarity between the work of the two programmes and
would also help to deliver efficiencies.

As suggested above, loan finance could be used to support a number of groups to achieve
higherlevel skills—individuals, employees, and businesses. For each of these groups there are a
number of considerations regarding the suitability of the use of FI.

Businesses — there is scope to provide loan finance to businesses who wish to achieve higher
skills levels within their workforce. Loans could be provided to support either internal or
external training, which could then be repaid via increases in business turnover or earnings.
However, there are a number of points of caution here:

° The first relates to market failure — businesses are unlikely to invest in skills training
unlessthereisaclear linktofuture improvementsin business performance —either via
access to new markets / expertise orviaincreased productivity. If such causality is not a
given, businesses may be unwilling toinvest, given that the benefits are likely to reside
with the employee as opposed to the business;

° Secondly, research conducted by UKCES®” has highlighted a trend of decreasing levels of
businessinvestmentin training over the past decade. This trend, along with the wider
context of the economic downturn (with many businesses seeking to make efficiency
savings) are likely to constrain the size of the market for loan finance.

As such, demonstrating to businesses the linkages between workforce skills and business
performance islikely to be an important factor in developing a strong demand market for loan
finance. It is worth noting that grant schemes which have been based on 50% funding rates,
such as ELMS, have struggled to generate sufficient levels of take up.

Employees — it is difficult to conceive of a suitable mechanism for supporting employees to
achieve higherlevel skills in the absence of the involvement of their employers. If employers
are not involved, then the approach outlined below is more appropriate.

Individuals — For individuals, loan finance could be used to support either full time or part time
study, with repayment though future salaries. Both the need and demand from individuals is
likely to be greatest for post-graduate study and there could be a case where this might support
specificsector development priorities. The delivery of repayable finance might not prove cost-
effective®®, unlessit operated on a scale which is difficult to conceive within the proposed ESF

2 The impact of the 2008-9 recession on training at work : Second interim report (2012), UKCES

3 As referenced throughout this paper, Flmechanisms are often more expensive to set up and deliver than grant based
approaches. This reflects a range of factors, includingthe complexitiesof delivery and in some cases the lack of existing
models and expertise
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programme or it could piggy-back on another suitable financial body in order to minimise
overhead costs and achieve cost effectiveness.

6.25 The use of repayable finance to encourage the take-up of higherskills provision is challenging in
terms of the sustainability and cost-effectiveness of the delivery models. However, itis likely to
be most effective whereitis targeted atindividuals, achieves ameasure of scale in terms of the
volume of training and individuals involved, and is able to piggy-back on existing delivery
structures in order to minimise overhead costs.

Conclusions

6.26  Insummary, thereislimited opportunity forthe effective use of Fls in the ESF programme. The
suggested approach therefore is:

° Enterprise and start-up support. Ensure that there is close integration between ESF and
ERDF provision, with the former providing pre-start up advice, training and possibly
small amounts of grant based allowances. Participants receiving this assistance would
be advised about the various sources of loan and equity funding targeted at start-up
businesses, both ERDF and non-ERDF backed sources.

° Higher Level Skills. A targeting of repayable finance for higher level skills provision in
priority sectors and skills onindividuals in particular. However, this is subject to being
able to deliverthis provision in an effective and cost efficient way, which will depend on
various factorsincluding the volumes involved and possibly the scope to piggy-back on
existing delivery structures.
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Rural Development Programme

Introduction

The Stage One Screening Assessment concluded that there are various opportunities for Fls in
the RDP. These include:

. Provision of finance to support the diversification and modernisation of the farming
sector;

. Finance for start-ups and micro-loans for small established businesses in rural areas;

° Finance to support community hubs, community transport schemes and other forms of
infrastructure.

Finance for community renewable schemes was also discussed in the Stage One Screening
Assessment, however this has been discussed in further detail under the ERDF programme —
Renewable Energy and Energy Efficiency.

The analysisin this chapterwill stop short of a full market assessment; rather, the intentionisto
further investigate the types of investments which are proposed, the scale of intervention
required, the indicative demand and supply, and the suitability of Fls.

The methodology for this analysis has included:

. Desk based research relating to Wales, UK and European policy, guidance and project
information and evaluations;

. Review of the experience of relevant projects from the 2007-13 programme.

Consultations with relevant staff in Welsh Government, partner bodies and case study projects.
The findings of this screening study are set out in the sections below.

Diversification and Modernisation of the Farming Sector

This activity forms a core part of RDP activity, and whilst this has more commonly been
delivered through grant support in current and past programmes, there is scope to replace /
complement grant support with alternative loan support options. Activity during 2014-20 (as
set out in RDP 2014-20: Next Steps, Welsh Government, January 2013), could include financial
support for:

. On-farm / forest improvements eg welfare and environment standards, genetics and
breeding, costreduction, energy efficiency, distribution, renewable energy, health and
safety;

. Diversification away from agriculture, forestry and food processing eg test-trading and

marketing support, low value business grants (under £5k), start-up premises,
community based retail support.
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Case for Using Financial Engineering Instruments

There are no large grant schemes for the farming sector in the current RDP programme,
although there are grants for processing and marketing activity (PMG fund), further along the
supply chain. In the previous Objective 1 programme, grants were available for the farming
sector, howeverthere wasa common concern that they had not been sufficiently focused and
as a result did not achieve as much as they might have.

In the current programme, the PMG fund received around 200 applications in total, with
intervention rates ranging from 20-50%. With around 500 businesses in the food processing
sector in Wales, 200 applications rep[resents a fairly large proportion. Itis anticipated by the
Welsh Government however, thatif this programme had only been able to provide loan funding
rather than grant funding, then fewer than 20 of the 200 schemes would have gone ahead.

There are around 18,000 businesses in Wales in receipt of farming subsidies and closer to
30,000 businesses in the wider definition of the farming sector. Around 15,000 beneficiaries
have accessed the support available from Farming Connect in the current programme, and
under Objective 1, around 4-5,000 businesses accessed the capital grant support that was
available.

Itisclearthat the £43m PMG fund would needto be far greater if this type of support was also
opened up to the wider farming sector.

While there is a desire within Welsh Government to offer greater capital investment support
through RDP to the farmingsector, there is not a clear consensus on the best financing option.
While grantfunding would allow for more focused policy goals to be realised, recyclable loans
would allow the funding to go further.

Whether grant or loan schemes are pursued, there is likely to be a continued need for a
substantial advice and support service to the sector, which could be delivered as part of grant /
loan schemes, or could be decoupled and delivered separately.

Although the evidence is limited, farming businesses appear to be experiencing significant
challenges in accessing finance. Finance Wales highlights that high street banks have moved
away fromthe sector, in most cases no longerhaving dedicated agricultural managers in place,
and hence lacking expertise in a sector which can be risky to investin. Finance is likely to be
most difficult to secure for non-owner-occupied farming businesses, having no asset base to
secure loans against.

If a loan finance scheme to the farming sectorandits supply chain was taken forward (as the full
approach or part of the approach to delivering this strand), it might most sensibly be taken
forward as an SME finance instrument. Although the current JEREMIE fund has notincluded
funding from the RDP, Finance Wales does not see any fundamental reasons why its successor
could not be in the future.

This would allow direct match funding from EIB, and would build on the expertise built up
around delivery of the SME finance instrument. In all likelihood this would need to be
supported by a widersupport programme forthe sector, and demand stimulation for the fund.
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Conclusions

The scale of investmentinthis areaand identified market gap forfinance to the sector suggests
that this activity area could be an appropriate area for the use of repayable finance and a FI.
For the ability to deliver finance in a cost effective way, utilising the match funding potential
and existing expertise, linking this into a future ERDF backed SME finance instrument project
might be a sensible way to take this forward.

Enterprise in Rural Areas

Building on experience in the current RDP programme, there are opportunities for Fls to be set
up to supportlocal enterprise development, for example through local venture capital and loan
schemes.

Case for Using Financial Engineering Instruments

Supportfor credit unions was highlighted as a potential areaforinvestmentin the first phase of
thisanalysis work. Howeversupportfrom RDP inthe current programme has primarily gone to
supporting the management of credit unions (with the finance for loan support being raised
throughlocal individualinvestments). Furthermore this activity has been supportingindividuals
primarily, ratherthan businesses. This activity istherefore not seen to be an area which would
be appropriate foran Fl approach. However, since 2012 credit unions have been able tolend to
businesses and other bodies and therefore could play a greater role in providing repayable
finance in the future.

Finance Wales currently has a £5m micro-business loan fund which operates across all of Wales,
so thereisarisk that furtheractivity providing micro-finance forrural businesses ata pan-Wales
level would simplyduplicate this. Furtherinformation on micro-finance forbusinessis provided
under the market assessment for ERDF SME Competitiveness Priority.

At a more local level there can be a case for grass-roots schemes, whereby Fls are more
geographically focused and financially limited, aiming to promote bottom-up economic
development in rural areas, based on mobilising local resources which are intended to be
predominantly kept in the target area and used for the benefit of the local population.
However, again, there are a series of more localised investment funds already set up across
Wales delivering this —the Local Investment Funds (LIFs), funded under ERDF.

By setting up additional FIs under RDP that effectively duplicate micro-finance activity funded
under ERDF, there is a risk of creating confusion and not making best use of the resources
available.

Conclusions

Due to micro finance activity supported across Wales under the ERDF programmes (see market
assessment information on micro-finance for business under ERDF SME Competitiveness
Priority), it is not expected that an Fl approach would be necessary under this activity area.
However, RDP resources could be aligned with ERDF funds to increase the availability and
targeting of both micro and larger loans upon small and expanding rural SMEs.
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Community Hubs and Infrastructure

Investment to purchase and/ordevelop assets to become sustainable rural hubs or new services
is a recognised aspiration in many rural areas to support community cohesion and rural
settlement vitality and viability. Accessing finance can be an obstacle to this.

Case for Using Financial Engineering Instruments

In the current RDP programme around £13m has been allocated to ‘Basic services for the
economy & rural population’, including grants most commonly used for community transport
and village hall projects. In total this funding has supported around 40 projects.

Givenrelatively high investment costs per project, there is an aspiration for some or all of this
activity to be financed through loan rather than grant supportin the future.

There are good examples of community projectsin Wales being run commercially, allowing not
only for sustainable delivery, but also repayment of loans used to set the enterprises up:

° The Plunkett Foundation works with community groups across the UK to set up
community enterprises, in particular for community shop and pub schemes. There are
currently around 15 such enterprises operating in Wales. Given the current economic
climate and reductionin grant support, the financing mechanism forthese schemes has
moved towards loan financing in recent years. The main demand for support for such
schemes hasbeen where alocal facility is closing, and so a community facility scheme
emerges fromthe response to this. Typical costs are around £120,000 on average for a
community shop project and between £150-500,000 for a community pub project.
These costings typically factor in purchase and renovation, initial stock and first year’s
staffing.

° There are unlikely to be any more than around 5 projects per year seeking support of
this nature, based on current demand, thus c.25-30 over a six year programme. The
experience of the Plunkett Foundation working with alocal authority in Lincolnshire
which sought to proactively generate additional demand for this type of intervention
was that demand stimulation was difficult without a strong community desire to
progress a scheme.

Based on the take-up rate of grants for this type of activity in the current RDP programme, it
would be reasonable to assume that demand for community transport schemes might be of a
similar order. Thus, of the order of c.50 community enterprise schemes might be a sensible
target across the 2014-20 RDP.

The Plunkett Foundation have found that for community shop and pub schemes, the success
overrecentyears of these projects has helped to prove their viability, and meant that there is
no longera shortage of funders. In particular Triodos and Co-operative and Community Finance
(CCF) have a strong track record of financial support in this area, and provide advice and
support to groups as part of the process. However, there are some gaps, as Triodos tend to
onlyfinance projects requiringaround £50,000 upwards, and although CCF provide finance from
£20,000 upwards, they are generally less enthusiastic about funding at this lower end. While
this generally meets the needs of community pub schemes, a community shop scheme would
rarely want a loan greater than c.£20-30,000.
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Similarly foracommercial community transport scheme, the loan amount required would likely
often be less than £20,000, in order for the enterprise to be viable.

Finance Wales currently see the funding market for social enterprises as relatively crowded
(although quite fragmented). They have allocated £1m of funding from Welsh Government to
social enterprise activity over a five year period, which in conversations with a wide range of
stakeholders was felt to be sufficient, and having been launched in January 2013, none of this
funding has yet been drawn down.

However, demand for finance is likely to increase if grant funding for key types of support
reduces. It is therefore anticipated that a market gap could arise at the lower end of support
needs for social enterprise creation linked to community hubs / community services.

In some cases a community hub / service scheme may not be fully commercially viable as an
enterprise, but still be a priority for support. In such cases, a combination of grant and loan
support may be appropriate.

Ifa Fl wassetup for thisinterventionarea, itis likelythatitwould need to be as part of a wider
project incorporating loan as well as grant support, and to be provided alongside a strong
support package to work with groups interested in setting up a social enterprise. Organisations
such as WCVA, who are running the £1m social enterprise fund for Finance Wales, are likely to
be able to provide the expertise needed to administer such schemes, potentially alongside
other partners (eg the Plunkett Foundation).

Conclusions

Whilst this would require further research and consultation with other potential financial
providers (such as Triodos and CCF), there may be a market gap around lower level funding for
setting up social enterprises, which could be metbya Fl under RDP. The overall level of finance
requiredis expectedto be of the order of £1m across five years (based on 50 schemes accessing
¢.£20,000).

This activity area may be an appropriate and suitable area for establishing a Fl under the RDP,
although achieving cost-effective delivery at this scale of operation would be challenging.

Conclusions

It is anticipated that the main opportunities for use of financial engineering instruments under
the RDP are as follows:

° Loan finance to the Farming Sector. Although evidence is limited, there appear to be
access to finance challenges forthe farming sector in commercial provision which may
be constraining growth and diversification. This is a specialist sector and any finance
scheme would require alead body with significant expertise to run this. Itis likely that
the optimal position would be a mixed grant and loan scheme, with clearly defined
parameters, linked closely to a wider business support offer to the sector. For the
ability to deliverfinance in a costs effective way, to utilise the match funding potential
and existing expertise, linking this into a future ERDF backed SME finance instrument
project might be a sensible way to take this forward (whether by Finance Wales
bringing specific sector expertise in-house, or contracting this element out to another

Page 42

3
oldoel



specialist delivery body).

. Finance for Rural Community Enterprises. Although finance for much of the work of
community enterprises is well catered for by commercial providers (including Triodos
and Co-operative & Community Finance), consultees believe that gaps remain in this
overall offer. Further analysis would be needed to better understand the nature of
these gaps and scale of unmet demand, however there could be a case for RDP
investmentin a Fl to support community investment activities. This could possibly be
linked in to a wider social enterprise fund supported under the ERDF SME
Competitiveness priority, along the lines of the current ERDF supported Communities
Investment Fund.
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