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2. 

executive  
summary

what’s needed: 
FIVE PILLARS FOR 
GROWTH

The context

•   Growing twice as fast as GDP, the roughly 
21,400 small and medium-sized businesses that 
make up the ‘growth economy’ are at the heart of 
the UK’s dynamism, creativity and prosperity.1

•   Yet there is a persistent shortfall in equity funding 
for the growth economy, identified at least 90 
years ago. This ‘growth economy gap’ is made 
worse by the UK’s regional disparities. 

•   The gap arises owing to a shortage of appropriate 
funding options, artificial barriers to access, 
and a poor level of awareness of the benefits 
of long-term, patient, equity capital.

•   Although the shortfall is nothing new, it gets 
wider and more damaging in times of crisis, 
and there is a risk the Covid-19 pandemic will  
turn the gap into a chasm. 

•   A widening of the gap could be disastrous – 
not just for thousands of exciting, innovative 
small and medium-sized businesses, but also for 
the local areas where they provide growth and 
employment, and the future flexibility and 
strength of the wider UK economy.

How it will work

The fund must be:

•   Local. To achieve ‘levelling 
up’, funding must be dispersed 
across the four nations of the 
UK by a regional network of 
investment specialists. This 
cannot be a bailout for the City 
of London, it should be for the 
people, by the people, for the 
sake and benefit of the nation.

•   Patient. The fund must take 
a long-term approach to fuel 
growth for decades to come, 
maximising the dynamism of  
the economy.

•   Commercial. This is not a 
handout, nor is it an emergency 
measure to protect employment. 
The participants and the 
investments allocated will be 
arranged solely on commercial 
terms. In the long term, this 
will create jobs by ensuring 
our economy is dynamic and 
vibrant.

•   Widespread. By building on 
what already exists across the 
country and encouraging others 
to do more, the infrastructure 
is already in place to make an 
immediate impact.

Now is the time to act

•   Coronavirus has crushed confidence.  
A choking of liquidity risks a failed generation 
of growth economy companies. We must 
act now to avoid economic catastrophe. 

•   It is the job of private actors to drive capital 
where it needs to go, but the state must step up 
this winter to help to crowd that capital in by 
convening, liberalising, incentivising and co-
investing when appropriate. 

•   The ambition to close the equity funding gap 
is in line with stated government objectives – 
particularly to ‘level up’ the economy by tackling 
regional disparities across the four nations of 
the UK, but also to increase the national focus 
on R&D and to give pension holders greater 
control over their assets, thus promoting a form of 
shareholder capitalism in a similar fashion to the 
way homeownership was extended in the eighties.

•   Government has already made a significant down 
payment on an investment-led recovery with the 
Future Fund. Now is the time to move from merely 
surviving to thriving, by giving growth economy 
companies the rocket fuel they need to flourish.

•   It’s time to seriously back the growth economy by 
kickstarting an investment-led recovery.

1  According to exclusive research carried out by PwC in partnership with BGF, see pages 16-17.

Sir Anthony Seldon, alongside BGF, proposes  
a UK National Renewal Fund of £15 billion from  
these sources:

•   £3 billion invested using a quoted vehicle or 
vehicles to channel private investors’ money, 
through the stock market, to the growth economy. 
An investment trust or other closed-ended 
investment vehicle may be appropriate. 

•   £3 billion from the growth funds of Defined 
Benefit (DB) pension schemes run by the UK’s 
largest companies. The government can convene 
the major schemes and make the case for them to 
take part in this national effort.

•   £3 billion from Defined Contribution (DC) 
pension schemes. To open up this crucial source 
of funding, we propose a much-needed and urgent 
change to the charge cap situation.

•   £3 billion from large private sector investors 
such as the insurance industry and other actors 
as well as leading global sovereign wealth funds, 
encouraged to support an investment-led recovery.

•   £3 billion from government in the form of an 
initiative that essentially extends the Future Fund 
and turns it into a long-term agent of change.
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bn
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preface

Andy Haldane, chair of  
the Industrial Strategy Council

In 1931, the much-cited Macmillan Report identified a 
critical shortfall in funding for small and medium-sized 
businesses in the UK. Sadly, what was written then 
could just as easily be written now with few of the words 
changed. This shortfall, known as the Macmillan Gap, 
is with us all the time but it is larger and more notable at 
times of stress, for instance during the Covid-19 crisis.  

There have been two significant efforts to solve the 
problem. After World War II, there was the creation of the 
Industrial and Commercial Finance Corporation (ICFC), 
which morphed into 3i. In 2011, a new commercial 
entity, the Business Growth Fund, now BGF, was 
established along similar lines. Since then we have seen 
various government-led initiatives in this space, notably 
the founding of the British Business Bank followed by 
British Patient Capital and, most recently, the Future 
Fund, as a short-term response to the Covid-19 crisis. 
There has been no shortage of initiatives, therefore, but 
my view is that none of them have achieved either the 
lasting financial scale or the regional scope required to 
close that ‘Macmillan’ fault line once and for all. That 
is what the Covid-19 crisis once again demonstrates. 

This not an academic problem. It matters because 
of the crucial role that growing companies play in 
both innovation and wealth creation. The funding gap 
undermines the levelling up of the economy and so 
contributes to growing regional disparities across the 

UK. We lack the local financial fuel to grow businesses 
in large parts of the country. Even in the handful of 
major cities where there is funding available, it hardly 
bears comparison with London. 

One way the ICFC model successfully evolved and 
scaled was by investing money raised from institutional 
investors, notably pension funds and insurance companies. 
Today, these investors typically invest only a fraction 
of their assets, if any at all, in small or medium-sized 
companies – though there are some exceptions, such as 
Legal and General’s funding of housing developments 
in the North. There is a massive opportunity for these 
investors to act as a key part of the funding landscape, 
given the scale of their balance sheets as well as their own 
need for returns in an otherwise low-yield environment.

I also believe that what we need, post-Covid, is less 
of a debt solution, but something with more long-term 
orientation and risk bias. This would ideally be an equity-
type instrument, to give both sides flexibility and ‘skin in 
the game’ – sharing upside while accepting the inherent 
risk of smaller companies.To avoid endless reinvention, 
and overreliance on government intervention, we could 
use what we have already, and make it bigger and better. 
There is a model here, either in the consolidation of 
some existing vehicles into a single vehicle, or in the 
scaling and repurposing of BGF, which is, in effect, a 
modern-day incarnation of 3i. Most likely, however, we 
need a combination of these two models. Using existing 
knowledge and expertise to get things started would be 
preferable to beginning afresh, and could create a more 
immediate and lasting impact. It’s not just a question 
of expertise, though – it’s also a question of vast scale.

Whatever we do, it’s important to act fast. The Bounce 
Back Loan Scheme and the Coronavirus Business 
Interruption Loan Scheme have tided companies over 
their short-term cashflow deficits, but that will leave 
a legacy of debt in our corporate sector and ongoing 
cashflow shortfalls, not least with the furlough scheme 
tapering. There will be heightened caution within 
companies regarding access to finance at the time when 
they – and the economy – need it most. History points 
to a marked increase in business failures as economies 
come out of recession. To support business growth and 
business start-up in the period ahead, a lasting structural 
solution is needed to filling the Macmillan Gap.

Alison Rose, group chief executive, 
NatWest Group

Growing businesses need access to the right kind of 
financing. If they take on too much debt, too early in 
their journey, they struggle with the burden of paying 
it off, and they don’t have the flexibility they need to 
grow. That’s why equity funding is a really important 
part of the funding landscape. Last year I published the 
Rose Review into Female Entrepreneurship, and indeed 
the most significant barrier certainly where women in 
business are concerned, remains low awareness and 
access to capital.

The right funding also needs to be available at the 
right time. In between early-stage funding and big private 
equity deals, there is a crucial step, growth capital. In 
the past, 3i played an important role in bridging the 
gap between early-stage funding and private equity. 
Since it was founded in 2011, BGF has carried on that 
legacy by providing patient, long-term, scale-up capital 
to growing businesses.

I am proud that Coutts, the Private Banking arm of 
NatWest, together with BGF, is helping to plug this gap 
in growth capital by launching its fundraising for The 
UK Enterprise Fund. The Fund will enable Coutts’ 
clients to invest in diverse and high-potential growth 
economy companies across all regions of the UK, with 
specific programmes for female-led businesses. The 
partnership will build on Coutts and BGF’s existing 
platforms, drawing on the combined scale and financial 

firepower of the two organisations.

To allocate funding effectively to the growth economy, 
it’s important to have a regional outlook, for instance, 
a network of offices, like we do at NatWest, to build 
relationships with local entrepreneurs in the different 
regions of the UK and Ireland. Another crucial part of 
the picture is mentorship and support, which helps to 
maintain and build a more diverse growth economy, 
this was another key finding from the Rose Review. I’m 
a great believer in relationship management, especially 
when regionally focused, it’s so important and it makes 
a tangible difference.

Clearly, growing companies are an important part of 
the economy. And most of us would agree that providing 
the right type of financing to these businesses is essential. 
The question is, what steps are needed to ensure that 
financing is available during these really uncertain times? 
Clearly, lots of small and medium-sized businesses are 
relying on debt to get them through the current crisis. 
That may be a necessary measure in the short term, 
but in the long term, growth economy companies need 
other options besides loans – options such as equity 
funding. Successful growth requires the right capital 
structure. If we can’t get the funding structure right 
for the growth economy, we will let down a generation 
of entrepreneurs.

I can safely say a global pandemic wasn’t in my plan, 
it wasn’t in anyone’s. But we need to continue to work 
collaboratively with all parts of the entrepreneurial 
ecosystem including other financial institutions, 
representative bodies, Government and private 
organisations to ensure that the right support is in place 
for the businesses that are essential to the recovery of 
the UK’s economy. Clearly, there are huge benefits to 
patient, long-term, scale-up capital that is administered 
locally by a regional network of investment specialists. 
As we seek to recover from the Covid-19 crisis, this kind 
of funding will be more important than ever.

In conclusion; regional support, collaboration, and 
partnership are key - this is a team sport not a competitive 
one - and access to all elements of capital to support 
the lifecycle of entrepreneurs in their start-up/scale-up 
journey are critical. We need to all work together to give 
the growth economy the support it needs to not merely 
survive, but also to thrive.

preface
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We are publishing this report because the UK is at 
a pivotal moment, without a clear way forward. The 
disruption of the Covid-19 crisis has presented huge 
challenges to the country, but especially to small and 
medium-sized businesses. There are serious, well-
documented concerns about long-lasting, scarring 
effects to our towns and cities, to jobs and investment, 
and to the economy as a whole.

The most acute challenge concerns those businesses 
we call ‘growth economy companies’, which exist within 
the vigorous midsection of the UK’s private sector. 

According to exclusive research undertaken by PwC 
for BGF, the findings of which we are unveiling in this 
report, there are more than 21,000 of these growth 
economy companies in the UK. They are both highly 
profitable and fast-growing – on average increasing their 
revenues at twice the pace of GDP growth.

A particular challenge facing these companies is a 
lack of long-term funding. They are generally too small 
to be funded by public markets, but large enough to 
have outgrown venture capital funding. Overreliance on 
debt is not a long-term solution. The funding shortfall 
facing these companies is a problem at all times – it was 
termed the Macmillan Gap nearly a hundred years ago, 
and is in part why BGF was established in 2011. But, 
in the current climate, the shortage is becoming acute, 
and the persistent gap in danger of becoming a chasm. 
There is a significant risk that viable, innovative growth 
economy companies will be starved of the funding they 
need to grow.

In this report, I have collaborated with the historian 
Sir Anthony Seldon to examine the state of the UK 
growth economy and propose solutions in this moment 
of great need. Anthony has interviewed more than 30 

Introduction
Stephen Welton, executive chairman,  
BGF

leading figures from the highest echelons of business 
and politics. Their testimony, though varied, is strikingly 
similar on four key points: there is a shortfall in funding 
for the growth economy; this shortfall is exacerbated 
by regional disparities; although the shortfall is nothing 
new, it gets wider and more damaging in times of crisis; 
and, there is an urgent need to act now to support the 
growth economy.

Closing the gap is essential. But, in a sense, what 
we are calling for goes deeper than that. We are not 
merely talking about plugging a few financial holes, but 
about making the kinds of visionary decisions that will 
define who we are as a country, and what our economy 
will look like in the coming decades. Supporting the 
growth economy means nurturing entrepreneurship. 
It means putting our faith in human ingenuity to solve 
global problems.  

That’s because the growth economy, I believe, will 
underpin the major economic changes of the era, 
defining the country we live in. Because of their size, 
growth economy companies are agile and dynamic. 
They are innovative and daring. As our PwC research 
shows, they are the key to solving the UK’s “grand 
challenges”, by innovating in areas such as artificial 
intelligence, clean growth, the ageing society, and the 
future of mobility. Crucially, the growth economy is 
regionally dispersed, with two-thirds of its firms based 
outside Greater London. The growth economy is a 
major employer across all UK regions. Not only will 
these companies define the economy of the future, they 
can drive nationwide prosperity too, but only if they 
have access to the fuel they need to grow.  

Government has already acted decisively – at central, 
devolved and local levels – to support UK businesses 

during the coronavirus crisis, but much financial 
support has either been in the form of debt, which may 
be unsustainable in the long term, or temporary relief, 
which will soon run out – the furlough scheme, now 
coming to an end, will be replaced by the less generous 
Job Support Scheme. We believe that equity must be 
part of any long-term solution, not only debt. Moreover, 
our goal cannot simply be to return to a pre-Covid 
economy. We need the vison to leap into the future, by 
employing the kind of “moonshot” thinking of the big 
US tech companies that have changed the world. This 
moment is a once-in-a-generation opportunity to make 
a difference in a way that will improve our economy, 
our wellbeing and our nation, for good.

In addition, government support through this crisis has 
been largely indiscriminate so far. That is understandable: 
an immediate response was required. However, what 
we urgently need in the long term is a more discerning 
strategy. Our solution, a UK National Renewal Fund of 
£15 billion, is a strategy that is capable of channelling 
funding specifically to the viable, profitable companies 
that have the will and ingenuity to expand – in other 
words, to the growth economy. It is a strategy that must 
be deployed locally, because to achieve ‘levelling up’ the 
funding must be dispersed across the four nations of 
the UK; it must be patient, taking a long-term approach 
to maximise the dynamism of the economy for years to 
come; and it must be led, and delivered, by commercial 
organisations.

This is not a handout, nor is it a ‘silver bullet’, it is a 
viable way forward. The participants and the investments 
made will be arranged solely on commercial terms.

Our proposal requires support from the state, primarily 
in terms of convening power but also co-investment, and 
where appropriate, smart regulatory thinking to break 
down barriers and unlock sources of capital. Start-ups 
often talk about “pivoting” or adapting their business 
models based on experience and market demand. Now 
is the time for the UK to pivot.

BGF was founded after the global financial crisis, 
to supply equity funding on commercial terms to 
growing businesses that no longer had access to the 
credit they required. Since then, our regional network 
of 16 offices in the UK and Ireland has deployed £2.5 
billion of equity funding to nearly 350 growth economy 
companies. We are proud to say that this makes us the 
largest growth investor in the world. We have made a 
strong start. However, as one of the respondents in our 
report states, what we have done to date only scratches 
the surface of what is necessary and possible.

The impact of funding the growth economy could 
be enormous and long-lasting. If we set the right 
course, adopt a patient and long-term outlook, and 
allocate both our human and financial resources wisely, 
we can finally close the funding gap, kickstart an 
investment-led recovery and secure the future prosperity 
of our nation.

We are not merely talking about plugging a  
few financial holes, but about making the kinds 
of visionary decisions that will define who we 
are as a country, and what our economy will 
look like in the coming decades.
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During the months of June and July, at the invitation 
of BGF, I talked with some thirty people, at the top of 
their respective fields, with different backgrounds in 
finance, business, government and journalism. I heard 
their thoughts about how the UK could and should be 
thinking about growth, and about the type of growth 
we need, as a forward-looking and innovative nation.

My interviews have helped me to understand the 
extent to which companies in the growth economy will 
be under serious threat unless decisive action is taken. 
These companies need support, but debt alone is not 
the right solution because too much debt acts as a 
drag on growth. What they need is equity finance – 
the lifeblood of the growth economy. Without it, these 
businesses, and the country as a whole, will not grow, 
and the opportunities of a post-Brexit world will be 
squandered.

built on the BGF model – a commercial organisation 
using local knowledge and expertise to funnel 
equity finance to the most viable and exciting growth 
economy companies.

They also agree that we can learn from the experience 
of other countries, while recognising that the UK has 
specific characteristics. In Germany, for example, 
regional banks, alongside state and central government, 
have provided long-standing support for a thriving 
Mittelstand – a term that means something similar to our 
“growth economy”. Australia and Canada are among 
the countries that have succeeded in channelling capital 
from their pension fund industries into their broader 
economies. Inspired by what BGF has done in the UK, 
Australia and Canada are now enabling the allocation 
of some of these pools of capital towards their own 
growth economy companies.

The United States, with the deepest and most liquid 
capital markets in the world, has created enormous 
firepower that has been instrumental in nurturing 
innovation and start-ups. While the UK has an enviable 
track record for innovation, it is far less impressive when 
it comes to the successful commercialisation of that 
knowhow. Perhaps we can sum it up by saying the UK can 
innovate and incubate, but too often fails to implement.

A complex problem requires complex solutions, but 
one of these must be focused on closing the funding 
gap currently faced by growth economy companies. 
The government has already taken small steps in this 
direction with the Future Fund, but now needs to have 
the courage of its convictions. That’s why I’m calling for 
the creation of a UK National Renewal Fund of £15 
billion to provide the equity that the growth economy 
needs.

A complex problem 
requires complex solutions, 
but one of these must be 
focused on closing the 
funding gap currently 
faced by growth economy 
companies... That’s why I’m 
calling for the creation of a 
UK National Renewal Fund 
of £15 billion to provide 
the equity that the growth 
economy needs.

Overwhelmingly, my interviewees are of the opinion 
that government intervention is an essential part of the 
solution, and that any initiatives must recognise the 
local nature of needs across the entire UK. But they all 
caution that while government should encourage and 
facilitate private investment, it should also stand as far 
back as possible. We cannot simply wait on government 
to act, but we can inform government so that others 
can be encouraged to act.

The interviewees propose different solutions. Some 
favour a greater role for private equity over venture 
capital. Others want to see the British Business Bank and 
Future Fund play a larger role. Some think the solution 
lies in scaling up the government’s innovation agency, 
Innovate UK, or perhaps creating a British version 
of the US Defense Advanced Research Projects 
Agency (DARPA). Many see a role for BGF, or something 

Introduction
Sir Anthony Seldon, outgoing vice-
chancellor, University of Buckingham
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What is the  
growth economy?
Research conducted by PwC in partnership with BGF

The growth economy

•   The number of growth economy companies 
increased by nearly 2,000 between 2013-18.

•   Nearly half (46%) of growth economy 
companies in 2018 only entered the market 
within the previous five years.

•   Total turnover of the growth economy  
was £434 billion in 2018.

Summary of key findings

•   Growth economy companies are defined 
as those that report turnover of between 
£2.5-100 million.

•   There were about 21,400 growth economy 
companies in the UK in 2018.

•   Growth economy companies are profitable, 
with an average margin of 10% based on 
earnings before interest, tax, depreciation 
and amortisation.

•   Total turnover of the growth economy rose 
4% a year on average between 2013-18, 
compared with average GDP growth of 
2% a year in the same period.

•   The growth economy is regionally 
dispersed with two thirds (67%) of 
companies based outside Greater London.

The growth economy by sector

•   The growth economy underpins all sectors of  
the economy but is weighted towards business 
services and industrial manufacturing.

•   Growth is distributed across sectors, with 
especially rapid growth in financial services, 
infrastructure and technology.

•   More than a quarter of growth economy 
companies operate in one or more of the four areas 
outlined as “grand challenges” by the government. 
These are: artificial intelligence and data; clean 
growth and transition; the ageing society; the 
future of mobility.

Methodology

•   Research is based on Companies House financial 
reporting, and excludes duplicates, companies that 
do not report, and companies that do not have a 
record of performance.

•   The analysis period covers 2013-18, the most 
recent period in which appropriate records were 
available.

•   There may be further companies in the growth 
economy revenue range which do not publicly 
report turnover.

Regionally dispersed

•   Growth economy companies are distributed  
across the UK, with a significant distribution 
outside of major cities.

•   Regional concentration varies by sector – faster 
growing sectors tend to be focused in urban areas.

•   Financial services, technology, telecommunications 
and public sector businesses are more focused 
on London; consumer services, consumer 
manufacturing, industrial manufacturing and 
infrastructure companies are spread across 
the country.
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What is meant by the “growth economy”? PwC defines 
growth economy companies as those that report a turnover 
of between £2.5-100 million a year. There were about 
21,400 growth economy companies in the UK in 2018, 
the research found (see pages 16-17).

As their name suggests, these companies are fast-
growing. Between 2013-2018, the total turnover of the 
UK growth economy grew at 4% a year on average, 
outpacing average yearly GDP growth in the period of 2%. 
These businesses are generally profitable. Their earnings 
before interest, tax, depreciation and amortisation stood 
at 10% of overall turnover in 2018.

An important characteristic of the growth economy is 
that it is regionally dispersed. About two-thirds of growth 
economy companies are based outside Greater London, 
and many of them are outside big cities. The growth 
economy is a major employer across all UK regions. 
Growth economy companies underpin all sectors of the 
UK economy, and are particularly prevalent in business 
services and industrial manufacturing. Growth rates for 
these companies tend to be fastest in financial services, 
infrastructure and technology. 

Crucially, PwC found that growth economy companies 
are likely to play a significant role in tackling some of 
the society-wide problems that have been identified by 
the government as the UK’s “grand challenges”. These 
include: artificial intelligence, clean growth, the ageing 
society and the future of mobility. Some 28% of growth 
economy companies operate in at least one of these areas, 
found PwC; a greater proportion are likely to support 
these aims indirectly, through supply chains.

“The UK does not have a problem at all in 
scientific or industrial creativity. You’ve only got 
to look at the number of Nobel prizes and the 
distinguished contributions of UK scientists over 
decades and hundreds of years to realise that 
this is fundamentally a creative society. What 
we lack are the skills, capital and ambition to 
translate these into our share of world leading 
organisations… Intermediate capital remains a 
problem.”

Sir Jon Symonds, chairman, GlaxoSmithKline

“We have too often discussed the small and 
medium-sized enterprise sector as a homogenous 
group of companies, which they are not. You have 
start-ups and scale-ups. There are differing needs 
at different stages in the lifecycle of a business. 
It is vital to segment the business base and tailor 
solutions to our scale-up firms, which can be both 
young or long-established, are highly innovative, 
and drive local growth and opportunities.”

Irene Graham, chief executive, ScaleUp Institute

1

CHAPTER 1

the  
challenge
by Sir Anthony Seldon

18 CHAPTER 1
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So, growth economy companies are fast-growing, 
profitable businesses based all around the UK, 
not only in major cities. You could say they are the 
dynamic middle of the private sector – what you 
have left when you strip out the very large and  
the very small.

However, there are some downsides to being the ‘ones 
in between’. Growth economy companies are typically 
not large enough to be able to access funding in public 
markets. That cuts them off from the pools of capital 
that sustain FTSE 100 companies, for example. For 
the same reason, growth economy companies are often 
overlooked by private equity, which tends to focus on 
control investments or buyouts with a short investment 
horizon – more on that later. In actively seeking growth 
economy firms to invest in, BGF is something of an 
exception in the private equity space, in part owing to 
its own long-term funding structure.

On the other hand, growth economy companies are 
typically too big to access the kind of support aimed at 
very small companies. This support includes venture 
capital looking solely for the future “unicorns”2, as well 
as newer alternatives such as crowdfunding platforms. 
Of the latter, Seedrs and Crowdcube are two well-known 
examples. Both are small relative to the needs of the 
growth economy and tend appeal to mostly individual, 
“retail” investors. Interestingly, Seedrs and Crowdcube 
have just announced a merger to create greater scale.

CHAPTER 1CHAPTER 1

“The big companies in the world have had 
access to equity either through shareholders 
or in some cases by governments injecting 
equity into companies – such as the aviation 
industry. The medium-sized don’t get this 
equity. They’re not large enough to catch the 
attention of governments and in some cases 
the private sector.”

Bill Winters, group chief executive, 
Standard Chartered

“In my own time as an MP, 25 years ago, a 
local builder who spotted an undeveloped half 
an acre area of land in a town and had been 
developing properties could go into his local 
bank branch and ask for the loan. In the old 
days, the bank manager would say that they 
know that site and would lend you the money. 
But now there is no such discretion. It’s much 
easier for a big business to go to head office 
and ask for £100 million than it is for local 
builders to borrow £1 million.”

Lord David Willetts, president of the 
Resolution Foundation and former Minister 
for Universities and Science

The growth  
economy 
gap

Lacking access to a wide range of funding options geared 
to meeting the needs of innovators and entrepreneurs, 
growth economy companies have often relied on bank 
lending to fund their growth. There are two significant 
drawbacks to this. The first is that servicing debt can put 
a strain on the cashflow of a company, diverting resources 
away from other areas. Although a reasonable amount 
of debt is fine, too much can act as a drag on growth, 
limiting firms’ ability and willingness to take risk.

The second problem is accessing bank lending in the 
first place. Banks tend to be cautious when it comes to 
lending to small and medium-sized businesses, especially 
at times of economic strain, and the concentration of the 
UK’s financial services sector in London exacerbates 
the problem (see quote from Lord David Willetts, left).

Even where funding is available, entrepreneurs 
sometimes choose not to seek it, either because they lack 
awareness of equity investment, or are nervous about the 
idea of it, fearing potential costs and a lack of control. 
The British Business Bank estimates that only 1% of all 
businesses currently use or have sought equity finance in 
the past three years, and that among the companies that 
have considered equity, the key barrier is a “reluctance 
of giving up control”.3 There is much that can be done 
to break down these barriers, through education, and 
particularly through increasing awareness of the benefits 
of patient capital, which by its nature is non-controlling.

3   British Business Bank, 2019 Business 
Finance Survey: SMEs

2   The term unicorn indicates indicates a privately  
held start-up company valued at over $1 billion.
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The funding gap is not new, however. In fact, a shortfall 
in funding for small and medium-sized businesses in the 
UK was identified shortly after the 1929 stock market 
crash, when the Committee on Finance and Industry was 
set up. Its findings were presented in what has become 
known as the Macmillan Report (1931), named after its 
chair, the Scottish lawyer Hugh Macmillan – although 
the report was also heavily influenced by the economist 
John Maynard Keynes. One of the outcomes of the report 
was a recognition of a funding shortfall for small and 
medium-sized businesses in the UK. This came to be 
known as the Macmillan Gap.

The Macmillan Committee’s suggestion to solving 
this problem was to form an institution devoted to 
providing finance for these smaller companies. However, 
the intervention of the Second World War meant that it 
was not until 1945 that the Industrial and Commercial 
Finance Corporation (ICFC) was established to serve 
this purpose. 

ICFC was formed by the Bank of England and the five 
main business banks of the day. Although it also issued 
loans, a crucial part of the corporation’s model was to buy 
stakes in growing businesses – in other words, to make 
equity investments. Rather than concentrate its activities in 
London, the corporation emphasised regionality and local 
expertise, which allowed it to provide targeted, informed 
investments. Often, the corporation would not take an 
active role in its shareholdings. For instance, it would not 

insist on appointing its own members to the boards of 
investee companies. ICFC had a number of successes, 
among them its investment in British Caledonian, an 
airline company, which realised a large profit.

The corporation expanded in the 1950s and 1960s to 
become the largest provider of growth capital for unquoted 
companies in Britain, with a network of 14 branch offices 
across the country. However, it went through a series of 
incremental changes, which gradually shifted its focus 
away from its original purpose. In 1973, it merged with 
Finance Corporation for Industry, a sister organisation 
that had been set up at the same time, which provided 
finance for larger companies. The combined institution, 
Finance for Industry (FFI), had the flexibility to act as 
a commercial bank, but no longer had the explicit remit 
of addressing the Macmillan Gap.

The organisation underwent another transformation 
as it moved to becoming a public company when the 
banks sold their stakes in ICFC/FFI to form Investors 
in Industry (3i), which continued to provide funding 
for the growth economy. Today, 3i Group is listed on 
the London Stock Exchange and invests in mid-market 
buyouts, growth capital and infrastructure, but not the 
market it was set up to support, and it no longer maintains 
a regional infrastructure. In a sense, the evolution of 3i 
mirrors a broader ‘hollowing out’ of the regions in terms 
of professional services, banking and investment – a trend 
that must be reversed if we are serious about levelling up.

ICFC expanded in 
the 1950s and 1960s 
to become the largest 
provider of growth capital 
for unquoted companies 
in Britain, with a network 
of 14 branch offices 
across the country.
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ICFC and  
its successors

“My father chaired the ICFC from 1974-9 and 
that was just before it floated […] Then it floated 
and became very much a mainstream venture 
capital firm. [...] The ICFC did its job and made 
a number of investments. It plugged that gap 
very well.” 

Richard Seebohm, civil servant, amateur 
economic historian and son of Frederic 
Seebohm, former chair of ICFC

“3i had, at its height, nearly 1,200 companies in 
its portfolio. If one forgets the buyouts, taking  
a minority stake in those small and medium-sized 
enterprises had a degree of hit and miss about it. 
You weren’t sure but you put your money into 
something you thought was a great idea.”

Catherine Clarke, independent governor,  
De Montfort University and former general 
counsel, BGF
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The efforts of the ICFC and its successors may have 
helped to narrow the Macmillan Gap, but this gap never 
went away. Its extent was laid bare during the global 
financial crisis of 2007-08. There was already an awareness, 
in the years before the crisis, that the growth economy 
needed more support. Nigel Rudd, among others, felt 
that structural changes in 3i had made it less effective 
in supporting growth economy companies than it was 
intended to be, so he began lobbying government for 
a new body with the same purpose (see quote, right).

In the wake of the so-called credit crunch, the 
government was putting pressure on banks to do more 
to alleviate a crisis that, in much of the public’s eyes, 
was the fault of the banking industry. This was the 
environment in which the Business Growth Fund was 
born. Established in 2011, the fund was financed with 
£2.5 billion from Barclays, HSBC, Lloyds, RBS and 
Standard Chartered.

“I lobbied the Labour government in the 
early 2000s saying that we needed to have 
another version of 3i. When they lost in 2010, 
I started talking to the people who advised the 
Conservative government and we started talking 
about the Business Growth Fund. I thought 
at the time there would have to be taxpayer 
money involved because private investors were 
wary about investing over a long-term horizon. 
Fortuitously, the banks were in the government’s 
line of sight. With a little cajoling from the 
government and some regulatory relief, the big 
banks put up half a billion pounds each and 
because I had been lobbying for it they made  
me chairman.”

Sir Nigel Rudd, former chairman of BGF
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The global  
financial crisis

Because of the nature of its financing, BGF can sustain 
an evergreen balance sheet. It does not need to impose 
deadlines for generating returns or exits, and only ever 
takes minority shareholdings. From a network of 16 
regional offices across the UK and Ireland, it has invested 
£2.5 billion to date in nearly 350 companies, actively 
supporting the growth economy, and has invested three-
quarters of this sum in companies outside London. This 
shows what can be done, but perhaps more tellingly how 
much more needs to be done, by building on a localised 
approach delivering long-term equity capital.

The Covid-19 pandemic, and the huge economic 
shock it has triggered, like the global financial crisis, is 
another moment in time when bold policy and creative 
thinking is urgently needed.
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Despite the efforts of 3i, BGF and others, there is 
widespread agreement among the people I have 
interviewed that the Macmillan Gap is still with us. My 
interviewees also agreed the gap is growing larger because 
of the coronavirus pandemic. A report by the industry 
group TheCityUK has estimated that as a result of weaker 
trading conditions and additional borrowing, by the 
end of March businesses in the UK will owe about £70 
billion of unsustainable debt, of which £33-36 billion 
will be owed by small and medium-sized enterprises.4 
This amount of unsustainable borrowing will surely 
cause the funding gap to widen.

So, how big is the growth economy gap now? We 
suggest it is at least £15 billion. This estimate is partly 
based on a report by the ScaleUp Institute, Innovate 
Finance and Deloitte, which observed a funding gap 
of between £5-10 billion in the years 2011-2019, and 
suggested that since then the gap has effectively doubled 
as a result of the Covid-19 crisis and global uncertainty 
to £15 billion.5 This estimate coincides with our research 
by PwC, which said that, prior to the pandemic in 2017, 
there was an annual funding gap for the growth economy 
of between £5-12 billion, of which only £2.6 billion was 
being met by existing equity funding.6

Naturally, forecasts vary and we are aware of some 
more conservative estimates in the market for the size 
of the growth economy gap. However, we are also aware 
of some that put the gap at very much larger than £15 
billion. For example, David Smith, economics editor of 
The Sunday Times, told me he believes the funding gap 
to be between £20-30 billion (see quote, right).

In the next chapter, we will analyse some of the measures 
taken so far to support businesses in the coronavirus 
outbreak. However, before that, let us make a useful 
comparison. As we have seen, the growth economy is 
regionally dispersed. That means that, by properly funding 
it, one would expect to help to narrow the significant 
regional disparities that exist in the UK. As an example 
of what is possible, albeit in a federal structure, it is 
instructive to examine Germany’s Mittelstand, which is 
often cited as an economic success story and an exemplar 
of how to promote long-term growth.

The Mittelstand: what can we learn?

What we call the growth economy has a near parallel 
in Germany, the Mittelstand. It is a term with its roots 
in the Middle Ages. According to Professor Matthias 
Klaes, inaugural director of the Vinson Centre for 
Economics and Entrepreneurship, the word Mittelstand 
is traditionally used to describe companies with up to 
about 250 employees and turnover of roughly £50 million.

The Mittelstand is decentralised. Its companies are 
often family businesses with close ties to regional banks. 
Unlike in the UK, where there can be pressure on talented 
workers to migrate to the capital, the Mittelstand keeps 
bright graduates in the regions.

“I studied in Hesse in Darmstadt,” says Klaes. “That 
region, south of Frankfurt, is very engineering-focused 
and a heartland of the Mittelstand. Many of my fellow 
graduates went on to become managers in small and 
medium-sized enterprises. One doesn’t have to go to 
the city to become a financial manager, one can stay 
with these companies and help them grow. It’s a cultural 
difference to the UK, where graduates tend to look to 
larger companies.”

The Mittelstand is a manifestation of regional pride. In 
Germany, growth economy companies aren’t forced to 
look to Berlin, whereas many British entrepreneurs may 
gravitate to London to set up their businesses, simply 
because their networks are clustered there.

There are some downsides. Klaes says the German 
model is risk averse and heavily regulated. He adds that, 
“regionalism runs the risk of networks becoming too 
close knit, with information travelling in ways that are 
sometimes not appropriate”. Nevertheless, the Mittelstand 
reveals the power of a strong, decentralised network of 
small and medium-sized businesses – something the UK’s 
growth economy could in some ways emulate. 

CHAPTER 1

Where we  
stand now

“Estimates of the size of the funding gap 
vary but I would suggest it is between £20-
30 billion. BGF has made a difference with 
some good investments, but it has barely 
scratched the surface.”

David Smith, economics editor  
of  The Sunday Times

As a result of weaker 
trading conditions and 
additional borrowing, 
by the end of March 
2021 businesses in the 
UK will owe about £70 
billion of unsustainable 
debt, of which £33-36 
billion will be owed by 
small and medium-sized 
enterprises.

4   The Demand for Recapitalisation: updated  
estimates of UK unsustainable debt, TheCityUK 

5   The Future of Growth Capital, the ScaleUp Institute, 
Innovate Finance and Deloitte, August 2020

6   PwC research produced exclusively for BGF.
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There are many reasons why it is urgent that we act now 
to support the growth economy. The most pressing is the 
scale of the recession that the coronavirus is inflicting 
on the UK. The economy shrank by more than a fifth in 
the second quarter of the year, compared with the first, 
according to the Office for National Statistics.7 This was 
the steepest decline in output since records began in 1955.

Now, with a second wave and local lockdowns, after 
the brief reprieve of the third quarter, the fourth quarter 
will be worse. PwC estimates that full-year GDP will drop 
by 12%. Recovery across the country may take years 
as unemployment rises and ‘scarring’ effects run deep.

The recession also comes at a time when the UK is 
negotiating its exit from the European Union. A disorderly 
Brexit has the potential to create further disruption of the 
funding landscape for the growth economy. Funding for 
UK businesses from the European Investment Fund has 
already fallen dramatically. There are clear opportunities 
for post-Brexit Britain, but the transition must be handled 
carefully to ensure these are realised. The goal should 
not be to replicate what we already have. We must be 
more ambitious.

Finally, there is the real sense that the Covid-19 crisis 
has accelerated broad and profound shifts in the economy. 
Reading the newspapers today, and looking across the 
BGF portfolio, it is evident that we are at a turning 
point. To some, the coronavirus lockdown felt like being 
trapped in a pressure cooker, but amid the challenges, 
new perspectives have emerged. People are re-examining 
their relationship with work, the environment and politics. 
The crisis has focused attention on what wasn’t working 
and inspired new ideas about how to move forward.

Some organisations have discovered efficient new ways 
to work remotely during lockdown, for example, and 
many have recognised the wider social and environmental 
benefits of this kind of adaptation. There are vigorous 
debates taking place about how our cities should be 
organised – debates that have been familiar for some time, 
yet have never felt so immediate, or imbued with such 
necessity and possibility. In the current environment, the 
growth economy, with its agility and ingenuity, is exactly 
what is needed to spearhead and respond to change – but 
it urgently needs funding.
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Why it’s urgent
Stephen Welton

“I think Covid-19 is likely to prove the biggest 
disaster for small and medium-sized enterprises 
basically ever. If it is as bad as I think it will be, 
a lot of them will disappear despite government 
efforts. They will have to start again, and they 
will start again in a different world. We are going 
to face a challenge of reconstruction of our 
economy, which will be very large if we are to 
generate the employment we like. We haven’t 
seen this sort of rebuilding in peace time.”

Martin Wolf, chief economics commentator, 
Financial Times

“There is a marked difference in attitude 
now compared to past generations, with 
youngsters being much more interested in 
becoming entrepreneurs. There is a bubbling 
up of entrepreneurship in Britain, but it is not 
well matched by a bubbling up of organised 
provision of equity.”

Martin Vander Weyer, 
business editor of The Spectator

7   Coronavirus and the impact on output in the UK 
economy: June 2020. Office for National Statistics 
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What has  
been done
To understand how a systemic solution to the growth 
economy gap might work, it’s important to recognise what 
steps have already been taken in recent years to support 
small and medium-sized businesses. There has been a 
recent recognition by government that entrepreneurs in 
the UK need support to thrive, but too much focus has 
been on small initiatives and everyday intervention, and 
not enough on blue sky thinking.

Tax relief for venture capital investment is one of 
the meaningful measures that has sought to stimulate 
entrepreneurship in this country, as the success of the 
Enterprise Investment Scheme (EIS) and Seed EIS 
schemes have shown. We need to continue actively 
supporting these measures, as they are the lifeblood of 
start-ups, especially with the additional complications 
of Brexit to contend with in the short term.

There has been the establishment of the British Business 
Bank, a state-owned development bank with a wholesale 
mandate to supply credit to small and medium-sized 
businesses via intermediaries. Lately, this credit has 
included government guaranteed loans to help mitigate 
the immediate impact of Covid-19. In 2018, a subsidiary 
of the bank, British Patient Capital, was set up to provide 
equity investment to new venture and growth funds, 
investing £2.5 billion over ten years. Similar initiatives 
are underway in the different nations of the UK, such 
as the Scottish National Investment Bank. These are all 
welcome as they add further liquidity into the system.

Another factor that has helped to support very small 
businesses are the crowdfunding platforms, such as 
Seedrs and Crowdcube, themselves now merging. 
These innovative, software-led platforms are effective at 
pooling small amounts of individual investors’ wealth and 
channelling it to promising start-ups. While it is too early 
to assess their long-term impact, they have broadened 
the availability of private funding for younger companies, 
which is a healthy development.

CHAPTER 2

“One of the big lessons from the last crisis was 
that the financial situation for existing big firms 
almost became too easy and a lot of not very 
productive firms survived. Banks were very 
reluctant to lend to new businesses and we saw a 
reduction both in the numbers of firms going bust 
and entering the market. Right now, we have to 
keep firms going but what we don’t want in two 
years’ time is to be keeping the same firms alive at 
the expense of the dynamism of the economy.”

Paul Johnson, director, 
the Institute for Fiscal Studies

“It is timely for Innovate UK to reconsider its 
role and priorities. It has partly gone down the 
route of loans and loans are OK, but a lot of small 
companies are worried about how they are going 
to pay it back, especially now. There are going to 
be many skilled people losing jobs who are going 
to want to start up a company. A good example 
of this is when AstraZeneca left Alderley Park. 
Within 18 months, over 100 small companies 
started up, all viable, but requiring some start-up 
money. Most of them are thriving now. A lot of 
retraining is required for people who have come 
out of a big company and want to start a new 
company in a niche area. In the current climate, 
Innovate UK may need to be a bit more agile.”

Professor Dame Nancy Rothwell,  president and 
vice-chancellor of the University of Manchester 
and chair of The Russell Group
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to increase R&D spending, as a percentage of GDP, to 
match the G7 average. As David Willetts emphasised 
while making the case for such an increase, Innovate 
UK has over the past few years been “hobbled by heavy 
budget cuts”.8 He believes the agency can be central 
to the future success of British technology, calling for 
greater alignment between Innovate UK, the British 
Business Bank and BGF.

Aside from these focused measures, small and medium-
sized companies have benefited enormously from the 
furlough scheme, which provides an income to workers 
who might otherwise have been made redundant. The 
withdrawal of the scheme at the end of October will 
put many of these jobs at risk (when announcing the 
Job Support Scheme, a less generous replacement for 
furlough, Rishi Sunak stated “I can’t save every job – no 
chancellor could”). Funding has also been made available 
in scale through the Coronavirus Business Interruption 
Loan Scheme (CBILS) and the Bounce Back Loan 
Scheme (BBLS), now both extended to the end of 
November – which is only around the corner. Unlike 
a real end to this crisis, this extension is only a stay of 
execution. It is estimated that 2.3 million businesses will 
have taken on a CBILS or a BBLS loan by the end of 
next March.9 CBILS is especially relevant to the growth 
economy because it is targeted at small and medium-
sized businesses, offering facilities of up to £5 million. 
(BBLS is aimed at micro and small businesses, with 
loans of up to £50,000.) TheCityUK has forecast that 
a third of businesses that have taken out loans under the 
two schemes will struggle to repay them.10 
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8   The Road to 2.4 per cent, David Willetts, 
King’s College London, p.46

9   Supporting UK economic recovery: recapitalising 
businesses post Covid-19, TheCityUK 

10 ibid.

the response  
to the virus
Since the coronavirus outbreak, further emergency 
efforts have been made to support small and medium-
sized businesses. The government established the £500 
million Future Fund to supply convertible loans of up to 
£5 million to innovative start-ups to help them through 
the pandemic, investing alongside existing venture capital 
investors. It also announced an incremental £750 million 
of funding to be provided through Innovate UK, the 
innovation agency, to provide grants, loan payments and 
additional support to small and medium-sized businesses, 
with a particular focus on those involved in research 
and development. This focus on R&D is particularly 
welcome, and resonates with the UK’s stated ambition 
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What are the limitations?

There are limitations to these existing mechanisms. One 
is that several of these initiatives are tilted towards the 
earliest-stage companies, which are clearly important, but 
should not be unquestionably supported at the expense of 
the growth economy. As we have seen, growth economy 
companies are typically larger and more economically 
significant, with turnover of between £2.5-100 million.  

Venture capital and the crowdfunding platforms, for 
example, tend to engage with companies before they 
are large enough to be considered part of the growth 
economy. The UK has a fantastic record of giving birth 
to start-ups – the kinds of operations that begin with a 
good idea in a garden shed or a university laboratory. It 
is something to celebrate that the UK is one of the best 
places in the world to start a business. However, support 
is needed to help these enterprises once they reach the 
growth economy stage. As Andy Haldane, chief economist 
at the Bank of England, said in his interview with my 
co-author, “Scale-up is as important as start-up. We do 
fairly well on start-up, it is the scale-up where we fall 
particularly short by international standards.”

A second and fundamental problem with the existing 
initiatives is that much of the support is in the form of 
loans. These may be a good solution in the short term, 
as they can be quick to implement, but in the long term 
it is unwise for growth economy companies to saddle 
themselves with excessive debt. The cost of servicing 
debt can impede growth, and many small companies 
are understandably nervous about extensive borrowing 
and the heightened risk it brings. A better solution, 
at least in part, is to raise funding by selling shares in 
the business – equity funding. The stock market has 
powerfully illustrated how this structure has benefited 

quoted companies in recent months. No such equivalent 
mechanism exists for private companies in any scale. 
In the next chapter we will discuss this in more detail.

Finally, the support given to companies throughout 
the Covid-19 crisis has been largely indiscriminate so 
far. We appreciate that Chancellor Rishi Sunak’s priority 
in the early stages of lockdown was to protect jobs by 
protecting existing companies, and this has had many 
beneficial effects. But we fear that, in the long term, there 
is a serious risk that a significant amount of taxpayers’ 
money will be spent on sustaining unprofitable businesses 
– in a sense, preserving these companies in aspic, and 
preventing capital from getting to those parts of the 
economy where it would naturally flow.

Where taxpayer funding is required to help get our 
economy back on track, it is important to allocate 
it prudently – and this should now involve focusing 
on businesses with the greatest potential for growth. 
Supporting these businesses is a separate exercise from 
attempting to stave off unemployment, but the two 
aims are not mutually exclusive. In fact, funding the 
growth economy is one of the best ways to secure future 
employment. As we have seen, the growth economy is a 
major employer across UK regions. Growing businesses 
need people; they create jobs as they grow.

We are not saying this transition will be painless. 
There will be hard choices to make. But our ability to 
recover from this crisis may well rest on our willingness 
to accept change – and sometimes quite radical and 
abrupt change – as not only a natural response to an 
extreme situation, but also a precondition for positive, 
long-term, structural growth. 

“Many companies will survive just fine – if 
they need equity then they can go to the public 
markets, they’ll find money. At the other  
extreme, companies where it’s just unsustainable 
will go into restructuring. It’s the ones in the 
middle that need help: they can’t find capital 
because they’re too small, but they’re not lost 
causes, they’re functioning businesses, so they’re 
going to stay out of insolvency and restructuring. 
There’s a greater case for being more proactive.”

Rupert Harrison, former chair of the UK 
Council of Economic Advisers

“We punch well above our weight in terms of 
initiation of ideas, but ridiculously below in terms 
of taking them to term and getting the full value. 
[Businesses] tend to be sold at an intermediate 
stage to America and increasingly now China.”

Sir Douglas Flint, chairman, 
Standard Life Aberdeen

CHAPTER 2CHAPTER 2
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Risks of  
inaction

The stakes are high. With mounting evidence of a 
second wave of Covid-19 infections and increasing local 
lockdowns, the pandemic is far from over, which means 
we face a difficult and bumpy winter, acknowledged by 
the prime minister himself. As well as the human cost 
of the virus, economic costs continue to soar. Recession 
will undoubtedly strike a blow to the growth economy. 
While many growth economy companies will survive 
– after all, they are agile, well-managed, profitable and 
innovative – their growth will be constrained. We do not 
want to nurture a nation of bonsai businesses when we 
could be growing oak trees.

It’s important to recognise that the British taxpayer is 
already exposed to risks related to the growth economy. 
Through CBILS and BBLS, the taxpayer has effectively 
acquired a loan portfolio across small and medium-
sized businesses. Failing to provide targeted support to 
the growth economy could mean forfeiting the value of 
this portfolio.

Action is especially urgent given the scale of the debt. 
In the wake of Covid-19, there has already been growth 
in what are known as ‘zombie’ companies – firms that 
have only enough funds to service the interest on their 
loans, and cannot afford to pay back the debt itself. In 
July, the share of UK non-financial businesses that were 
zombies had surged to 15%, according to data from the 
Bank of America.11 Without action, the UK could become 
the ‘zombie’ capital of Europe.

In the worst case, some firms will be taken over by 
‘vulture capitalists’ on the hunt. And some will look 
beyond our shores for funding. Too often, we end up 
incubating companies only for them to be swallowed up 
by larger, better funded international competitors. With 
them go talent and intellectual property.

Countries such as the US and China have ready 
and vast pools of capital available to acquire promising 
businesses from around the globe. To be competitive, 
the UK needs to resolve the market failures that prevent 
growth economy companies finding the equity funding 
they need at home. The UK’s long-term competitive 
strategy has to see us riding our winners, not simply 
passing them over to others to finish the job.

11   UK becomes ‘zombie’ business capital of Europe, the Telegraph, 13 July 2020 

Recession will undoubtedly strike a blow 
to the growth economy. While many 
growth economy companies will survive 
– after all, they are agile, well-managed, 
profitable and innovative – their growth 
will be constrained. We do not want to 
nurture a nation of bonsai businesses 
when we could be growing oak trees.
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We have outlined what we see as the challenge currently 
facing the growth economy and explained why we think 
the situation demands an urgent response. My interviewees 
offered several solutions, but before we address them, 
it is worth asking an important question. Is this a job 
for the state, or should the private sector act by itself to 
close the growth economy gap?

It is understandable to look to the market for a solution. 
My interviewees observed that there appears to be no 
shortage of private equity and venture capital funding 
available, certainly not in London and the south east of 
England. Perhaps, goes this line of thought, the Covid-19 
crisis will spur some of this capital, or so-called ‘dry 
powder’, into action, thus supplying the necessary funding 
to the growth economy.

Unfortunately, many of my interviewees had little 
confidence that the invisible hand of the market would 
operate so favourably. One justification for this view is 
historical. The Macmillan Gap, as Andy Haldane told 
me, “is always with us”. It has waxed and waned but 
it has never gone away: it appears, on this view, and 
in recognition of the reasons outlined throughout this 
report, to be a market failure.

Where the gap does appear to have narrowed, it is 
in response to initiatives such as the ICFC, which was 
established by the state, or BGF, which was encouraged 
into existence by the government, and enabled by smart 
regulatory liberalisation. Both organisations were set 
up with an explicitly regional focus, in stark contrast 
to the otherwise largely London-centric nature of the 
UK’s financial services sector. (As an example of how 
London-focused this industry can be, PwC estimates 
that 64% of investments by investors in the capital are in 
companies based within 50 kilometres of the investor’s 
premises.12 The same researchers found that in 2017, 
61% of equity finance went to London, as opposed to 
3% to the North East, Yorkshire & Humberside, and 1% 
to the East Midlands.)

Another objection to the ‘market-alone’ approach 
concerns the business models of the venture capital and 
private equity sector. These firms tend to invest over 
relatively short timeframes, with an impetus to realise 
significant profits quickly. This is the nature of entities 
that are, themselves, funded by investors who demand 
a return within, say, three or five years.
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The problem is that short-term funding begets short-
term thinking. Venture capital and private equity tend to 
seek out high-growth businesses with an almost immediate 
view on the exit route. In the case of private equity, 
these investors usually demand a majority shareholding, 
because when you control a business, you control when 
to sell. Not only do these characteristics starve many 
good businesses of long-term capital to grow, they act 
as a cultural barrier reinforcing the view that ‘the City’ 
is not built for growth economy companies.

In other words, the attributes of private equity, namely 
short holdings periods and majority shareholdings, are 
not conducive to providing true support to the growth 
economy. The growth economy at large needs long-term 
capital, and potential investee companies need the option 
of only accepting it from minority investors – many growth 
economy companies will reject the capital otherwise.

For these and other reasons, we believe the venture 
capital and private equity sectors will not, on their own, 
provide the necessary support to the growth economy. 
Other measures must be considered.
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The  
solutions
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“Traditionally you’d expect the free market would 
provide the funding, for instance private equity 
would step in. The challenge with private equity 
is that a) a lot of private equity companies have 
these same issues which may take much of their 
capital, and b) very long-term equity investments 
are often not private equity funds’ primary focus. 
Also, many of the required investments will be 
minority investments as although companies will 
need capital, an investor would want to back the 
existing managers, not take over the business. 
However, many of the larger private equity pools 
of capital are structured on taking control so may 
not be applicable.”

Sir Damon Buffini, chair, Patient Capital Review 
and founding partner, Permira

“A lot of companies simply can’t take on any 
more debt, they are really struggling, so there 
needs to be a higher volume mechanism for 
investing […] in a whole swathe of smaller 
entrepreneurial companies. There is obviously 
BGF which was set up for volume, but that’s 
50 investments a year, which is viewed as high 
volume in the equity world but is tiny. What is 
needed today is a complete multiple of that which 
will require people to expand their minds in 
different ways.”

Diana Noble, former non-executive director, 
BGF, and member of court, Bank of England

12  PwC research produced exclusively for BGF.
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The R&D solution
Several of the people I interviewed spoke admiringly of 
the US Defense Advanced Research Projects Agency 
(DARPA), an agency of the Department of Defense that 
develops emerging technologies. Although the agency’s 
remit is to develop technology for the military, many of 
its inventions have gone on to be commercialised by the 
private sector for civilian use. The agency was integral 
in the development of the internet, for example.

It has long been observed that the success and vibrancy 
of Silicon Valley owes a large debt to DARPA (originally 
known simply as ARPA). Many of the technologies 
commercialised by Google, for example, were originally 
developed either by the agency itself or by researchers, 
at universities such as MIT, who were DARPA-funded.

Impressed by this model, several of my interviewees 
said they would like to see more UK government funding 
for research and development. The UK already has an 
innovation agency, Innovate UK, and, in the mind of 
Lord David Willetts, for example, this agency could 
be beefed up to act as a bridge between research in 
universities and the private sector. “To be the missing 
link,” as he puts it. On this view, once start-up businesses 
have shown emergent technologies to be commercially 
viable, growth funding should be supplied to them by 
the British Business Bank or BGF.

DARPA has become a topic of interest for the UK 
government over the past year. Dominic Cummings, 
chief adviser to the prime minister, has long admired its 
decentralised, bureaucracy-light approach. The recent 

Conservative manifesto included a pledge to spend money 
on “a new agency for high-risk, high-payoff research, at 
arm’s length from government”, which the party went 
on to confirm would be modelled on the US agency. 
Clearly, this project is high on the government’s agenda.

A UK version of DARPA could help to close the 
funding gap for growth economy companies, but my 
interviewees stressed that it would only succeed as part 
of a bigger solution. It’s also essential to note that the 
US agency has changed a lot over the years, and much 
of the US experience would not be directly translatable. 
The UK cannot simply import this solution wholesale, 
but could certainly adapt the model to domestic needs.
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“Since the global financial crisis, banks have 
been a lot more regulated. There’s an argument 
to make it easier for banks to support this kind of 
enterprise [funding growth economy companies]. 
For the current bank shareholders in BGF, 
carrying that sort of investment is very expensive 
for them and may mean they can’t lend as much 
money as a result. More flexibility in terms of 
how the capital adequacy ratio is measured for the 
banks in these difficult times would be worthwhile 
and legitimate.”

Lord David Prior, chairman of NHS England

“The really important thing for organisations  
like BGF is to be able to demonstrate that  
they’re efficient and not bureaucratic: very good 
at getting money out and to reach all areas  
of the economy.”

John Fingleton, former chief executive 
of the Office of Fair Trading
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pensions and more
Another of my interviewees’ proposals for closing the 
growth economy gap was to enlarge the pool of capital 
these companies are able to access. For many, a natural 
place to look is pensions. The UK has a large and well-
developed pensions industry, overseeing trillions of 
pounds’ worth of investments on behalf of its beneficiaries. 

There are two main types of pension scheme. Defined 
Benefit, or DB, schemes offer retirement income that 
is fixed according to a formula, typically one based on 
a member’s final salary and/or their term of service. In 
Defined Contribution, or DC, schemes, the income 
depends on the amount a member has contributed and 
the value of their investment returns. 

Both types of scheme have the potential to increase 
the amount they invest in growth economy companies. 
Generally speaking, trustees of DB schemes already 
have enough flexibility to invest part of their funds in 
the growth economy, though they may require third-
party investment managers to carry out the investments. 
In contrast, regulatory change is needed to allow DC 
schemes to make these kinds of investments at scale. We 
believe this could be game-changing because – not least 
following recent changes to pensions policy, including the 
introduction of auto-enrolment – a growing proportion 
of UK pension assets are held in DC schemes. 

The UK could really benefit by observing the 
experiences of Australia and Canada, which have each 
achieved high levels of engagement in their pensions 
industries. This fits a strong general argument relating to 
consumer choice, and reflects increased general interest 
in business ethics. In a time in which access to certain 
traditional tangible assets, particularly housing, feels 
increasingly restricted, ownership of all kinds gains new 
value. Having greater control over your pension, and a 
personal interest in the companies of which you become 
an ‘owner’, fits this narrative neatly, and attractively. 

And it is clear that investing in the growth economy 
could benefit DC pension scheme members. A report 
by the British Business Bank claimed that a 22-year-old 
could increase the value of their final retirement pot by 
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“Everyone is scared at the moment and scared to 
invest. There is a huge wall of cash that a lot of the 
venture capital and private equity firms are sitting 
on and what is required is for the government to 
take the lead putting in £1 billion, or more in my 
view, to these growth fund businesses and then 
the private capital, once they get the confidence, 
will follow. You want private money, be it banks 
or other institutions, to partner with government 
money because you want it to be seen as a good 
opportunity.”

Lord Karan Bilimoria, president of the 
Confederation of British Industry

between 7-12% if they invested 5% of their pension in 
venture capital and growth equity.13

While it’s crucial to encourage active participation, 
and to enable people to access the advantages of the 
growth economy for themselves, regulatory change is 
also required for the sake of those auto-enrolled members 
who don’t manage their own funds, to enable trustees 
to invest in growth capital on their behalf. The need for 
regulatory change arises because trustees generally need 
support from investment managers to create the portfolios 
they want. That means they must pay managers for the 
necessary expertise and time required. Here, a hurdle is 
the so-called charge cap, which imposes a limit of 75 basis 
points on the total charges attributable to an individual 
member in a DC pension scheme’s default fund. The 
cap limits what trustees can spend on investment and 
administration, making it less attractive for them to invest 
in venture capital or growth equity. 

BGF has previously argued that the government should 
exclude performance fees from the charge cap for relevant 
growth equity and venture capital investments, in the form 
of an immediate carve out, which could be certified by 
the British Business Bank and British Patient Capital – as 
they currently do for the growth equity funds they back. 
The Investment Association has also argued that a “better 
approach [than the current situation] would be to exclude 
performance fees from the cap altogether and leave it 
to schemes to negotiate the appropriate arrangements 
with their investment manager”, while emphasising its 
concerns about a market in which “investment strategies 
are built primarily to meet a cost constraint rather than 
with a member outcome in mind”.15

Performance fees in the context of growth equity 
and venture capital investments, although labelled a 
charge, are typically profit share arrangements, which 
cannot be estimated at the point of investment, as they 
increase in line with the amount of profit received by a 
pension scheme member. This means that trustees, who 
are required to operate within the charge cap, are, and 
will remain, significantly discouraged from making such 

13   The Future of DC Pensions: Enabling Access to 
Venture Capital and Growth Equity, September 2019

investments. The Department for Work and Pensions 
continues to review the charge cap situation.15

We think both DB and DC pension schemes have a 
much greater role to play in funding the growth economy. 
In the case of DB, the government could convene the 
trustees of the major schemes to make the case for them 
to take part in this national effort, while for the Local 
Government Pension Scheme, there is far more scope to 
be actively engaged on a local and national level. In the 
case of DC, it has become strongly accepted across the 
growth economy ecosystem – from the British Business 
Bank to the National Employment Savings Trust (NEST) 
– that actual progress will never occur until the charge-
cap situation is reformed. Some sensible relaxation here 
could turn on the taps of the pension funds to power the 
growth economy. This would be a valuable prize. 

14   Investment Association response to the Call for 
Evidence on the Review of the Default Fund Charge 
Cap and Standardised Cost Disclosure, August 2020

15   Improving outcomes for members of defined 
contribution pension schemes, DWP, September 2020
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The path to £15 billion
We think DB and DC pension schemes could each 
contribute £3 billion of investment into the growth 
economy. Another place to look would be insurance 
companies and other private sector investors, including 
sovereign wealth funds. As Philip Aldrick recently argued 
in The Times, an advantage of leaving the European Union 
is that the UK will no longer be bound by the Solvency 
II legislation, which acts as an external constraint on 
insurers investing in long-term productive assets.16 The 
government is currently reviewing the UK’s Solvency II 
situation.17 We suggest these entities could contribute a 
further £3 billion of investment. Again, the government 
can play a role in making the case for supporting a UK 
National Renewal Fund.

The stock market could be used to channel more 
funding to the growth economy. As we have discussed, 
growth economy companies are typically unlisted, 
which means they are unable to access funding directly 
on exchanges. However, a quoted vehicle such as an 
investment trust can pool investors’ assets for investment 
in unlisted growth economy companies. We suggest a 
closed-ended investment trust, because these type of 
vehicles are less likely to encounter the kinds of liquidity 
problems which beset the ill-fated Woodford Equity 
Income Fund.18  We argue that a quoted investment trust 
or trusts could provide a further £3 billion of investment 
into the growth economy.

Finally, many of my interviewees felt there was a 
strong argument to use taxpayers’ money towards a 
UK National Renewal Fund. We think it is notable that 
the government has already made a substantial down 
payment towards supporting the growth economy in the 
form of the Future Fund, which, as Stephen discussed 
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What matters is people
Deploying this significant amount of capital would be 
a large undertaking, requiring many skilled investment 
staff – especially as a key priority would be to deliver 
funding across the country. These staff, like the growth 
economy itself, would need to be regionally dispersed, 
ideally operating from a network of offices. Several 
interviewees felt it made sense to use BGF’s decentralised 
network where possible, and to emulate and extend the 
model where needed.

My interviewees also stressed that simply deploying 
equity funding by itself was not enough. The growth 
economy also needs support in the form of knowledge, 
skills and connections. It is important to champion 
entrepreneurs from different backgrounds, including 
female entrepreneurs and those from groups that are 
underrepresented in British entrepreneurship. For 
companies to grow, they need access to networks of 
talented individuals who can provide the expertise 
required, either on a consultancy basis or as non-executive 
directors or chairs. Again, BGF has developed a model 
that could be developed or emulated. This is its Talent 
Network, one of the largest groups of board-level non-
executives in the UK and Ireland.

As discussed above, we believe the best route forward 
is to use and build on appropriate existing mechanisms 
to channel the funding to the growth economy that is 
required to fill the gap, unlocking and enabling this 
potential where necessary. In tandem with the other 
measures discussed in this report, the expediting of 
the privatisation of British Patient Capital could also 
significantly aid this effort. British Patient Capital is a 
commercial subsidiary of the state-owned British Business 
Bank, but its privatisation has been intended since its 
establishment in 2018. Privatisation would free up the 
organisation, and its capital, to continue its work with the 
benefits of a fully independent and commercial approach. 

Ultimately, the development of the growth economy 
depends on the people within it. It is they who will create 
growth. From the entrepreneur with a bright idea, to the 
young graduate with a desire to learn, to the customers 
who will use the goods and services provided, we all have 
a part to play in the growth economy, and we all have 
a stake in its success. We are not talking about abstract 
concepts, but about jobs, incomes and quality of life. 
Now is the time for us to choose the future we want, 
and commit the resources to make that future happen.

“With female entrepreneurship, access to funding 
has been a problem. BGF seems to play a role 
in driving that diversity and supporting female-
led businesses both with equity funding but also 
with pre-investment ready stages. It’s massively 
important to make sure that we don’t lose that 
diversity opportunity that we have across our 
business community.”

Alison Rose, group chief executive,  
NatWest Group

in the previous chapter, has issued convertible loan 
financing to many growth economy companies. What we 
propose is essentially an extension of the Future Fund, 
supplying an additional £3 billion of matched funding 
for the growth economy. 

With these five ingredients in place, we have reached 
our target of £15 billion to close the growth economy 
gap. With the funding in place, the ecosystem will thrive 
and deployment across the country will grow. There is 
good reason to think that a UK National Renewal Fund 
would represent money well spent. As the PwC research 
demonstrates, growth economy companies are growing 
significantly faster than the broader economy, which 
means that fuel applied to this section of the economy 
is likely to pay serious dividends, both financially and 
socially. As we have seen, the growth economy is a major 
employer across all UK regions, and contributes invaluable 
skills and expertise to all four nations. Supporting it will 
unlock growth, create local jobs, nurture innovation and 
lay the foundations for the vibrant economy of the future.

18   Update on the Woodford Equity Income Fund, Financial 
Conduct Authority, October 2019. This fund, which invested 
in many unlisted companies, was open-ended and promised 
daily liquidity. When the fund encountered problems, the 
demand for redemptions exceeded the fund’s reserves of cash 
and liquid assets, and the fund had to be suspended.

16   Changing fund rules could come to the rescue of economic 
recovery. The Times, October 2020.

17   Review of Solvency II: Call for Evidence. HM Treasury, 
October 2020.
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The UK’s success post-Brexit depends on the vitality 
of its growth economy, and the vibrancy of its most 
successful small and medium-sized businesses. In the 
UK, these companies face traditional, structural problems 
in securing the funds they need – not only compared to 
larger companies, but also compared to their peers in 
other countries, notably Germany with its flourishing 
Mittelstand. Having first been identified in the 1930s 
as the Macmillan Gap, the shortfall in funding for the 
growth economy has never gone away. Address it properly 
now, and the UK will come out of the current crisis in 
a position of greater strength and flexibility, and a long 
way towards meeting the ‘levelling up’ agenda. 

The government has done well in protecting jobs 
since Covid-19 struck in March, but the response to 
the pandemic now requires different action from the 
state – not to intervene heavily, but to help to unlock 
a supportive environment in which growth economy 
companies can flourish and power future growth. We 
argue that an indiscriminate bailout of companies, as 
part of an attempt to continue to preserve jobs, might 
be popular in the short term, but in the long term could 
be severely damaging to the health and vitality of the 
economy. Rather, alongside separate measures to address 
the threat of rising unemployment, the state needs to help 
companies to help themselves, by breaking down barriers 

conclusion
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to acquiring the equity they so badly need. Central to this 
is smart regulatory thinking, involving, most immediately, 
the long-promised liberalisation of pensions regulation. 
This development would help to transform us into a 
nation of investors in the growth economy. Measures 
to close the growth economy gap would also help the 
government keep its commitments to support research 
and development, and address regional inequalities by 
levelling up. Support will be needed from government 
actors at central, devolved and local levels to ensure the 
vitality of the growth economy.

The Covid-19 crisis provides the need, but also the 
opportunity, for a step change in equity provision for 
ambitious and successful growth economy companies. This 
is a job for private actors – to drive private capital where 
it needs to go. But the state must also step up this winter, 
to help to crowd that capital in by convening, liberalising, 
incentivising and co-investing, where appropriate.

This report is a call to arms. The evidence we have 
collected, from authoritative sources from a wide variety 
of backgrounds, points conclusively to one conclusion: 
the UK has the time and capacity to give the growth 
economy the rocket boost it needs, but only if we act 
now, and along the lines advocated here. It’s time to 
create a £15 billion fund to back the growth economy 
and kickstart an investment-led recovery.

This document includes information which has been 
extracted from an independent report prepared by 
PricewaterhouseCoopers LLP (the “PwC Report”) 
by Business Growth Fund Limited and/or its advisers. 
The PwC Report was prepared by PwC only for 
Business Growth Fund Limited and solely for the 
purpose and on the terms agreed with Business 
Growth Fund Limited. PwC accepts no liability 
(including for negligence) to anyone in connection 
with the PwC Report or any information in this 
document, which has not been independently verified 
by PwC.




