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State aid

Background 
On �8 August 2006 the Commission adopted new 
Community guidelines on state aid to promote 
risk capital investments in small and medium-
sized enterprises (2) (hereinafter “the Risk Capital 
Guidelines” or “RCG”), which provide for a lighter 
assessment of risk capital measures if the qualita-
tive criteria of its section � are fulfilled, and for a 
detailed economic assessment under section 5.

On 20 December 2006, the Commission approved 
the aid to Investbx, an innovative regional plat-
form for raising capital for SMEs in the UK’s West 
Midlands. In this decision the Commission con-
ducted for the first time an in-depth assessment 
of a risk capital case, following the section 5 of the 
Risk Capital Guidelines. It is also among the first 
decisions where the Commission appreciates in 
detail the existence of market failure that is tar-
geted by the measure.

Description
Investbx is going to be set up as a regional platform 
matching investors and West Midlands-based 
SMEs in their expansion stage. It will primarily 
assist SMEs by raising equity funding between 
€0.7 and €2.9 million (£0.5 and £2 million). It will 
bring together SMEs, investment related serv-
ice providers and investors to make it easier for 
companies to raise money by creating a forum 
for issuing and exchanging new shares. Investbx 
will firstly raise funds for SMEs. Secondly, it will 
intermediate marketing and other services as well 
as in-depth research analysis, which will be then 
freely available to all investors on the Investbx 
Web page. This type of research analysis is usu-
ally prepared only for larger stocks of shares and 
available only to institutional investors. Finally, 
it will provide an on-line auction based trading 
platform for SMEs shares, where the shares will 
be traded at a single price — without the market 
maker spread.

Investbx will receive a €�.� (£3 million) grant to 
offset its initial losses during a period of up to five 

(1) The content of this article does not necessarily reflect 
the official position of the European Communities. 
 Responsibility for the information and views expressed 
lies entirely with the authors.

(2) OJ C �9�, �8.8.2006, p. 2.

years. If the project is successful at the end of the 
trial period, Investbx will be sold to private inves-
tors; otherwise it will be closed.

Assessment
The Commission found State aid at the level of 
Investbx, which receives financing at conditions 
that were not acceptable to any private investor. 
Furthermore, the target SMEs using Investbx 
also benefit from aid, as only due to the grant to 
Investbx they are able to receive the services that 
were otherwise unavailable to them on the market 
at the same conditions. On the other hand, there 
is no state aid to the investors, as the measure is 
not selective at this level; any investors, independ-
ent of their origin and amount they wish to invest, 
can use Investbx.

The measure does not constitute an investment 
fund but rather an investment vehicle (p. 5.�(f) 
RCG), therefore its compatibility with the com-
mon market was assessed on the basis of section 
5 of the Risk Capital Guidelines. Accordingly, the 
Commission weighted the positive effects of the 
aid — the targeted market failure, the appropri-
ateness, incentive effect, necessity and propor-
tionality of the aid — against its negative effects 
— the risk of crowding out of private risk capital 
and other distortions of competition. The balanc-
ing test means that the Commission takes into 
account a number of positive and negative ele-
ments of which no single element is determinant, 
nor can any set of elements be regarded as suf-
ficient on its own to ensure compatibility, while 
their applicability and weighting may depend on 
the form of the measure.

Existence and evidence of market failure
In line with the Risk Capital Guidelines, at the 
compatibility analysis the Commission first had 
to assess the market failure targeted by the meas-
ure (p. 5.2.� RCG). The primary objective of the 
aid to Investbx is to address a market failure in 
the financing of SMEs due to imperfect or asym-
metric information. In general, for investments in 
young, innovative, small and medium-sized enter-
prises developing new technologies, investors face 
relatively more uncertainty than in the case of 
large established quoted companies. It is partly 
due to the fact that the flow of information about 
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unquoted smaller companies seeking equity fund-
ing is much more limited and potential investors 
face more difficulties and relatively higher related 
costs in gathering reliable information on their 
business prospects and monitoring them. In the 
Risk Capital Guidelines the Commission acknowl-
edges that asymmetric information may result in 
high transaction and agency costs of raising funds 
for SMEs as well as in risk aversion regarding such 
investments. In such circumstances, an equity 
gap arises when, due to the inefficient matching of 
supply and demand of risk capital, the level of risk 
capital becomes too restricted and enterprises do 
not obtain funding despite having a valuable busi-
ness model and growth prospects.

The notified measure targets equity funding in the 
West Midlands region in the area of £ 0.5 million 
to £ 2 million. The UK submitted that this range 
of investment size is too high for most informal 
investors such as business angels, which have 
access to limited financial resources (3), and too 
low for most formal venture capital investors, 
which find the cost of evaluating potential invest-
ments prohibitive when a business is seeking only 
a modest amount of equity finance.

The Commission took into account several 
research papers and surveys analysing the equity 
gap submitted by the UK authorities. Among 
them, the HM Treasury budget consultation doc-
ument “Bridging the Finance Gap” (�) estimated 
the gap in the area of £ 0.25 million to £ 2 million. 
The report concluded that high transaction costs 
and the proportionally higher costs of obtaining 
information about smaller firms make investors 
shift their focus on larger investments. Research 
undertaken by ECOTEC (5) estimated the equity 
gap between £ 0.5 million to £ 5 million, with the 
most severe constraints being businesses seeking 
up to £ 2 million of growth capital. The Commis-
sion took into account the findings of the report, 
namely that the existence of the equity gap in the 
West Midlands is due to the following factors: pri-
vate equity finance companies cannot achieve the 
level of returns they require on investments below 
£ 2 million; venture capital moved on to larger 
deals; very few private equity investments are 
being made in the region in the range £ 250 000 to 
£ 2 million; while there is a significant demand for 
funding from SMEs in this equity gap range.

(3) HM Treasury: Bridging the Finance Gap: next steps in 
improving access to growth capital for small businesses 
(December 2003).

(4) Ibid. 
(5) ECOTEC Research and Consulting Limited: “Advan-

tage Enterprise & Innovation Fund: Analysis of Market 
Demand” (200�).

Other research pointed out that in the UK few 
smaller quoted companies are followed by ana-
lysts as there is insufficient volume of trading to 
justify the cost of the investment analysis being 
produced. It was further reported that smaller 
quoted companies are competing for a small and 
decreasing proportion of institutional equity 
investment in the UK. The Commission also 
accepted a survey, which indicated that there was 
a clear awareness among issuers and investors that 
current mechanisms for providing financial serv-
ices to SMEs could be improved, particularly with 
respect to bringing issuers and investors together. 
Another paper found relevant by the Commission 
stated that listing and regulatory requirements of 
traditional exchanges are so expensive compared 
to the size of companies involved and the sums 
of money being raised that they impose a floor 
on the size of company that can effectively access 
the main markets in the UK, the London Stock 
Exchange and its second tier market, AIM.

As regards the regional aspects of the equity gap, 
the Commission also took into account the study 
of Robert Huggins Associates (6) stating that com-
pared to other UK regions the Midlands region 
has one of the lowest levels of market capitalisa-
tion relative to economic performance.

As no statistical evidence exists on unsatisfied 
demand of companies with viable business plans 
for finance, the Commission accepted the meth-
odology of conducting surveys among profes-
sional advisers. Accordingly, firms of professional 
advisers were asked to estimate how many of their 
clients they would expect to propose as suitable 
for joining the new equity marketplace. Based 
on their indications, a conservative estimate of 
demand for the equity financing of at least ten 
SMEs per annum at Investbx was concluded. The 
Commission accepted the argument by the UK 
authorities, who believe that the existing market-
places have not resolved the equity gap and none 
of them has a regional focus on West Midlands-
based SMEs.

Based on the various arguments put forward in 
several reports, surveys and comments provided 
by the UK authorities and third parties, the Com-
mission concluded on the existence of the equity 
gap in the West Midlands in the range of £ 0.5 to 
2 million.

(6) Robert Huggins, Robert Huggins Associates: “Regio-
nal Stock Exchanges — A Viable Option for Wales and 
Other UK Regions?” (2003).
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Targeting, appropriateness, incentive effect, 
necessity and proportionality

Investbx, by making available detailed independ-
ent reports on SMEs to all potential investors, 
improves the information and transaction effi-
ciency, thus addresses directly the cause of the 
market failure. It intends to raise equity for at least 
�7 enterprises during its first 5 years. Moreover, 
it lowers certain costs related to the fund raising 
by using templates and procedures adjusted spe-
cifically to SMEs. In addition, it eliminates the 
often very high market maker spread at secondary 
trading. For these reasons the Commission found 
that Investbx is expected to have a positive impact 
on the alleviation of market failure and that the 
measure is appropriate. (p. 5.2.2 RCG)

The Commission noted that, as the investment 
decisions are entirely made by private investors, 
the requirement for commercial management of 
the vehicle (p. 5.2.3.� RCG) and the presence of 
an investment committee (p. 5.2.3.2 RCG) is of 
lesser relevance. It was regarded positively that 
according to the financial plan of Investbx, the 
aid amount is expected to be sufficient to enable 
Investbx to reach within five years the critical size 
to become profitable (p. 5.2.3.3 RCG). As Investbx 
does not operate at the seed-stage, the involve-
ment of business angels is not required (p. 5.2.3.� 
RCG); nevertheless, Investbx is open to them. The 
Commission considered the aid as necessary, as 
no private investor was willing to provide capital 
to Investbx. As compared to the current situation, 
Investbx aims at stimulating significant increase 
of risk capital investments into SMEs, much 
higher than the aid amount is, and thus provides 
for incentive effect. (p. 5.2.3 RCG)

The Commission considered positively that the 
aid is limited to what is according to the financial 
plan the minimum to reach profitability in five 
years. In any case, if the measure becomes profit-
able before the entire grant is used, the rest will 
be returned. Comparing Investbx with the crea-
tion of risk capital funds with similar amounts 
of invested equity, significantly lower aid amount 
is used. All investors will be publicly invited to 

participate and Investbx will remain open to new 
investors. Consequently, the Commission regards 
the measure as proportional. (p. 5.2.� RCG)

Negative effects
In order to examine crowding out and other dis-
tortions of competition (p. 5.3 RCG), the Com-
mission considered various groups of potential 
competitors (such as business angels, private ven-
ture capital funds, brokers and stock exchanges) 
as well as private investors that could be crowded-
out, including the undertakings that voiced criti-
cal comments during the investigation procedure, 
in particular the alternative trading system Ofex/
PLUS.

As concerns the effect on competition with the 
latter, the Commission noted that only five per-
cent of the companies traded by Ofex were based 
in the West Midlands. Ofex operates in the whole 
UK and also internationally, without limitations 
as to the region, size of the investments or SME 
character of the companies. The Commission also 
noted the relatively small amount of fund raising 
in the West Midlands, which at Ofex amounted to 
£ 3.5 million in five companies during a period of 
5 years.

The Commission concluded that the possible dis-
tortion of competition vis-à-vis Ofex and other 
potential competitors is limited in several aspects: 
Firstly, geographically, as the target SMEs of 
Investbx must be located in the West Midlands 
region, secondly, in time, as the aid will be granted 
for at most five years and, thirdly, in scope, as 
Investbx can raise at most £ 2 million per SME.

Conclusion
The Commission, on the basis of the evidence 
provided, recognised the market failure related 
to risk capital financing of SMEs. It further con-
sidered that the measure serves a common inter-
est in that it is aimed at mitigating a well-defined 
market failure and increasing the provision of risk 
capital to SMEs. It is proportional and its negative 
effects on competition are limited. Therefore the 
Commission considered that the measure is com-
patible with the common market under the Risk 
Capital Guidelines.


