An industry report sponsored by LGBR Capital – February 2016

Efficiency savings:
adjusting to the
new tax-advantaged
investment landscape

An industry report sponsored by LGBR Capital – February 2016

Summary
This report delves into the issues raised by recent
regulatory developments with regard to tax-efficient
investments and talks to market participants and
commentators to gauge opinion of what these specific
measures mean for the industry and asks how they will
affect the investment decisions throughout the sector.
It also looks forward to ask whether we have reached
a level of regulatory stability and questions what this
means for the funds and their investors.
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Introduction
an investment
target met
Just in terms of the raw numbers, when it comes to the funding of smaller
companies in the UK there can be no doubting the success of tax-advantaged
investments since the introduction of EIS in 1993 and VCTs in 1995. According to
figures from Her Majesty’s Revenue and Customs (HMRC) over 22,000 companies have
received finance from venture capital sources since conception, whether it is VCTs,
EIS or SEIS, raising over £17.5bn.

T

he government’s goals have largely been
achieved. As the Treasury consultation paper
said in July last year, tax reliefs are proving
to be effective and well-targeted - and taking
into account the consequent employment and taxes
generated by companies financed with the help of
tax-efficient investment - they have met their aim of
providing net benefits to the UK taxpayer.
While many participants in the market might
quibble right now with the claim from the
government suggesting the schemes are “simple
and straightforward to administer”, it remains
the case that taken together they have certainly
proven themselves to be “sustainable and not
subject to abuse”.
Importantly, as the Treasury noted, they are
compliant with state aid rules. Much has been said
regarding the announcement in last summer’s
budget of the changes introduced to ensure the UK
approach to risk finance was in line with European
Union (EU) state aid rules. The new restrictions,
particularly with regard to MBOs, company age
limits, replacement capital and asset-backed
investments are set to have an impact on the taxefficient sector as a whole; for segments of the VCT
arena the effect could yet be profound.
Still, the debate about the proportionate nature
of the changes aside, it can also be argued that
the adviser and investor audience has never
been more receptive towards the benefits of taxadvantaged investing. Recent changes introduced
by the government regarding the tax treatment of
pensions and their allowances are encouraging more
investors to cast a wider net in search of relevant
investment opportunities that not only help them
save for their retirement but also come packaged
with a form of tax relief. No one working within the

sector would encourage investing blind, but taxadvantaged investments are being accepted by more
people as the product that can fit their wider wealth
management needs.
Recent headlines regarding EU intervention and
renewables have done nothing to dampen demand
and even the fears regarding a short-term supply
crunch would appear to be overblown. Despite
worries that this year’s fund-raising season could
have dropped significantly compared with last year’s
£429m in VCT fund raising, and taking into account
some major names either having forsworn any topups this year or leaving it very late, it looks likely
that the total raised in the current tax year will be
less than 10% down on the 2014/15 figure.
For the EIS and SEIS sector, meanwhile, the
prognosis is bright. Renewables may no longer
be an option for investors, but opportunities
in the wider SME area abound and there is
clear evidence that investor appetite remains
undimmed. Indeed, enthusiasm for early-stage
investments has arguably never been quite so
prominent with the rise of crowdfunding being
just one more signal of the popularity of growth
investing with the average investor.
This report looks into the issues surrounding the
tax-advantaged investment sector, asking participants
and observers what they see as the sector’s shortterm challenges and long-term opportunities. While
the new rules are yet to bed down, and with the EU
referendum upcoming at some point this year, it is
unlikely the sector will be truly settled for a while
yet. But with continued government support all but
guaranteed the prospects are good that tax-efficient
investments can help towards the ultimate goal of
bridging the finance gap and encouraging innovative
and ambitious growth companies.
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Part 1:
The current
state of play

T

he why-are-we-here question is easy to solve
for any existential philosophers of the taxadvantaged investment school. It’s all about the
funding gap in the world of small to mediumsized enterprises (SMEs). While politicians and
business leaders continue to be bemoan the reluctance
of the high-street banks to finance smaller growth
enterprises, the tax-advantaged investment sector has
stepped into the breach.
To cite the official statistics, in the 2013/14 tax
year (the latest full figures available) a total of 2,710
companies raised just shy of £1.5bn under the EIS
alone, up from 2,465 companies raising £1.03bn
the year previously (see figure 1). A further 2,000
companies raised £164m in 2013/14 under the auspices
of SEIS, of which 1,700 were raising funds for the first
time and representing £148m in total investment.
Meanwhile, the VCT figures point to the popularity
of that form of investment among smaller investors.
In the 2013/14 tax year 44% of the total of 13,420
investors made a claim for an investment of less
than £10,000 and only 5% for above £100,000 (see
figures 2). Indeed, since 2004/05, those investing less
than £10,000 have represented the largest group of
investors in VCTs. Total VCT investment in 2013/14 was
£408.4m, up 8% or £29m on the previous year and as
we know, that figure was topped in 2014/15 when VCT
fund raising hit £429m.

How the numbers stack up

Source: HMRC EIS and SEIS July 2015 statistics on companies raising money

Do the right thing
For those involved in the sector it is a widely-held
belief that government mandated encouragement to
invest in SMEs is a goal to be applauded. The impact
of smaller companies on the economy is significant
in terms of employment, PAYE and corporation tax,
and encouragement towards entrepreneurism is
universally viewed as a positive policy aim.
“VCTs are exactly the right thing (for government)
to be doing,” says Paul Latham, managing director at
Octopus Ventures, who points out that this is exactly
how the economy should be stimulated with targeted
investments aimed at high-growth companies or
sectors which need kick-starting. “The opportunity
is vast,” he adds, pointing out that the Titan VCT that
Octopus manages will deliberate over the prospects of
circa 3,000 companies each year. “There is no shortage

Source: HMRC Venture Capital Trust statistics, December 2015
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of potential investment out there,” he says. “The
challenge is whittling it down from 3,000 to 10 and
working out which are going to be the unicorns.”
Moreover, policies around tax-advantaged
investments enjoy cross-party support. “It’s a tool
that every flavour of government has chosen to use,
because it works,” says Latham. “It’s a way of getting
retail money into an area it wouldn’t otherwise go
without the tax breaks.”
The forms of tax-efficient investment are
multiplying with VCTs, EIS schemes joined more
recently by SEIS and now IHT AIM portfolio
wrappers, but it is important not to view these
schemes via the prism of tax reliefs alone. Ian
Battersby, business development director at SME
specialists Seneca Partners makes a point about the
EIS area that can stand for the whole sector. “HMRC
are clear in not wanting to see EIS used as a tax
mitigation tool,” he says. “The tax reliefs are there
for investors who are willing to take the heightened
risk of providing capital to help companies to grow.”

The finance gap, the EU and state aid
The basic premise of the finance gap is laid out
in the EU guidance on state aid to risk finance

investment. The guidelines make the point that
at the heart of the debate around the financing of
SMEs is the problem of asymmetric information.
That is, the younger companies are unable to
demonstrate their credit-worthiness or the
soundness of their business plan to investors as it is
almost by definition untested.
The nature of the screening process that has
to be undertaken ahead of the financing of
such companies means the costs for traditional
finance outlets outweigh the relative value of the
investment. This is irrespective of the quality or the
growth prospects of the proposal being put forward.
As a result, it is acknowledged that lenders such as
the high-street banks may fail to provide necessary
equity or debt financing.
The existence of the financing gap affecting
SMEs and mid-cap companies may therefore justify
intervention if, according to the EU, such state aid is
targeted to support the provision of risk finance in
a manner which helps alleviate the market failures
and encourages the introduction of private capital.
In this way the EU says it hopes to encourage the
financing of innovative products and ideas which
create both jobs and growth.
But the EU is quite specific that there is no general
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market failure and that intervention can only come
if it is targeted at “specific market failures” and
certain groups of companies. Hence, we get the red
tape as the EU then has to detail exactly what type of
company and what kind of investment can qualify.
As we will see, it is a contentious area.

In summary, the new rules introduced in the
summer budget were as follows:
• Companies to raising their first investment under
EIS, VCT or other risk finance investment must
do so within seven years of making their first
commercial sale, or ten years for knowledgeintensive companies;
• This age limit will not apply to companies raising
an investment where the amount of the investment
is at least 50% of the company’s annual turnover,
averaged over the previous five years;
• A new cap of £12 million on the total amount of
investments a company may raise under EIS, VCT
or other risk finance investment, or £20 million
for knowledge-intensive companies;
• A new rule to prevent companies from using
EIS and VCT investments to acquire a business,
whether through asset purchase or share
purchase – this is the rule which now means
managers cannot pursue management buyout
(MBO) opportunities;
• Removal of the requirement to spend 70% of seed
enterprise investment scheme money before EIS
or VCT funding can be raised.
The changes as detailed here effect the whole

sector, with the consensus being that they will force
managers to look further up the risk curve towards
higher growth and potentially riskier prospects than
was previously the case. “Because of the new rules,
inevitably we will be looking at slightly earlierstage businesses than has been the case historically,
however I am confident that we will continue to
unearth compelling investment opportunities” says
Chris Hutchinson, director and senior fund manager
at Unicorn Asset Management.
The changes are also likely to mean that the higher
quality VCT-qualifying opportunities will attract
significant interest from VCT managers, meaning that
the management teams of these businesses may find
themselves in the happy position of being able to pick
and choose which institutions they would like on
their shareholder register.
But as Mark Wignall, managing partner at
Mobeus Equity Partners, points out the natural laws
of supply and demand will likely mean that the
small company brokers and introducers will soon
be unearthing more growth opportunities as the
capital flows into the area. “In the medium-term, the
provision of capital works like any other market,” he
says. “It’s how things work between buyer and seller.
If there is a perception that it is easier to raise capital
for these type of companies, it will stimulate the
intermediary sector.”
If such a scenario turns out to be correct then the
government and the EU might well consider the new
rules to have been beneficial. But as we shall see,
many view the recent changes as representing an
example of using a sledgehammer to crack a nut.
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Part 2:
The European question
The EU vs the Treasury
There is evident frustration on the part of fund
managers and investors over the scale of the recent
intervention from Europe. The changes made at the
behest of the EU were signalled in March when the
government said it would tighten the rules around
VCT and EIS investments in order to bring them in
line with the guidelines on state aid. By the time
of the summer budget these had been made even
more restrictive, with the age limit for qualifying
companies shifted down to seven years from 12 years
and lowering the total amount that could be raised
from tax-advantaged investment from £15m to £12m.
As Tom Wilde, a partner at the law firm
Shoosmiths, pointed out this suggests the

government had feedback from the EU on its
original proposals and tightened them further.
Wilde concluded it was “unfortunate and unhelpful”
the further restrictions were not part of the March
consultation. “It would be interesting to understand
the reasoning for this – was this a measure
introduced at the last minute after responses to the
March consultation highlighted the use of VCT and
EIS funds in this way?”
If nothing else the question highlights the
ambiguities that surround the debate on the limits
of state aid and targeted risk finance. For some, the
whole saga suggests the UK government has been
somewhat railroaded over the issue.
Although this intervention had been on the
cards for a while – the European Commission
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had indicated at least three years’ ago that it was
unhappy with certain aspects of the UK’s taxadvantaged rules – some in the sector blame the
Treasury for fluffing the negotiations.
“I don’t necessarily blame the EU, but I don’t
think the Treasury played this very well,”
complains Tony McGing, partner and chief
executive at VCT provider Downing. “The shame
of it all is the industry has worked carefully with
Treasury over any previous changes, but this last
batch of regulations came directly from Europe
and the Commission.”

The devil is in the detail
For some the very act of attempting to channel
capital via a proscriptive and complex rulebased framework is possibly the antithesis of the
entrepreneurial spirit that both the EU and the UK
government say they are attempting to encourage.
“It is important to make sure that the legislative
changes do not have unintended consequences that
may ultimately have a negative impact on genuine
entrepreneurial ventures in the UK,” says Bruce
Macfarlane, managing partner at MMC Ventures
which specialises in EIS funds.
“If anything, it shows neither the EU nor the
Treasury really understand modern business,”
says John Glencross, chief executive and cofounder of Calculus Capital. He points to what
he believes is one particularly short-sighted
example within the rules that bans trade or asset
acquisitions that allows companies using either
VCT or EIS cash to acquire intangible assets such
as patents from other companies.
“The OECD has pointed out that modern
companies spend more on acquiring intellectual
property than they do on fixed plant and
machinery,” says Glencross. “A life sciences company
may need to acquire rights to use a patent held by
someone else to enable it to achieve some step in its
own core research more easily.”
It is an example of how the rules as now set
out are likely to conflict with the commerciality
of many investments. Bill Nixon, managing
partner at Maven Capital Partners, laments the
time that will now need to be spent on process
rather than fundamentals. “Managers have to go
through an extended and costly pre-investment
process to make sure the proposed transaction
complies with the new rules,” he says. “We have
a company right now where we want to invest
follow-on money but we can’t do that unless it
meets the new age, or average turnover, or new
markets, or product criteria.”
To confuse matters, in the autumn statement the
government made mention of going back to Europe
to revisit the replacement capital issue to gain
some further flexibility over definitions. Although
potentially good news - the government is seeking
clearance for allowing some level of replacement

capital to be deployed in a VCT deal – it adds an
extra layer of uncertainty at least in the short term.
“Fundamentally, none of us know how these
caveats are going to be interpreted or applied,” says
Wignall from Mobeus. “The guidelines are still be
issued and it is going to take time for anyone to be
fully capable of working these things through.”
To Wignall’s thinking, any manager within the
space is affected by the new rules even those that
have historically been invested in the earlier-stage
companies, if only because that particular area will
become more crowded. “If the growth space is where
you have to be, then where do you think everyone
else will be in a couple of years?”
The effects will also be felt at a more prosaic
level, according to Matthew Woodbridge, director
of wealth and investment management at Barclays.
“Even those managers with a growth remit will find
that they are subject to additional monitoring, just
to make sure that they don’t breach the rules in any
way,” he says. “There are more compliance issues.”
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Part 3:
The growth versus
certainty see-saw of
tax-efficient investment
By Jack Rose, business development
director, LGBR Capital

T

he new rules announced in the summer
surrounding VCTs represent the most
significant changes to the sector in the last
five years. The generalist space, in particular,
will be feeling like it has come out of this tussle the
worse for wear because of what the government has
had to say about MBOs.
The immediate impact of these changes is a

delay on new offers and top-ups from some of the
leading names in the sector, including Baronsmead,
Northern Venture Trust and Mobeus Equity
Partners. We have some comments elsewhere in
this report from Mark Wignall, managing partner
of the latter firm, who is very honest about the
situation some of the more MBO-led funds now find
themselves in. The 2015/16 investment season has
seen generalist managers like Mobeus take a pause
for breath as they start the process of rethinking or
refining their strategy.
Indeed, it is notable in Mobeus’ case that it has
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already taken steps to shift its own investment
focus with the news that the company hired
a growth specialist, Trevor Hope from private
equity firm Beringea, within the last month as
its new chief investment officer. Beringea runs
the successful ProVen range of VCTs. It proves the
theory that some funds will be looking to add
new talent to their ranks in order to refit their
teams for the growth-oriented future.
The new rules on MBOs will have an effect on
the generalist side, but on the AIM side it will be
the new age limit of seven years that will be of
most concern to managers in the sector. It takes
three years’ worth of accounts for companies
to list on AIM, so the new limits on the age of
the company will basically narrow down the
investment universe for them and drives them to
start looking at less mature companies.
One way to view the balancing act that occurs
when it comes to tax-advantaged investing is that
it is a see-saw between the investment managers
and the government, with the managers seeking
to reduce the risk of their investment as much
as possible and the government attempting to
steer investments into riskier, higher-growth
companies. All legislation in this area is
effectively a process by which the government
of the day subtly – or sometimes not so subtly
– shifts the balance of the rules while the
managers will always work within them to try
and find the best investment for their clients.
Both EIS and VCT legislation was designed to
support young British SMEs that were struggling
to find finance from more traditional sources. It
wasn’t a high-net worth scheme to offset tax and
it’s not designed as a tax-planning tool for private
clients. It’s there to support the British economy
and young British companies.
Though some investors are more interested
in the tax break and less about the underlying
investment story, on a longer-term horizon the
picture is one of increasing demand for taxadvantaged investment opportunities driven by
changes happening elsewhere, particularly when
it comes to pension reform.
Last year we saw seen the largest VCT raise
since 2006, EIS has grown by 177% in the last
five years and there was a £1.5bn raise last year.
I think the changes with regard to EIS – the
removal of energy-based assets – is a good
opportunity for new managers to come into
the market and it will be the last chance for
investors this tax year. The direction of travel
with regard to growth capital is quite clear. It’s
an opportunity for managers with that skill set,
as per the Mobeus news.
The government are very focused on what they
refer to as value to the UK taxpayer. As VCT, EIS
or SEIS funded companies grow they will employ
more people, increase their PAYE, and they will
be paying corporation tax. That’s ultimately what
the government wants to see; the net benefit

back to them to offset the initial tax relief they
handed out to investors in the first place.
My final thoughts are that both investors
and their advisors need to be looking at what
the new rules might mean for the investment
mandate of the manager they are looking at.
A lot of people will be unaffected by it. But
actually, they have options, whether they reduce
the size of their offer, or alter their investment
strategy to widen the mandate and look at
less mature companies in which case the risk
profile of the product is changing. They need to
communicate that to the clients.
This is an interesting time for the taxadvantaged sector, particularly given the
pensions backdrop. There are a number of people
who have regularly invested in this sector and
for them and for anyone new to the area, the key
to success will be in the confidence to ask the
questions and doing the research.
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Part 4:
The current state of fund
raising in the sector
The VCT tops-ups
Given the uncertainties, it is no surprise that this
year’s fund-raising season has been more muted than
in recent years. While exact figures are clearly open
to revision, we can work on the assumption that the
figure raised in top-ups this year is likely to be less
than last year’s total of £429m.
With major generalists such as Mobeus and
Northern having said they will not be raising this
year, and with others in the generalist sub-sector
such as the British Smaller Companies VCT raising
much smaller amounts than in previous years, it is
clear the new rules are having a dampening effect on
some parts of the VCT universe.
The mood is summed up by Hutchinson at Unicorn
who points out that the granular details of the
new rules are yet to bed down fully. “Our approach
has been to step back,” he says. “We have not yet
launched an offer. We plan to do a small offer in the
current tax year.”
He adds: “It makes sense for us to be cautious
this season about raising significant new funds
until we know we are confident that we can deploy
that capital in interesting, growing businesses,
which offer the same sort of profile we have always
looked at in the past.”
Back in September, a survey of VCT managers
undertaken on behalf of Tilney Bestinvest found that
the majority of managers believed the sum raised
this year would be some way short of last year. At
the time, 90% of the managers who responded to
the survey believed the total would be below £350m
while the average expectation was around the £273m
level, or a third less than last year.
Hollands, managing director at Tilney Bestinvest,
points out that the worst predictions regarding a
possible dearth of supply are unlikely to come to
pass and that a total of over £380m is more likely.
“The launches have come later this year, but the most
popular schemes will be selling out quickly,” he says.
“This will not be the tax year to hang back. This might
be a problem for people with irregular earnings.”
Artificial as the April deadline is each tax year, it
somewhat focuses minds and hence the rush for taxadvantageous investment ideas at the very tail end.
“Private clients are inherently going to wait until

they do their tax return which will inevitably be at
the end of the year,” says Rose from LGBR Capital.
“Very few people know their tax position until they
have their return done by their accountant. That’s
why it is structured towards April and it’s a problem,
as supply may dry up earlier. There is a disconnect
between the rush to invest before the end of the tax
year and dealflow, which is continuous.”
Looking further out, Rose says the outlook is very
much brighter because of what the government is
saying about pensions. “I think we are likely to see
parity between supply and demand this year, and the
more popular offers go more quickly. Then from next
year I think demand will outstrip supply,” he says.
“That’s really driven by the changes in pensions.”
But even in the short-term, the sense of a pause
for breath isn’t affecting the whole market. “This
year there is still very strong investor demand for
our products, says Eliot Kaye, director of Puma
Investments. “The indications are that we are ahead of
where we were last year, for instance. On our window
on the market, things are looking quite positive.”

AIM and IHT
With the AIM VCT sector it is the seven-year age limit
which is likely have the most impact. Not only are
there a limited amount of funds in the sector, but
those funds will now be fishing in a more limited
pool of qualifying investments. “It is a smaller sector
in terms of choice, but almost by definition the (funds)
that survived the financial crisis and the subsequent
fallout in terms of the recession were investing in
companies that were probably quite sound,” says
Hutchinson from Unicorn. “They have come through
tough times, the portfolios of the surviving VCTs are
generally sound and I would argue the investment
managers have therefore done a very good job.”
The process that has taken place since the
financial crisis is “quite Darwinian”, according to
Hollands from Tilney Bestinvest with the sounder
funds rising to the top and those that were less
successful paying the ultimate price. “Flaky
players just don’t come back to the market again,”
he adds. “Investors tend to be unforgiving of funds
that underperform.”
The pool of possible investee companies might
be shallower due to the new rules, but AIM
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remains very much a stock-pickers market where
the difference between the winners and losers is
quite stark. Indeed, it is a market whose reputation
precedes it in the eyes of many investors. “Personally
I love it,” says Unicorn’s Hutchinson of AIM’s Jekyll
and Hyde nature. “I could write a book about
businesses that have destroyed shareholder value
spectacularly and those that have excelled.”
The flip side of that coin is that are dozens of
successful AIM-listed businesses that have proven
their worth for their investors. As part of the 20th
anniversary of AIM celebrations last year, the
London Stock Exchange pointed out that over 3,600
companies have joined the index since inception
raising £92bn from investors.
It is a very large pool of companies and there are
some very well-known names among the success
stories including companies such as ASOS, Fevertree
Drinks, Majestic Wine and YouGov.
The corollary of AIM VCT funds wading through
a lot of chaff to find the wheat is that the value of
the companies that, first, fit the qualifying criteria
and, second, are inherently successful businesses is
relatively high. This is particularly the case when we
turn to another area of tax-advantaged investment,
the IHT portfolio services.
When the government moved to alter the

tax treatment of ISAs with an IHT portfolio in
August 2013, it opened up a new area for taxefficient investors with managers now able to
construct a portfolio of Business Property Relief
(BPR)-qualifying stocks and wrap them within a
tax-free ISA. The number of BPR-qualifying stocks
is limited to between 150-200 stocks according to
Hutchinson from Unicorn and he acknowledges
there is now a weight of money chasing a
relatively small number of companies. “There is a
risk (these) individual valuations become inflated
and so you create the potential for an accident if
that bubble grows too big.”
But the companies involved tend to be inherently
resilient and often long-standing – over 100 years
in the case of one particularly qualifying stock,
James Halstead. Like the surviving AIM VCT funds
they have come through the worst of the financial
crisis and the recession that followed it and are now
set to benefit as the UK economy hits the upswing.
“The piece of the jigsaw people are missing is that
those businesses that are domestically-focused have
shown strong of a return to sustainable revenue
growth with profit growth starting to flow through,”
says Hutchinson. “That hasn’t been factored into
the broker forecasts, and I believe that future profit
growth will therefore support valuations.”
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Proof of the theory comes from Unicorn’s
competitor Puma which already has had an AIM
IHT portfolio service up and running since July
2014. After enjoying a very strong performance in
2015 with the portfolio having posted a 30.9% rise
on the calendar year, Puma believes there is still
value in the companies it has invested in as long as
the UK recovery continues. “The messaging coming
from companies such as Patisserie Holdings and
Vertu Motors has been more optimistic, which in
turn makes us increasingly positive that the UK
economy is holding up well and we remain confident
in the outlook for Puma AIM,” says Puma IHT fund
manager Justin Waine.

EIS in demand
The issue of more money being focused on a tighter
target area also affects the EIS sector where the
biggest changes within the past year came not from
the EU-directed summer budget changes but from
the UK government decision in March to finally close
the door on renewable energy as an area in need of
directed investment tax reliefs.
Indeed, the story of EIS and renewables is a
perfect example of how tax-advantaged investment
can successfully help in bridging a yawning finance
gap. “When fund managers were first investing
in the renewables sector, it was very much at an
early stage for the UK renewables industry,” says
Woodbridge at Barclays.
“They were struggling to get institutional
investment interest. So there was this rapid growth,
and then the government started saying that this
was not what (tax-efficient investing was) designed
for. But they were quite high-risk early on. Hydro
power and AD (anaerobic digestion) were higher risk
than solar, and they were also removed as qualifying
investments at the end of the last tax year (2014/15).”
The success of the renewables opportunity and
its subsequent closing down is an example of how
difficult it can be for government to institute
investment by mandate. Tax reliefs are broad
measures and refining them it’s a constant task.
“It’s not difficult to see why HMRC have removed
them from eligibility criteria as their clear
direction with EIS reliefs is to ensure they are
targeted at companies seeking to raise capital in
order to grow,” says Battersby from Seneca.
He adds that the government wants to see genuine
investment-led propositions rather than – as with
renewables – handing out tax reliefs on assets
where there was already an existing subsidy (the
renewables feed-in tariff) and hence a substantially
reduced investment risk.
Though we shouldn’t leap to any conclusions
with regard to the motives of investors, it’s a
fair guess that renewables were a hit because
they delivered a reliable and relatively risk-light
investment, not necessarily because anyone
was attracted by the sector’s green credentials.
Indeed, the likelihood is that the enthusiasm for

investment certainty will seek new paths. “There
will always be offers which seek to work-around
the spirit and intent of EIS and seek to obtain tax
reliefs while preserving capital,” says Battersby. “In
other words, without accepting the investment risk
which is inherently greater in smaller, growing
companies and the reason why tax reliefs are made
available in the first place.”
In this light both the summer budget rules and the
move to close down the renewables opportunity can
be viewed as attempts by the government to nudge
the sector closer to the spirit of tax-advantaged
investment. For many the changes should therefore
be welcomed. “I’m not upset the government has
forced a move away from renewables,” says Mark
Brownridge, research and development senior
manager at accountancy firm Mazars. “I don’t believe
the sector has been hurt or tainted by these issues.
But it will be good to see the sector get back to
investing in companies for which the spirit of taxadvantaged venture capital was intended.”
For Rose at LGBR the EIS changes are
overwhelmingly positive for the market. “The return
to what the government wants the legislation to
be used for is a good thing and clearly supporting
the area they want to focus on,” he says. “We
will continue to see tinkering, but it’s clear the
government support is there – the launch of SEIS (in
2012) demonstrates that.”
Still, this cajoling of investors to look into
potentially riskier, earlier-stage investments doesn’t
come without its own side effects. Sarah Wadham,
the director general of the EIS Association, points
out that the new rules on acquisitions are of concern
considering how widely the rules are drawn. “It is
hoped that this will not affect companies’ ability
to grow their businesses in a commercial manner,”
she says. “Again, it is the managers of later-stage
investment funds that will be affected. Some assetbacked companies will still be eligible, but managers
will have to demonstrate that the companies are
truly growth companies.”
By encouraging the focus on growth companies it
means that the tax-advantaged funnel entrance has
become noticeably narrower. Says Hollands from
Tilney Bestinvest: “The changes in the EIS sector
(both renewables and the new rules on asset-backed
investments) mean that more of these will be looking
at early-stage investing,” he says. “Not all deals will
be higher risk, but it means more funds will be
congregating into a tighter space.”
Given the amount that was directed towards
renewable schemes in recent years, there is the
potential for a “wall of cash” that might now
be contemplating growth capital EIS products,
suggests Battersby from Seneca. “The weight of
responsibility now falls on the advisor to look
very carefully into the pedigree and capability of
managers who are running growth cap strategies
because the skillsets required are extremely
specialist and certainly far removed from those
required to run renewables for example.”
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Part 5:
The challenge
of innovation
A change for the good
Much as many might rage against the dying of
the MBO light, others are far more sanguine
about what effect this will have on the sector.
Indeed some view the changes as being a spur to
innovation in the sector. “Long-term I think the
MBO rules change is positive,” says Brownridge
from Mazars. “For too long the VCT providers
have practically held an oligopoly with an
effective barrier to entry for new providers. Who
would invest in a new VCT hoping to be able to
provide an income of 5% against an established
VCT with a long track record of paying 6-7%
income? Hopefully we will see new VCT
providers, more diversified portfolios and more
innovation and variety in the VCT market.”
Glencross from Calculus Capital agrees. “It
levels the playing field for newer funds,” he says.
However, it will take time for new funds to come
to market, while for already existing funds the
switch to more growth-oriented portfolios will be
oil tanker-like in the time it takes to mould the
portfolio differently. The large generalist funds

will be already significantly invested so there are
unlikely to be wholesale changes. Importantly,
with none of the actions taken by the UK or the
EU retrospective, Nixon from Maven says the
changes that affect portfolios in the sector will
be incremental: “It might become 10% or 20%
in earlier-stage or development capital assets,
but not 100% in new assets overnight,” he says.
“The existing assets are the existing assets; they
have been approved and they are in the fund.
These holdings should provide the cornerstone of
returns for years ahead.”
Yet the competition for investor funds is not
diminishing. A number of managers spoken
to for this report noted that crowdfunding
was a phenomenon that is being driven from
the investors themselves and it is this that is
pushing the format onto the agenda. “As a retail
proposition, crowdfunding has proven demand,”
says Daniel Rodwell, managing director at the
Seed EIS Platform which is promoting the idea
of presenting crowdfunding opportunities in
a format specifically aimed at IFAs and wealth
managers. “Due to its significant growth and
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increasing maturity, this investment category is
coming onto the radar of professional investors
and institutions.”

The wisdom of the crowd
Crowdfunding is now regulated by the FCA
and is on the way to being accepted as a
mainstream asset class, albeit with the caveats
that it remains direct to the consumer and it is
still easy to self-certify. The Seed EIS Platform’s
plan is to promote crowdfunded businesses
through its own technology platform that is
directly aimed at advisers. “My view is that the
technology which enables efficient assessment
and selection of these investments can be
brought to the professional space.”
These investments are high-risk and as
Rodwell points out, advisers will know that
it is suitable for only a proportion of their
clients. But the rise of crowdfunding conveys
an important message for the adviser sector.
“Our message to advisers is that like it or not,
disintermediation is happening and the irony
is that this is in a space where you are more
important to the client than most,” he says.
“For this part of any portfolio, this is where the
adviser really adds value.”
A large part of EIS investment happens outside
of fund structures – Philip Hare, partner at tax
advisory consultancy Philip Hare Associates,
suggests it might be as much as 50% - and at least
part of the Seed EIS Platform proposition is that
it brings such investments into an environment
where it can help advisers with managing that
investment stream. Rodwell comments “The
platform enables professional and institutional
investors to access and introduce investment
opportunities while benefitting from coinvestment from their peers.”

Wag the dog
One issue that is of vital importance when
discussing the benefits of tax-advantaged
investment is the need for a separation between
the tax benefits and the base investment. It is
particularly vital given the confluence of events
that has affected the sector in recent years, both
in terms of the internal factors such as the rules
changes and the external factors around pensions
reform and investor enthusiasm for growth stories.
There is no denying the attractiveness of the EIS
and SEIS propositions, says Wadham from EISA.
“The combination of 30%/50% income tax relief
respectively for EIS and SEIS, no CGT (Capital Gains
Tax), no IHT after two years, loss relief and CGT
deferral represent an attractive proposition to
wealthy investors at a time when tax reliefs are being
reduced in other areas, pensions in particular.”
The fear among some advisers is that the VCT,
EIS and SEIS sector takes on a default status

when it comes to options for investing in a taxefficient manner. It also might help explain the
current imbalance when it comes to this year’s
supply and demand. “EIS and VCTs are pretty
much the only tax-advantaged vehicles left
in town and I fear we will see investors lured
in by the attractive tax reliefs without fully
understanding the trade-off in terms of risk,”
says Brownridge from Mazars.
It falls to the sector and the advisers to ensure
that every investor who enters into the space
does so with the eyes wide open. If it’s about
convincing investors about the investment case,
then most funds will be in a good position, at least
with regard to their previous track record. “We
have worked hard to build this into a successful
VCT for the shareholders and to give people real
returns on their investment. We do not focus on
the tax breaks,” says Hutchinson from Unicorn. “If
you look at a fund like ours with £130m of assets
today it has all the hallmarks of a mainstream
UK smaller companies investment trust, it just
happens to be a VCT with all the tax advantages
associated with that. But it’s sold on its investment
merit not on the tax advantages. That has always
been the case. We have always made money for
people; real returns for people.”
However, track records are only of use if your
future investment strategy will be following
along the same lines as that which worked in
the past. With the new rules, that might not
be the case. Advisors might be faced with the
dilemma of attempting to placate the desire of
investors to put their money into tax-advantaged
investments even though the nature of these
investments is maybe different from what it was
even just a few years ago.
Says Brownridge at Mazars: “I do worry
that in conjunction with the pension changes
and lowering of the amounts investors can
contribute to pension that investors will see EIS/
VCT as a straight replacement. The risk profile of
an investment into EIS/VCT cannot be compared
with an investment fund or portfolio.”
Advisers and their clients will need to pay
attention to see if any changes of investment
strategy occur, says Rose from LGBR. “A lot will
be unaffected, but those that are have options.
They can reduce the size of their offers, or they
can alter their investment strategy to widen the
mandate and look at less mature companies in
which case the risk profile of the product alters.
They need to communicate that to the clients.”
The possibility is that is investors were truly
only in tax-efficient investments because of what
they were being offered in terms of risk-free
investments, then they will likely leave the
space, suggests Bruce Macfarlane from MMC
Ventures. “However, long-term this is probably
for the best,” he says. “When investing in growth
companies, managers should want investors who
outlook and risk appetite match their own.”
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Conclusion
two steps forward

T

he instinct with the changes in the
summer is to take a breather. “The
industry will need some time to
adapt to the latest changes and so
we’d be surprised if further significant
changes were proposed in the short- to
medium-term,” says Wadham from EISA.
“Both the EIS and VCT industry continue
to engage with the Treasury, HMRC and
policymakers both in the in the UK and
the EU to ensure the schemes work as
effectively as possible.”
As much as everyone recognises the
ability of the tax-advantaged sector to
adapt to whatever changes are thrown
at it, it is certainly the case that, as
Woodbridge at Barclays says, a “more
settled period when it comes to any
rule changes will be most welcome”.
Macfarlane from MMC Ventures agrees.
“Now that the legislation has received
state aid approval, the hope that the
government will leave alone what is
undoubtedly an effective scheme.”
These hopes are likely to be fulfilled,
at least according to Kaye at Puma who
says that Treasury has promised a period
of calm after the storm. “There is very
little appetite on the part of the Treasury
or the government for them to be doing
anything drastic with the industry for
many years to come.”
Yet for Mobeus’ Wignall the
industry should hope that the detailed
interpretation of the current rules are not
the final say on the matter. “In a sense, I
don’t want a settled environment. I want
this government to act,” he says.
He points specifically to possible
renegotiation of the replacement capital

rules and the fact that as it stands the
industry does not yet know exactly where
the line is now drawn. It counts because
if any given VCT fund breaches the
investment rules with regard to qualifying
investments, it runs the risk of being
stripped of its status.
“We just don’t know how to interpret
these arbitrary rules,” he adds with more
than a hint of frustration. “At present, the
punishment does not fit the crime. Even
worse, at present we don’t even know
what the crime actually is. It is a very
complex matter.”
Yet there is every indication that with a
‘listening government’ able to face down
any further impositions from Europe,
there is the chance that a philosophy of
‘if it ain’t broke, don’t fix it’ might prevail
for a few years. As the comments quoted
earlier from the Treasury make clear,
there is a recognition that the “significant
contribution” of both EIS and VCTs in
the establishment of new and smaller
companies. “It will be interesting to see
what impact the new Social Investment
Tax Relief (established in 2014) will have
as we start to see schemes incorporating
this new tax relief hits the market,” says
Brownridge from Mazars.
This new scheme is outside the purview
of this report, but the income tax and
CGT allowances detailed in that scheme
at least reinforces the willingness of the
government to be creative when it comes
to the channelling of investor interest.
Managers and advisers can take comfort
from that the fact that the government
has not been cowed by the interventions
of the European Commission.
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LGBR Capital, which was founded in 2012, works in partnership with experienced, quality investment managers to develop
and distribute financial products to investment intermediaries in the UK. Our tax division brings advisers a range of solutions
from investment managers at the forefront of the sector, with capability covering VCT, EIS, SEIS, BPR and IHT.
Please contact us for information on LGBR Capital or investment products from our partners below.
✆ 020 3195 7100  sales@lgbrcapital.com  www.lgbrcapital.com

Seneca Partners was formed in 2010 bringing together a first class team of finance professionals with over 100 years
of combined investment expertise, professional contact networks and continuing deal flow. We have a dedicated team who specialise
in private company equity investments targeting companies who can demonstrate sound underlying business fundamentals, strong
growth potential and the ability to generate attractive returns for our Investors. Our focus is on helping companies to grow.
Our EIS portfolio service targets well managed businesses that can demonstrate established and proven concepts, along with good
balance sheet strength and are looking to take the next step in their growth phase. The Seneca EIS Portfolio Service and the Seneca IHT
Service are available from LGBR Capital.

Seed EIS Platform is an innovative, multi-function platform facilitating investment into a wide range of SEIS and EIS qualifying
opportunities for investors and intermediaries. Advisers can register and utilise a compliant, online solution to manage client’s tax
investments and aggregate these assets. Seed EIS Platform also offers a discretionary Managed Portfolio Service – selected by the
Investment Committee it provides a compilation of the best EIS and SEIS investment opportunities available on the platform.
For more information on the Seed EIS Platform please contact LGBR Capital.

Unicorn Asset Management, an independently owned and managed investment management company, was founded in 2000.
Building value over time for our shareholders and clients depends on one factor, and one factor alone – performance: investment
performance and business performance. If you believe, as we do, that a ‘share’ represents a long term ownership claim on a business, then
business success and investment success go hand in hand. The Unicorn AIM VCT and the Unicorn AIM IHT Portfolio Service
are both available from LGBR Capital.
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