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IP/06/1880 

Brussels, 21st December 2006 

State aid: Commission endorses €4.4 million (£3 million) aid to innovative 
regional equity platform for SMEs in the UK’s West Midlands 

The European Commission has endorsed under EC Treaty state aid rules aid of €4.4 million (£3 
million) to Investbx, an innovative platform for raising capital for small and medium-sized enterprises 
(SMEs) in the West Midlands, United Kingdom. Investbx will provide extensive information to 
investors and assist expanding SMEs to raise equity in the range between €0.7 and €2.9 million (£0.5 
and £2 million), which the market currently fails to provide. This is the first case investigated using 
the in-depth economic assessment set out in the new Guidelines on State Aid to Promote Risk 
Capital Investments in SMEs (IP/06/1015). 

Competition Commissioner Neelie Kroes said: "This aid will help growing SMEs get access to capital. Improving 
information transparency on the risk capital market will attack the very source of the market failure. I appreciate 
in particular that all equity investment at Investbx will be provided by private investors. Investbx is a very 
innovative project, which may be a valuable precedent for other Member States." 

Investbx will be set up as a regional platform matching investors and growing West Midlands based SMEs. It 
will primarily assist SMEs by raising equity funding between €0.7 and €2.9 million (£0.5 and £2 million). Investbx 
will receive a €4.4 (£3 million) grant to offset its initial losses during an initial period of up to five years. If the 
project is successful at the end of the trial period, Investbx will be sold to private investors - otherwise it will be 
closed. 

Applying the detailed economic assessment, the Commission concluded that the aid to Investbx can improve 
access to equity for SMEs, while its possible distortive effects on competition are limited. 

Studies demonstrated the market failure for risk capital for SMEs in the range of €0.7 and €2.9 million (£0.5 and 
£2 million) in the West Midlands region. Investbx will tackle SMEs' difficulties in accessing risk capital by 
publishing on its web site a detailed analytical research report about each SME seeking investment. Such 
reports are normally only available to institutional investors on larger stocks of shares. Furthermore, for trading 
shares of SMEs, Investbx will provide an online auction-based platform. The advantage of this system as 
compared to the established market places is the elimination of the spread between the bid and offer price. The 
aid is necessary and provides an incentive to establish Investbx, because private investors were not interested 
in tackling the market failure.  

The aid is proportional as it is limited to the minimum necessary for Investbx to serve a critical number of SMEs 
and to become profitable.On the other hand, any distortions of competition are geographically limited, as the 
target SMEs must be located in the West Midlands, limited in time (as the aid will be granted for at most five 
years) and limited in scope, as Investbx can raise at most €2.9 million (£2 million) per year per SME. 

 

http://europa.eu/rapid/pressReleasesAction.do?reference=IP/06/1015&format=HTML&aged=1&language=EN&guiLanguage=en
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I Introduction 
 
Note from the Authors: 

This document was originally written in 2005 following the establishment of the Investbx 

SME exchange project in Birmingham and a significant ruling on this project from Neelie 

Kroes the EU Competition Commissioner. Now in 2010 with a national economic crisis, 

there is more recognition on the importance of SMEs and how little organised capital 

markets continue to offer small companies in their quest for capital, it seems that nothing 

has changed. 

 

SMEs capital needs require a wholesale change in focus by exchanges from the 

centralised, highly liquid, low touch casino-style markets. This is unlikely to come from 

the existing exchange and platform community whose fixed costs and prevailing 

commercial assumptions prohibit the required formula for success in SME funding. A 

reassessment of the communities produced by alternative exchange models is required. 

Regional stock exchanges have shown their worth elsewhere in the world, the UK should 

give them another chance.  

 

July 2010 

 

Despite a great deal of effort being directed at the problem over the last few years, there 

is very little evidence of real progress having been made in the ability of small companies 

to raise funds in public capital markets in the UK. 

 

What is the cause? Has the problem gone away? Why have some of the more widely 

publicised solutions like Angel Bourse failed to produce a vibrant forum for the SME 

market to receive investors’ money in return for higher growth? And what became of the 

idea of establishing a network of local exchanges – otherwise called Virtual Local Equity 

Markets? 

 

This document looks at some of the answers to these questions and the need for some 

development to take place outside the current established market order, to enable the UK 

to direct some of its wealth towards supporting the promise of future companies. 

 

Since the last CSFI exploration into the funding of Small Companies1a number of 

projects have come and, mostly, gone which sought to provide a solution to the “Equity 

Gap”. The fact that the majority have been unsuccessful is an important comment on the 

current capital raising industry in the UK, which is explored in greater depth shortly. The 

majority of these attempts painted rosy pictures of hordes of investors, mainly private, 

trading actively in the shares of SMEs once the formality of bringing the new issues to 

                                                 
1 The Equity Gap – Tim Mocroft and Keith Haarhoff  
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market had been satisfactorily rushed through. The trading volume was trusted to provide 

an adequate income to pay for the trading systems required, marketing budgets and ample 

office environments for the Exchange executives. After all, if it worked for the London 

Stock Exchange, the maniacal frenzy to trade small but high potential companies should 

spread to the trading public, however illogical.  

 

Wrong! 

 

In common with all stock exchanges around the globe, it is the secondary trading volume 

of a very few highly liquid stocks that generates the bulk of the trading income. Outside 

the FTSE 350 on the London Stock Exchange, the trading volume in the remaining 2,000 

or so listed companies falls significantly in direct proportion to the market capitalisation. 

 

And a vicious circle starts, with the decline in market capitalisation and the fall in regular 

trading volume, the intermediary population – the brokers and market makers - become 

less interested as the commercial returns of servicing the stock diminish. As a result they 

can “afford” to research few small companies which means that the investing public 

receive less information and therefore feel less inclined (or are advised to ignore) 

investment in small companies. This generates less activity and lower market 

capitalisation. 

 

There are no natural breaks to this system.  Moreover, the worse it gets, the less 

interested the mainstream intermediary population are in stopping it. “Small companies 

do not deserve a stock market listing” was heard at a recent highly charged discussion on 

the topic. 

 

Thankfully, with the forward-minded support of Advantage West Midlands in taking up 

the challenge of reassessing the role of central capital markets for SME funding, in 

favour of regional provision, an alternative model is under active consideration in the UK 

for the first time in 30 years. The progress to date has not been easy or uncontroversial, 

but the UK especially the City, just does not feel comfortable about innovation although 

it loves the consequences. 

 

   There is nothing very unusual about regional, or local, stock exchanges. Outside the 

UK, there are still second-tier exchanges in many smaller cities. These may cover 

companies already listed on the national stock exchange, or they may concentrate on 

local firms. 

 

This used to be the case in the UK as well, with the last of the regional exchanges closing 

some thirty years ago. Since then, power has concentrated in the City – particularly with 

the London Stock Exchange – and we have tended to forget the benefits of smaller 

exchanges, remote from the capital.  

 

This paper puts the argument for reinstating capital market functions in the UK outside 

London, and explores the likelihood of their success. 
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The rationale for looking again at regional exchanges is clear: 

 

- there are lots of smaller companies in the UK that would benefit from the 

ability to raise money through issuing equity rather than through bank loans; 

- for these smaller firms, raising money through the orthodox markets is 

prohibitively expensive (and is, effectively, a tax on innovation); and 

- the government (notably the DTI and the Treasury) are keen to examine ways 

of closing the so-called “equity gap”. 

 

The money is there; the investing public is aware of the benefits of equity diversification; 

and there are attractive tax breaks on investing in smaller companies. But bringing small 

companies – particularly regional companies – and investors together on a significant 

scale still hasn’t happened. 

 

It is not for want of trying – as the examples of AngelBourse, Seedmarkets, Scot-X and 

other projects demonstrate. But, so far, the business model simply hasn’t worked. There 

are several reasons for this. Inappropriate (or over-) regulation is one – but a more 

important factor may be the extreme resistance of the established order to change and an 

inordinate focus by the established firms on a dwindling supply of very large and liquid 

company mandates to raise capital. 

 

There is safety in numbers – and there is also the excuse that it takes a lot of time to build 

a relationship with any company, and a small firm simply doesn’t generate the fees to 

justify the time spent. So small company advice is not within the ambition or capability 

of most brokerage firms – though many feel able to criticise smaller companies for their 

impudence in wanting low-cost equity. 

 

Into this void stepped the Regional Development Authorities. Set up by New Labour to 

act as instruments of decentralised management, the RDAs are catalysts for regional 

infrastructure – and capital markets are very much part of their agenda. 

 

So it is not surprising that the first decisive move towards re-launching regional stock 

markets in the UK is through the RDA for the West Midlands. Even less surprising is the 

“It is worth recalling what the stock market is there for. 
 
 Its primary purpose is to channel savings to companies that can 
put them to better use than the savers can themselves. 
 
Its secondary use is a store of value, in which savers can park 
their money until such time as they need it.” 

Financial Times 
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location, given that the Birmingham Stock Exchange was highly active in the financing 

of the industrial revolution – and well into the 1980s actively considered the idea of using 

the old exchange building in Great Charles Street to launch an alternative stock exchange. 

This was a serious response to the perception that the Stock Exchange in London was, at 

that time, pursuing international markets at the cost of its domestic agenda.  

 

Although that initiative failed, the current project has a number of advantages – notably 

web technology and the demonstrable success of other second-tier stock exchanges 

elsewhere in the world: 

 

- Web markets: During the internet revolution, entrepreneurs quickly 

recognised the ability of the internet to bring together people who had a 

shared interest in a particular market – in theatre tickets, advertising space, 

and more prosaic things like steel and plastic. These web markets enabled 

more than just the trading function to take place, adding additional services 

such as logistics and payment handling. 

 

These internet communities were often termed “exchanges” – and, indeed, 

they frequently matched buyers and sellers and calculated the price through 

auctions, which is not greatly different from traditional stock exchanges. Price 

discovery is a very valuable role of organised markets in illiquid and sparsely 

traded securities. The real benefit of these web markets, however, was to cut 

the cost of procurement in the markets they served. This they did so efficiently 

that they have become the standard way of doing business in many industries. 

 

- Other local stock exchanges: Over the last few years, new regional 

exchanges have emerged around the world. These have used the latest 

technology and most have taken on the codes of practice laid down by bodies 

such as the World Federation of Stock Exchanges and IOSCO. Indeed, many 

of these exchanges have solved the governance problem simply by buying the 

proprietary software that delivers to the highest standard, such as 

Computershare’s SMARTS. 

 

All of this comes as an unwelcome surprise to traditional exchanges that have had to 

spend millions on changing legacy systems – and that still struggle to match the 

performance of their more nimble competitors (insofar as they deign to acknowledge 

their existence). It is worth looking at the websites of these newer markets as they show 

vibrant, forward-looking business: 
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Country Exchange Web site 

America 

 

 

Australia 

 

Canada 

 

Channel Islands 

 

Germany 

 

Scandinavia 

 

Spain 

 

Switzerland 

National Stock Exchange 

Boston Stock Exchange 

 

Bendigo Stock Exchange 

 

Canadian Trading and 

Quotation System 

C.I. Stock Exchange 

 

Boerse Stuttgart 

 

Nordic growth Markets 

 

Barcelona Stock Exchange 

 

Berne Exchange 

www.cincinnatistock.com 

www.boston.com 

 

www.bsx.com.au 

 

www.cnq.ca 

 

www.cisx.com 

 

www.boerse-stuttgart.de 

 

www.ngm.se 

 

www.borsabcn.es 

 

www.berne-x.com 

 

 

In addition to this list, one must also acknowledge the ECNs such as Archipelago, 

Instinet, Brut etc,that have made life so uncomfortable for Nasdaq and the New York 

Stock Exchange, and which have made great strides in bond trading on both sides of the 

Atlantic. However, they are not really relevant to this argument since they are focused on 

wholesale markets to the exclusion of retail participants – unlike regional stock 

exchanges, where retail is the lifeblood.  

 

 

 
II Current situation 
 

 

As the old regional markets were amalgamated into the London Stock Exchange in the 

1970s, the UK equity market entered a long bear market with only a handful of 

companies coming to market between 1974 and 1980.  

 

At that time, the Official List was the only market to which companies could aspire – 

although, towards the end of the 1970s, MJH Nightingale, a licensed dealer, attracted a 

small number of companies to its matched bargain market.   Companies were not helped 

in those days by the manner in which they were required to go to market.  Placings, now 

the principal route, were then tightly controlled by the Exchange, which applied limits to 

what a stockbroker could raise by way of placing for a company.  The rationale was to 

force companies and their advisers to make issues as widely available as possible by 

encouraging offers for sale as the standard route to market and a rights issue as the way to 

raise money once a company had been listed.  In those days, an Offer for Sale prospectus 

http://www.cincinnatistock.com/
http://www.boston.com/
http://www.bsx.com.au/
http://www.cnq.ca/
http://www.cisx.com/
http://www.boerse-stuttgart.de/
http://www.ngm.se/
http://www.borsabcn.es/
http://www.berne-x.com/
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had to be published in full in at least one daily newspaper, at least 35% of a listed 

company’s equity was required to be in public hands and, to be listed, a company needed 

a five-year trading record. All these factors – combined with the prevailing bear market – 

contrived to make listing unattractive. 

 

The end of the 1970s saw a realisation that companies needed a well regulated junior 

market, with significant differences between it and the Official List.  There was also the 

ever-present pressure to help younger companies raise capital.  So the Unlisted Securities 

Market was born as a market where only 10 % of the equity needed to be in public hands, 

and where a three-year trading record was all that was required.  The USM was launched 

just at the right time, as markets around the world entered what with hindsight was a 

twenty-year bull phase.   

 

Successive EU Directives meant that ultimately the Official List and the USM 

cannibalised each other, and the Stock Exchange closed the USM in 1992.  However, the 

stockbroking community missed the presence of a vibrant well-regulated junior market, 

and in 1996 the Exchange itself launched AIM, currently celebrated as the most 

successful market in Europe. 

 

The USM also spawned a number of “me too” markets around the world. As a result, 

AIM has had to compete with markets such as Easdaq and the Neuer Markt – though it 

has been able to see them off, partly because of the quality of London’s regulatory regime 

and partly because of the ability of UK-based investment banks to market AIM overseas. 

 

In the US the need to bring small companies within the ambit of formal capital markets 

has been recognised for many years. A very large range of small companies have raised 

capital from the markets, but reflecting the reality of markets for shares in such 

companies, the liquidity and trading activity is not sufficient to merit the cost and trouble 

of a listing on one of the many US stock exchanges or ECNs. Unlike Europe, these US 

companies are quoted on the “Pink Sheets”. 

 

The Pink Sheets, in hard copy form are literally volumes of thin paper tightly printed with 

details of the prevailing market in thousands of small companies, typically the trading 

symbol, CUSIP number, a list of market makers prepared to quote a price in the company 

with their phone number together with a bid and offer price. The Pink Sheets are 

published by the National Quotation Service on a weekly basis. 

 

In this way small companies are kept in front of the investing public. If any trading needs 

to be done the basic information necessary is easily available, whilst all Pink Sheet stocks 

have a regular valuation. 

 

The Pink sheets are sufficiently well established that many large non-US companies have 

ADR quotes within this publication; for example: Marks & Spencer, Novartis, Dassault 

etc. 
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Outside the London Stock Exchanges, the UK market infrastructure has also offered 

smaller companies the opportunity to trade through: 

 

- OFEX, which started life in 1995 from JP Jenkins Ltd.’s desire to make 

markets in a number of securities that were frequently traded but not on any 

regulated market; and  

- ShareMark, a web-based, matched bargain market set up in 2000 for trading in 

the shares of Share Plc, which was opened to other companies eighteen 

months later. 

 

All of this means there are now several stock markets for companies to choose from.  

However, the advantages and disadvantages of being traded haven’t changed. Liquidity is 

the key, with many investment bankers assuming that good regulation and a stock market 

which they are happy to support automatically lead to good underlying liquidity.  

Unfortunately, the truth is different. 

 

Large companies with institutionalised share registers can raise money in any properly 

organised stock market and have their shares traded with continual liquidity.  Any retail 

investor with an investment in such a company can piggy back on this liquidity to trade at 

his convenience. 

 

SMEs do not have the benefit of this liquidity.  Their share registers consequently contain 

fewer institutions and a greater number of retail investors and private trusts.  Dealing in 

these shares can therefore be a tortuous process – a fact that is rarely aired in public.  

Market-makers, inevitably, quote wider spreads and institutions will not want to invest 

unless they can see that they have the ability quickly to trade out of their holdings. 

 

Unfortunately for them, recent research from PwC shows that the average number of 

bargains in AIM companies is just three per week.  A look at the last traded date against a 

number of smaller listed companies and the majority of OFEX companies will also help 

to shatter the myth of these markets having 24/7 liquidity. 

 

But do retail investors really want 24/7 liquidity?   

 

A number of professional investors undoubtedly need the ability to trade in large size at a 

moment’s notice. However, even they don’t always get it. Indeed, the derivative markets 

developed precisely because the underlying stock markets could not provide the 

necessary liquidity for multi-million pound trades. 

 

Retail investors tend not to be active traders of stock. Research has shown that they tend 

to invest for the longer term and to take a different view of a company’s performance to a 

professional fund manager. This suggests that retail investors do not need the level of 

liquidity that professional investors require.  Moreover, retail investors in SMEs have 

never had the benefit of 24/7 liquidity.  
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 Perhaps now is the moment for market professionals to acknowledge that the needs of 

investors in different sizes of company are not best met by a market-making system 

which requires a high price to be paid for what often proves to be non-existent or 

unnecessary liquidity. 

 

The upshot of this is that smaller and medium-sized companies, which will be the drivers 

of UK economic growth, struggle to raise the funds they need to develop.  They are also 

encouraged to present their businesses to potential investors as if they were international 

conglomerates in terms of corporate governance and the manner in which they are 

structured.   

 

This “homogenisation” of an investment product is not helpful to SMEs, who often 

cannot afford the luxury of governance codes or corporate structures that ape those of 

companies ten times their size. 

 

Retail investors have also lost out in the investor relations world, where the gap between 

them and the companies in which they invest is widening.  Multi-national companies 

often have a raft of investor relations personnel to assist institutions to understand their 

business, and yet it is only recently that those institutions have begun to voice their 

concerns as owners in open forum. For too long, they have preferred closed-door 

meetings.  Retail investors only have an annual general meeting at which to raise their 

concerns. These are often held in a location that bears no relationship to where the 

majority of retail investors in that company are based. 

 

 

 

 

 

 

 

SMEs tend to pay more attention to retail investors; but the real problem is that the 

communication gap between companies and shareholders has widened.  There are very 

few retail shareholders in any company who can tell you what the board’s plans are.  And 

yet it is often retail investors who are more likely to understand the problems that a board 

faces – and who continue to invest over the long term.  In the smaller company market, 

retail investors can make an enormous difference in helping a company raise the funds it 

needs to develop. 

 

 

Would large companies use a regional market? 

 

Global conglomerates are sufficiently astute to appreciate that a local listing could be 

productive.  It might support a new factory, a sales drive or a recent acquisition.  

Alternatively, it might just be helpful in enabling employees to trade their own securities 

in a market in which they are accustomed to operating – particularly relevant when 

“Half of investors [surveyed] said that they would be more willing to go to an 
AGM if it was held outside London or closer to where the investor lives.” 
ProShare/Georgeson Investor Survey Nov 2002 
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employees are trading shares they may have received through a company-sponsored 

option or incentive scheme. 

 

But what about the cost? 

 

A recent survey by the Swiss Stock Exchange found that, for the listing and non-trading 

services of stock exchanges, there are no economies of scale to be found. In other words, 

being bigger did not produce any material benefits. The trading function, naturally, 

involves significant benefits of scale as the market develops added liquidity and depth. 

But that is not the only consideration. 

 

 

 

III The future . . . 

So, could the future of traded markets be one in which there is a profusion of specialist 

and single product exchanges, focusing on the advertising and description of listed, 

specialised assets and securities to potential users? And, if so, could these exchanges 

actually operate as distinct web-sites?  

 

No surprise that we think the answer is Yes. 

 

Offerings could initially be bought on a primary market basis over an exchange. This 

would apply, for example, to the initial launch of and subscription to an issue of bonds, or 

the agreement to purchase a consignment of goods at a future date under the rules and 

oversight of the exchange in question. These assets or securities would then be open for 

trading on a single, global, networked secondary market, in which investors and 

intermediaries would log-in on a remote basis to gain access to price information and to 

trade. 

 

At first sight, this is a rather frightening prospect. However, if quality control is exercised 

effectively at a local level under the broad umbrella of global regulation, there are many 

benefits to the entire value chain. 
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Benefits to smaller companies 
 

. 

 

 

 

 

 

 

 

 

 

 

 

 
 

Over the years, repeated government inquiries and private research have highlighted the 

“equity gap”, where companies needing from £500,000 to £5 million (and probably in 

reality £10 million) struggle to get the money they need. 

 

Traditionally, the bottom end of this range has been the preserve of angel investors and 

venture capitalists. Angel investors tend to be a disparate bunch, who frequently demand 

hands-on oversight of their investments.  Too often, their role is either the extra salary 

that undermines profitability or is effectively a backdoor change of control. Same with 

venture capitalists: they tend to have a number of skills, but too often the cost of these is 

more than managers/owners are willing to bear.  

 

Consequently, the angel and venture capital routes are not realistically available to many 

small companies. The recent move towards the emergence of quite sophisticated 

specialist funds such as Community Development Finance Institutions may serve to 

augment the Angel concept in providing access to a broader array of support services 

than individual Angels alone are able to provide.  One in particular is offering qualifying 

firms access to a Guild of Merchant Ventures – a network of experienced experts and a 

school of entrepreneurship. 

 

For their part, institutional investors tend not to make investments in smaller companies 

unless they can be assured that there will be an opportunity to exit relatively easily – 

probably through an early move to either AIM or the Official List. More often, this 

means that small companies miss out on institutional investment and – given that 

institutions account for over 90% of investment on organised stock markets – it underpins 

the view that smaller companies are being starved of the opportunity to raise  funds from 

established stock markets. 

 

That leaves the retail investor. 

 

What do you consider to be the main sources of capital 

for companies such as your own? 
(% saying…)

2%

2%

2%

3%

4%

5%

9%

12%

14%

14%

64%

Strong credit control

Private investments

Internal finance

Keeping costs low

Parent company

Family/ friends

Investment banks

Finance/HP/credit/loans

Own profits/cash flow/ Own capital

Venture capitalists

High street banks
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Many retail investors might find smaller companies attractive.  Yet, too often, they do not 

understand the advantages and disadvantages of investing in this asset class – and they do 

not have ready access to it. We believe that a network of regional markets will give 

investors, wherever they might be based, the opportunity to invest in faster growing 

companies.  What they will then need is an education programme to help them 

understand the opportunities available, and how to access them. 

 

It is significant that the FSA is now turning its attention to educating investors.   

 

In the past, the FSA has been part of the problem for smaller companies, since its “Know 

Your Client” regime has forced many retail stockbrokers to take the easy option of 

channelling investors into FTSE 350 stocks (on the heroic assumption that “they never go 

bust”) and in-house funds 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Small companies are also not well served by the London Stock Exchange. Corporate 

brokers are invariably the people who bring companies to either the Official List or AIM 

– and they tend only to deal with institutional fund managers who are always looking for 

the ability to make a swift exit. This tends to mean that they will want to invest in a 

company that has a market cap which will be big enough to attract other institutional 

investors. 

 

 

 

 

 

 

 

“I would never advise a client to buy shares in a small company, they are far too 

risky” – Stockbroker who put his clients into GEC, Exco, British & 

Commonwealth, Mirror Group etc. 

When asked to volunteer the factors that would most likely keep them from 

investing in smaller companies, advisors and investors are particularly likely to 

say: 

 

➢ The risk factor (36%); 

➢ Weak or poor management (14%); 

➢ A new market or a little-known market (10%); 

➢ Poor prospects of growth/returns (8%); and  

➢ Lack of information about the company (8%). 

PwC/Reuters Survey Nov 2001 
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So, how would a regional market help these smaller companies? 

 

We believe a regional market would provide a different market infrastructure for the 

smaller company:  

  

- It can provide a template for a company and its advisers to produce a document 

on which investors can make a rational investment decision.   

- It can encourage companies to get closer to potential investors. Why should a web 

based investor conference be the preserve of larger listed companies?  

- A regional market can also help to pull together all retail investors interested in 

fund-raising for smaller companies. 

 

It is, therefore, possible to envisage regional stock markets closing the gap between 

smaller companies and investors – to mutual benefit.  With recognition that 24/7 liquidity 

is not essential to companies at this level – and with a market mechanism (such as regular 

auctions) acting to match bargains – it would not be necessary for market-makers to 

commit capital to provide liquidity unless they wished to do so.   

 

 

Bank loans 
 

Successful smaller companies change their capital structure as they grow.  New 

companies tend to rely heavily on retained earnings, but as the firm grows, there is a need 

to raise capital externally. 

 

At the moment, it is estimated that banks provide the majority of external financing for 

small companies within the EU.  Unfortunately, owing to the higher than normal risk 

associated (rightly or wrongly) with smaller companies, they usually have to pay higher 

rates than larger, well-established firms.  There are lots of reasons for this: 
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- The lack of a track record, coupled with the fact that the environment is changing 

very quickly, means that the perceived risk is much higher than in a comparable 

situation with a larger company.  

- The lack of a secondary market means that valuation of collateral is difficult, and 

that collateral is difficult to realise when loans are in default.  

- Very often, entrepreneurs are unable or unwilling to give the personal security for 

loans that banks demand. 

- The lack of a track record makes business plan preparation tough.   

- Small business owners are often suspicious and are reluctant to disclose business 

secrets for fear of losing autonomy.  This results in ‘information asymmetry” and 

prevents banks from determining creditworthiness. 

 

Despite all of this, there remains a strong tendency for the SME community to seek 

funding in the form of loans – hence the high-level gearing identified by the DTI 

Innovation Unit in its report for the CSFI.2 

 

This is understandable, if undesirable in the longer term.  A company needing funds for 

investment is faced with the choice of going to the market for either debt or equity, 

factoring or asking its bank for a loan.  The bank will already have details of the 

company; it will have some understanding of its financial position, creditworthiness and 

cash flow.  It will, therefore, be in a better position to make a judgment on whether or not 

it is worth the risk. This often seems to be the line of least resistance whatever the cost; 

hence its popularity. 

 

Take, for example, Barclays: in 1999 the bank claimed 112,000 small business 

customers, 20,000 large corporate customers and just 2,000 very large clients.  It is safe 

to suppose that the other major banks could boast similar numbers. 

 

This simply serves to illustrate the scale of the opportunity.  We believe that there are 

compelling arguments in favour of raising capital through regional stock markets, rather 

than through bank loans. In particular: 

 

- in the long run, the cost of issuing equity will tend to be lower than servicing bank 

debt; 

- equity financing is more flexible than a bank loan since regular repayments are 

not required and the payment of dividends is not compulsory; 

- the reporting demands of regional stock markets will ensure that lax or aberrant 

management will become quickly apparent to investors;  

- the ability to establish a realistic price for a company’s stock will be of benefit in 

raising further capital from the market or using securities for merger and 

acquisition activity; and 

- the opportunity to use government-backed credit enhancement will enable some 

smaller companies to issue corporate bonds at a more attractive rate. 

                                                 
2 Offering a helping hand: Company voluntary arrangements (CVAs) in the UK, by Tim Mocroft with 

Graham Telling and Roslyn Corney. 
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The well-kept secret of the Community Interest Tax Relief (CITR) should offer further 

incentive for corporate bonds issued to fund SME investment. This relief is available to 

bondholders investments made into an accredited fund which lends to SMEs. It is 

equivalent to an annual coupon of 5% net for five years.  

 

 

The impact on pension funds and insurance companies 
 

 

The reluctance of pension funds to consider SMEs as an asset class is a problem. The 

typical pension fund’s priorities are to ensure delivery of the “pensions promise” and to 

minimize the long term funding cost for the employer. Thus, pension funds are likely to 

be more concerned with underperformance than with the potential over-performance that 

small companies offer in exchange for higher risk. Moreover, trustees tend not to be 

experienced in investment. While some funds do have quality-training programs, most 

trustees receive little training.   

 

There are other factors that push in the same direction. For instance, the majority of 

investment consultants to pension funds are not paid by fund results.  This reinforces the 

pressure to avoid underperformance, rather than to take the risk of exposure to small 

companies.  Equally, fund managers are typically not compensated for over-performance 

– but they are in jeopardy of being replaced if underperformance is significant.  

Managers’ strategies are influenced by the targets they are set and the benchmarks 

against which they are measured.  Since these indices do not include risky small 

companies, they are reluctant to invest.   

 

In addition, the Pensions Act of 1995 requires defined benefit pension funds (which are 

still substantial) to meet the Minimum Funding Requirement.  This encourages firms to 

invest in a risk-averse manner and forces them to shy away from small company 

investment since their main objective appears to be avoiding underperformance – and, 

hence, violation of the MFR. 

 

 

Much the same applies to insurance firms as to pension funds. In both cases, performance 

measurement relative to competitors tends to lead to industry-standard strategies, and 

measurement against an index leads to firms tracking the index fairly closely.  Both of 

these result in limited small company investment. In addition, insurance companies are 

governed by a funding requirement that discourages “non-readily realisable” investments, 

such as unlisted securities and small companies. 

 

Tax is also a potential constraint for insurance companies, since they do not have the 

same tax exemptions as pension funds.  It may be that taxation rules also have the effect 

of making a particular asset classes unattractive, for example, with regard to investment 

in limited partnerships, the normal vehicle for private equity investment. 
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The role of advisors 

 

Traditionally, any company floating on a market has had to have advisers behind it.  In 

addition to the legal and accounting advice that is essential in preparing a document on 

which investors can make a judgment, there are investment bankers or brokers to provide 

paving research and to open the door to institutional fund managers.  Public relations 

advisers will ensure that a company’s goals are in the press, and investor relations 

advisers will often assist with the requirements of institutional investors. 

 

But which of these advisers does a company actually need? And does every company 

need all of this advisory team? Is there an alternative that might be more helpful to 

smaller companies? 

 

Existing practice is geared to the manner in which flotations on the Official List and AIM 

are organised.  They have little relevance to the needs of smaller firms – and, indeed it is 

unlikely that investment banks and stockbrokers will be particularly interested in our 

target market either. 

 

But if regional markets are going to be able to trim the number of advisers that a 

company needs, who is actually going to manage the flotation? And who will have that 

market nous that is often the difference between success and failure? 

 

The answer is that there is lots of investment banking/broking knowledge in regional 

corporate finance boutiques, as well as in regional law and accountancy firms.  Many of 

these people have worked in big London-based houses.  These firms also have links with 

local businesses – and, therefore, are ideally placed to act as the drivers of growth for 

regional markets.  

 

Which of the following financial services does your company now use? 

(% who say…)

2%

3%

5%

11%

18%

19%

26%

73%

Sell side analysts

Investor relations services

London Stock Exchange

Brokers

Investment banks

Venture capital companies

Lawyers

High street bank lending
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Regional markets can empower many groups. Their managers will need to ensure that 

they pull together those groups from the local communities – using web-based 

technologies whenever appropriate. 

 

 

 

IV  Market structures 
 
In taking a broad view of stock exchanges around the globe, different patterns emerge. 

There are, for instance, a few exchanges where there is both an active primary market 

(raising initial and follow-on capital for companies) and a broad and liquid secondary 

market in which a high proportion of listed stocks trade in volume, continuously every 

day. 

 

There are, however, many more that do one or the other in volume, but not both. Even 

more exchanges have a respectable but limited array of national and/or regional listings, 

little primary activity and a secondary trading market in which the top 10% of listed 

securities support 90% of the trading activity and liquidity. 

 

These are all accepted as successful exchanges.  

 

There are plenty of examples. For instance, for many years, it was unthinkable to list a 

eurobond other than on the Luxembourg Stock Exchange. Equally, it was unthinkable to 

trade a eurobond there; all trading was OTC. As such, Luxembourg was a highly 

successful “listings only” exchange.  

 

Equally, for many years after its start-up, SEAQ International provided trading support 

for shares that had already been listed on another exchange. It did not set out to attract 

new listings. As such, it generated several “trading-only” exchanges, where initial 

disclosure and listing obligations had been undertaken elsewhere. 

 

In many respects, the settlement function is now where buyers and sellers of securities 

actually come into contact with each other to exchange title for cash. It is not unusual, for 

example, to hear of an instrument being “traded on” Euroclear, the international 

settlement system. 

 

In our proposal for regional stock exchanges, these points have been taken to heart. 

Regional exchanges will focus mainly on small companies; as a result, providing support 

and systems for high volumes of secondary trading, which is expensive, is largely 

irrelevant. The secondary market for smaller companies, even on the LSE, is very small, 

with little trading occurring on a regular daily basis.   
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The prime function of regional stock markets is capital-raising . .  
 
The prime value-add of a regional exchange is more on the capital-raising side – and 

presentation of a company to investors in the primary market – than it is on enabling 

stock to trade every minute of the day. 

 

The gap in the market is the gap between smaller companies and potential investors and 

the failure of existing mechanisms to maintain a constructive and information-rich 

relationship between the two after funding has taken place. Closing this gap requires: 

 

- development and maintenance of an SME capital market community; 

- established rules on participant interaction; 

- enforcement of the prevailing regulatory regime; 

- dissemination of information on available opportunities; 

- promotion of the interests of the market as a whole; and 

- administration and management of the market  

 

None of these necessarily involves supporting secondary trading.  

 

Traditionally, stockbrokers, faced with handling client orders for small company stock, 

would find a counter-party and match the two at a price acceptable to each. That seems a 

natural process, and we therefore expect that, in the early days of a small company listing 

on a regional exchange, secondary trading is likely to be by matched bargains. Once 

popularity of a stock has grown sufficiently, however, the trading flow can be augmented 

by central trading support, either through specialist market makers or periodic auctions 

over the web. 

 

 

Getting away from the LSE model . . . 
 

Currently, when one mentions regional stock markets, people immediately a replica of 

the London Stock Exchange. But that is wrong. 

 

Instead, what we are talking about is an environment in which expert agents can meet 

within a regulatory framework to serve customer needs, with brokers playing a critical 

role as experts on the companies they service – which, inter alia, means having a pretty 

good picture of the shareholder register. Bringing intending buyers and willing sellers 

together is important – but there are alternatives to the conventional Stock Exchange 

model. 

 

Traditionally, there are four ways to bring buyers and sellers together: 

 

- Indications of interest: This involves investors broadcasting to the market at 

large requests for participation in specific transactions; e.g. “Is there anyone 

who would sell 100 shares in JCB?” Once replies have been received, the 
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investor negotiates with one or all to arrive at a price for the shares that he 

wants to buy. 

 

- Bulletin board: A simple market mechanism, enabling intended orders to be 

displayed with more information about the transaction, bulletin boards can 

allow buy and sell orders to match automatically on screen. All participants 

are allowed to view the order details, and boards generally operate under a 

system of rules which participants agree to follow. 

 

- Auctions: Auctions can be one-sided (buyers compete with each other to buy 

the asset up for bid, at the cost of paying the highest price); they can also be 

two-sided (buyers compete with each other at the same time as sellers are also 

competing with each other). Auctions can be run continuously, if there is 

sufficient demand. Equally, active trading sessions can be started and ended 

by an auction, with transactions in between executed at the opening auction 

price. Alternatively, auctions can be run from time to time to coincide with 

events that trigger interest in a company’s shares. 

 

- Continuous trading: This is the LSE model – and it is the model to which 

most companies aspire. It means that, during advertised market hours, the 

market mechanism – automated order books, quote engines, auctions etc – 

operates continuously. Typically, these markets will be heavily intermediated 

by market-makers and dealers, who will use their capital to facilitate 

execution of trades between large investors, professional traders and other 

intermediaries. The result is a continuous stream of trades, the prices of which 

drive the live market activity on which other trading (and tradable products) 

will be based. A really liquid and efficient market will absorb sizeable orders 

without an immediate price movement. These markets are highly prized by 

organisations that rely on active trading to generate their returns. However, 

even on these exchanges, the proportion of listed securities that show constant 

activity is limited to the top 10-20%. 

 

 

Against these four basic models, the internet offers alternative approaches.  

 

For instance, whereas traditional indications of interest are clearly little better than 

announcements, if they are made to a dedicated group of potential counter-parties, which 

can be spread as widely as the web permits, the potential for success increases 

significantly.  

 

Equally, specialist services have recently been established which offer retail investors the 

opportunity to participate in new issues (commonly confined to institutional investors) by 

requiring them to “pre-swipe” their credit cards to guarantee payment for stock. One such 

service claims over 180,000 investors. If true, even if 10% of the membership were to 

subscribe a mere £1,000 to a new issue, the resulting £18 million would be a major factor 

even for a mid-market IPO on the main market. 
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Of even greater significance is the geographic reach of the web – way beyond the 

boundaries of traditional national exchanges. With inexpensive translation services 

available, new issues from regional markets could be offered to investors on other linked 

markets in foreign countries. Even within the European Union, this has a powerful 

appeal. Harness the 350 million potential investors in the EU-15 (not counting the ten 

new members), provide them with multilingual, high quality and consistent new issue and 

investor relations information, and the idea of providing access for small, regional and 

illiquid companies to capital markets becomes a very different proposition. Companies 

may be regional; investors are not. 

 

The catalyst for all this is the Web – a communications medium that the majority of 

households in the EU already have access to. 

 

 

 

V Regulation 
 
How does the FSMA affect prospects for regional stock markets? 

 

To many market professionals, regulation represents interference in their freedom to 

transact business – and it is true that excessive zeal in applying regulation can bring 

markets into disarray. However, all markets need rules. They establish the terms of 

engagement between buyer and seller and ensure that clients feel comfortable that they 

have had the best chance of doing a deal that furthers their interest. Markets that fail to 

deliver this disappear. 

 

Any modern regional stock market cannot afford to deliver less than the full regulatory 

requirement under prevailing financial services legislation – and, given the innovative 

nature of these markets and the likelihood of retail participation, the standards of investor 

protection have to be second to none. 

 

But how can these standards be delivered to regional markets focussing on the smaller 

companies? 

 

The current Financial Services and Markets Act ( FSMA) provides a solution through the 

provision for a small exchange to outsource its regulatory responsibilities.  

 

Regulation is an expensive business. That was true even in the days when regulation was 

a matter of policing partners of exchange member firms with unlimited liability and high 

personal standards and at a time when the unwritten goal of an exchange was to preserve 

the standing and reputation of stockbrokers in society. 

 

The stakes are higher these days. Corporate shareholders now bear the burden of mistakes 

and fraud in the marketplace. As intermediaries have grown larger, the ability to control 
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exposures and the behaviour of large numbers of ambitious individuals often seems an 

insuperable task. Financial services regulation is now big business, well paid and 

growing. It has already led to several centralised commodity markets closing down in 

London and elsewhere since their trading volume no longer covered the additional costs 

of regulation. 

 

So, for new and small exchanges, the barriers to entry would seem impossibly high – 

were it not for the “Appointed Representatives” regime under Section 39(1) of FSMA.  

 

Effectively, an exchange can operate as the appointed (for regulatory purposes) 

representative of another regulated entity, which shoulders the regulatory burden. The 

key provisions are given in the Appointed Representatives Regulations 2001. Although 

the rules are tough, this is an important development. It means that markets, exchanges 

and communities can operate once again under a commonsense regulatory load, without 

reducing any investor protection or service quality in the process. 

 

What sort of entity would be interested in assuming this regulatory responsibility? 

 

Basically, the answer is any financial services firm that already has comprehensive and 

effective compliance and that strategically has an interest in adding more volume to 

existing business. Clearly, in taking on the regulatory responsibility for a new market, the 

outsourcer must have a strong management role in the business. But, where the firm has 

effective IT, the incremental costs of connection are minimal, and the potential for 

spreading costs over a greater number of participants is considerable. 

 

Firms that have so far indicated an interest include existing exchanges, retail brokers, IT 

companies and innovative communications suppliers. 

 

Whatever, once a relationship has been established with one market, the commercial 

course of action would be to find other markets in which to provide the same service in 

order to build critical mass.  

 

We believe that if the opportunity of supporting regional companies is presented in the 

right way, normal business generation instincts are likely to take over. It is a potentially 

very profitable activity. 

 

EU inspired changes to the UK’s markets will mean that AIM becomes a multilateral 

trading facility in late 2004. But the rationale for regional markets helping companies to 

raise up to euro 2.5 will still exist and will help to provide a correct pyramid structure to 

the UK markets.
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VI Information and investor relations 
 
Information is the life-blood of markets. Absence of information heightens risk and 

ultimately drives business away to better investment propositions elsewhere.  

 

Tradition has it that the best predictor of a company’s future is its past; hence the focus of 

modern disclosure on largely historic information, to a very fine level of detail that only 

highly qualified quantitative analysts can divine. However, to an ordinary investor, 

historic databanks are of marginal interest, a fact warmly supported by Warren Buffett. In 

order to risk their capital on someone else’s management, investors need:  

 

- forward-looking information;  

- broader data on the nature of the enterprise; and  

- trust in the directors and managers. 

 

Where does this information (when generates the trust) come from? 

 

In capital raising, most information must come from the company coming to market. It 

may be a surprise that, despite the advisors that cluster around, company directors are 

ultimately responsible for the accuracy and depth of information provided to investors.  

 

 

 

 

 

 

 

 

 

 

So, for small companies that do not warrant the attentions of investment bank 

researchers, the role of a company’s board in supplying information, both at the initial 

capital raising and subsequently, is a big issue. Fortunately, a number of small company 

markets around the globe have thought about this problem, and some useful lessons have 

been learned. For example, a regional exchange can now provide a new company with 

web-based templates that greatly simplify the production of required information.  

 

The exchanges, themselves, must also recognise that listing places an additional load on 

company executives, and should provide support. Some of this will involve on-site 

coaching and regular workshops; more could be done through industry bodies such as 

The Securities Institute, the CBI and the Institute of Directors. 

 

We believe that, although the concept of regional stock exchanges is still contentious – 

principally because they represent a change to the established order – once a few succeed 

We were actually with a City based PR company, and we felt very 

detached.  We didn’t feel they understood the needs of a small 

company with a small market cap.  So we’ve taken on a local 

Birmingham-based PR company… with a better understanding of the 

culture and the history a lot more.   

(Financial director, software company) 
 



 

24 

in to achieving critical mass, the existing capital markets support and advisory industry 

can be of enormous value to both listed companies and investors. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Companies need investors; investors need companies who can provide portfolio 

diversification and growth. When this union works, everyone wins – particularly the 

resulting community of investors a number of professions that have seen a tough few 

years (especially in the regions outside London). Stockbroking, accounting, legal 

services, investor relations and merchant banking have all seen contraction in the last few 

years, resulting in fierce competition for the business that is left. What has been ignored 

are the smaller companies on their door-steps, and where the money to support them 

really lies –the retail investor. When the appropriate skills are all brought together, real 

progress can be made – as it was in the case of the British Telecom privatisation, where 

retail investors had to be educated, coached and inspired to action to enable the 

privatisation to succeed.  

 

The challenge of regional exchanges is no less significant than the BT float. So far, a 

consensus across the capital markets, advisors and local government does not exist. The 

vision is held only by a few from each category – though this may well be sufficient to 

bring about the change that is required.  

 

 

 

 

 

 

 

 

 

 

 

 

In relation to the fees that are paid, am I really impressed with the quality of 
the work? . . . I can’t say that I’m hugely impressed.  I think that within the 
whole corporate finance arena, the money spent in relation to the service 
they are giving is totally out of proportion.  I think that for the companies that 
depend upon their services, it’s really quite appalling when one often has to 
drive the process through oneself. (Managing director, engineering company) 
 
You’re paying for the name. (Financial director, IT company) 
 
If you consider the legal fees we pay for lawyers . . . it was completely out of 
order for what we were trying to achieve.  The fees were absolutely ludicrous 
for the work that was done, and the work wasn’t done to the highest 
standards. (Financial Director, retail company) 

 

Certainly of interest, but I think it’s necessary to define what sorts of companies 
might be interested in this sort of finance and then identify and define why 
investors might want to put money into those sort of companies.  And to make 
sure that the companies that have the need to raise equity in this manner are 
going to satisfy the investors’ requirements.  (Managing director, engineering 
company) 
 
The ones that will be attracted to the market will be the ones that can’t get 
backing through traditional plc funding routes in the City and maybe don’t want to 
pay the 30% return required by venture capitalists. (Managing director, 
engineering company) 
 
Companies might be more ambitious in their business plans because they could 
raise money for less (Finance director, IT company). 
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Information on any company, large or small, ultimately comes from the company itself. 

For small companies, the adjustment in management focus is hard. Indeed, a recent 

survey highlighted the fact that, for small companies listing for the first time, the two 

most problematical factors were dealing with corporate governance issues and coping 

with investor relations. Neither seems directly linked to the process of making money. 

 

However, it is the experience of markets that companies who disclose the most 

information also attract the most attention from investors. The reason for this is simple; 

even if news is bad, investors begin to trust the company – and this, in turn, breeds 

confidence. The corollary is that if a listed company does not take disclosing information 

to investors seriously, investors will naturally mistrust it. 

 

And it is not just at the money-raising that investors require news and information. 

During the trading year, a steady flow of information generates interest. The Annual 

General Meeting also becomes less of a high-noon ordeal. 

 

 

 

 

 

 

 

 

As for investor relations, smaller companies are also going to have to do more of the 

work for themselves.  

 

There is a precedent for this. The American Stock Exchange used to run a network of 

investor relations sites in 18 locations across the US. Known as “AMEX clubs”, they 

supported road shows mounted by companies listing on the AMEX as part of initial and 

continuing investor relations campaigns. In one well-documented case, a UK company 

that had just bought a significant business in the US deliberately listed its securities on 

the AMEX to gain access to the network. Given the nature of the companies likely to list 

on regional markets, and the likely reluctance of advisors to provide whole-hearted 

support, the markets themselves would do well to emulate the American Stock Exchange 

and provide for investor relations support.   

Recently the CEO of a small company in Oxford raised £250,000 from his 
village in the Cotswolds. His neighbours knew him and the idea of his 
company, and were happy to invest.  
Head of tech-transfer, University business school 
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VII The future . . . putting it all together 
 

What do we think the future is going to look like? 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

We see a network of regional stock exchanges throughout the UK, linked to other 

overseas markets. 

 

The internet changes so much. Groups of people with shared interests can now 

communicate and interact without worrying about geographic separation. It is now 

possible to buy anything on the web, from the weekly shopping to cars, life assurance and 

shares. Trust in your counterparty to deliver can emerge from a screen; reparation and 

restitution can be obtained if things go wrong. 

 

Many traditional problems can be addressed by applying new web capabilities that are 

now open to participants in small company share markets. For instance, information on 

small companies that was traditionally unprofitable to advisors can now be supplied in 

real time over the internet – and, potentially, can be enriched by independent analysts or a 

new category of corporate advisor. Small companies can also use the web to find 

informed and interested investors to sell their proposition to. The investors do not have to 

reside in the same region, or even the same country or hemisphere. 

 

 

Main MarketMain Market

AIMAIM

North

South

West East

£750 m +

£75m – £1 bn

£0 – £100m

£750 m +

£75m – £1 bn

£0 – £100m
Regional 

Markets

Regional 

Markets

Market

Capitalisation  
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What will happen to the projects already underway? 
 

A likely scenario is the establishment of a number of regional market organisations under 

the auspices of regional development authorities.  

 

This has been supported publicly by UK central government as an appropriate use of 

public money in addressing a problem that the private market is unable, or unwilling, to 

fix. Regional organisations have been given a mandate to create communities of regional 

companies and investors, within an information-rich and trusting environment. The 

intended result is an efficient and attractive source of funding for regional companies – 

and, for investors, the chance to partner with listed regional companies as they flourish. 

 

A number of functions will, of necessity, have to be outsourced. We expect that there will 

be a central service supplier who will provide support for each regional market, 

benefiting from economies of scale and the availability of the right skills, whether they be 

regulatory, technical, settlement or problem-solving. 

 

The relationship between the outsourcer and the regional market will probably be very 

close both because of the requirements of the FSA’s Appointed Representative regime 

and also because of the kind of services provided to the market participants.  

 

Over time, this is likely to develop into a formal network with a reach into Europe and 

beyond. As such, it will have the market power to benefit the regional communities it 

covers. In flexing the market muscle of participants on both sides of the capital divide 

(the haves and the have-not-but-would-likes), the network will offer considerable placing 

power for managers of large issues from companies within the regions, which will offer 

investors added investment opportunities. 

 

Similarly, the diversity of participants will offer considerable potential for the collective 

investment industry to harness the breadth of regional markets with the tax benefits 

traditionally linked to investments in “unquoted” smaller companies to produce structures 

making access to smaller investors simple. 

 

The focus of the network on smaller companies will enable practical standards to be 

established that recognise the differences of this sector from the large, multinational and 

highly liquid stocks listed on the main market. AIM and the official list will then cater for 

companies capable of using the services of corporate stockbrokers to the full. It is easy to 

foresee a point at which AIM caters for companies capitalised from £100m to £1 billion, 

and the Official List, which will be the UK’s only RIE, caters for companies from £750m 

upwards. 

 

The network will draw on the capabilities of the central market operator to provide a rich 

range of services. The market operator will also handle the functions that can be 

delivered more economically from a central bulk location – such as data handling, IT 

maintenance and development, as well as on-line customer service support. 
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None of this is going to be easy. Indeed, there are subtleties required from a successful 

market operator for regional stock markets that may be beyond the typical practices of 

commercial stock exchanges. In particular, the relationship between operator and market 

is unusual given the direction of influence at the contract level; the Appointed 

Representative transfer of responsibility effectively reverses the normal “master/slave” 

relationship. Similarly, there will be a need to preserve the independence of each regional 

market in deciding the style, membership, governance and company population it wants 

to adopt. 

 

However, it is too early to predict the detailed characteristics of a successful UK regional 

market operator – though we do know what services will have to be provided: 

 

 

 

- Primary market support: The market operator will have to support the primary 

market. Depending on the preference of the individual region, the initial 

application and acceptance for trading of a company can be administered in the 

region (where the actual relationship between market and company will start and 

be maintained) or centrally by the market operator. Similarly, undertakings by a 

listed company to the market can be administered either regionally or centrally. 

There is a good argument that this can be more effectively done in the regions, 

and that it would form an important part of the community of interest between the 

company and its investors. 
 

- Secondary market support: Effectively, the trading function of a regional stock 

market needs the same systems, market supervision and connectivity resources to 

ensure the proper running of a fair price-making and trading facility as any other 

exchange. The market operator must satisfy participants’ needs in terms of price 

and trade reporting, together with the forwarding of matched trades to settlement. 
 

- Securities servicing: Orthodox stock exchanges traditionally provide a broad 

spread of services to their members, including securities servicing. However, with 

demutualisation of exchanges and the debate over vertical versus horizontal 

industry structures, there is no longer a single standard approach. As an initial 

option, the market operator will probably provide these services. It is to be 

expected, however, that, as the regional stock markets develop, the choice of 

provider will grow.   
   

- Market operations: In addition to securities servicing, regional stock markets will 

require a number of other services from the market operator in order to thrive. For 

instance, where regional markets opt for a membership structure, this requires 

administrative resources and database support – both of which benefit from 

economies of scale. Similarly, the operation of a fair and open market requires 

that the way in which participants enter trades is properly supervised. Market 

supervision benefits from concentration of skills and technology. This will also 

serve to provide individual markets with valuable data on how the market is 

functioning and who is using it. Against the likely low support of regional stock 
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markets from broker researchers, this data will be valuable in marketing the 

advantages to new participants. 
   

- Customer service: This is likely to involve both telephone and e-mail support, 

reflecting the range of sophistication of regional market users. There is also the 

opportunity to underpin the community character of regional markets through an 

intelligent customer/relationship management approach, where calls from 

participants should be seen as windows of opportunity to talk at first hand to 

users. 
 

- Compliance: In providing the support necessary to maintain regulatory approval 

under the Appointed Representatives rules, the market operator must ensure 

compliance with necessary rules from the FSA and EU etc. This will also extend 

to the market’s rulebook. 
 
 

 

Two points arise from this. The first is the extent to which regional stock markets are to 

be run on a disintermediated basis, i.e. enabling investors to access the market directly 

without necessarily having to place instructions with a broker, bank or advisor. The 

second point, which is not unconnected, is the extent to which the network of regional 

markets will eventually take on a single character – with, for example, a common 

rulebook, a single “list” and a population of investors from all over the country. And if 

this is the logical consequence, what does this do to the “regional” agenda? 

 

The choice between direct and intermediated access of investors to regional markets is a 

matter for capital market advisors and brokers to decide. The question is whether there is 

a service that they are able to provide in the regions that is profitable and that offers 

acceptable value for money.  

 

For the traditional stockbroker – offering discretionary accounts for investment in the 

most liquid companies on the London Stock Exchange – regional markets may seem an 

unwelcome diversion, offering uncertain profits, risk and unknown regulatory issues. To 

web-based execution-only brokers or banks, however, regional exchanges could be an 

additional sales channel offering potentially attractive portfolio diversification. To more 

modest intermediaries – many of whom have been progressively crowded out by national 

competitors – regional markets could offer the chance of developing a leading role in a 

new businesses. 

 

There are certainly precedents for exchanges using the open-access capability of the web 

to overcome the lack of cost-effective intermediaries. This could take the form of a single 

stock broker providing access to both the primary and secondary markets in a regional 

stock markets via PIN-based accounts. Equally, on-line payments technology has now 

developed to the point at which payment for shares could be taken from credit cards 

through the brokers’ account maintenance systems. 
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What is likely is that regional markets will reflect the different mix of capabilities and 

indigenous skills of their localities. In all probability, those markets nearer London, 

where the gravitational pull on transactions into the central markets is at its highest, will 

tend to be disintermediated, and the markets further away will benefit from the more 

independently-minded advisors. 

 

Already, the potential of regional markets as channels of access for small companies into 

the capital markets has been recognised by some small, but experienced, firms. Some of 

their senior staff have sufficiently long memories to be able to remember working with 

the previous generation of regional stock exchanges in the UK. 

 

How the markets will develop is less certain, as the concept is still nascent. Assuming the 

idea is taken up in sufficient volume by small companies and investors, resulting in a 

respectable number of listings, and assuming that there are no regulatory outrages, we 

believe that they will eventually be accepted as part of the securities market catering for 

needs that are not otherwise fulfilled – much as both OFEX and AIM are today. 

 

Some of the markets will be established as mutual organisations – and, therefore, should 

be less prone to short-term acquisitive urges. Others, though, will undoubtedly be for-

profit service companies. 

 

Over a period of time, certain aspects of the different markets will develop natural 

commonalities – rules, procedures, standards etc. This will lead to a measure of common 

governance. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Companies and investors are not standard, however – regardless of the efforts of national, 

European and other authorities who would wish them to be so. Their needs will be 

dictated by a variety of influences, of which an important one will be geographical 

location. While target companies remain small, their regional location will have a 

significant impact on their ability to grow and on the availability of capital.  

 

There is an appeal to a regional stock market in as much as there’s a part of the 
investing community which will feel loyalty to local firms, and will feel they are 
supporting the economy in a given region.  (Managing director, engineering 
company) 

 
If you’re actually inviting shareholders to come along to general meetings and a 
few other presentations, these people are more likely to come if they don’t have to 
travel too far.  And there are investors out there who do like to know the 
management; they like to feel they can recognise them and actually have heard 
them give a presentation.  So it’s a lot easier to raise money particularly from 
private individuals who are going to invest in companies in a particular region. 
(Managing director, engineering company) 
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Regional stock markets are poised once again, after an absence of over thirty years, to 

fulfil an important role in helping local companies find capital. We believe that they can 

play a big part in the functioning of capital market communities away from London, and 

in reconnecting companies with their investors. 
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