Regional Capital?
Dumfries & Galloway and the Hanseatic 

Microfinance Initiative

1/ Problems

While much work is being done in the Third World to develop “micro” enterprises, the need for support for micro enterprises in the developed world is not widely appreciated.

There is a major funding “gap" in relation to micro and “SME” enterprises due to a combination of an increasing reluctance of banks to lend to such enterprises and the absence of any mechanism to “invest” in them. 

This funding gap is compounded by the increasing reluctance of an increasingly risk-averse public sector to engage contractually with such enterprises.

These problems are generic across the countries around the North and Baltic Seas – the “Hanseatic” area – and in the absence of solutions the trend for rural depopulation is likely to continue. This problem is particularly acute in countries with far-flung and widely scattered populations like Scotland and Norway.

Although not as far-flung and remote as the Scottish Highlands and some of the Nordic regions, Dumfries & Galloway is an example of a largely rural area which finds itself excluded both from the funding streams addressing remote areas, and those addressing urban deprivation ie “falling between two stools”   and low on the list of Central Government priorities.

Alternative local and “bottom up” initiatives and solutions should therefore be extremely relevant.

2/ Solutions

The Hanseatic Microfinance Initiative aims to provide solutions to both the funding gap and the public procurement problem through the use of simple, but radical, partnership-based mechanisms.

(a) Guarantee Societies 

A Guarantee Society is a form of association under the rules of which members undertake to pay a provision into a “default fund” which – combined with a mutual guarantee - backs Members when they individually engage with the public sector or other major counterparties.

In addition to allowing local micro enterprises to engage contractually with local authorities, a Guarantee Society also permits mutual guarantees to be given not only in respect of credit both from credit institutions such as Banks but also in respect of “trade” credit granted between local enterprises and/or their customers.

(b) Capital Partnerships

Through sharing revenues in a "Capital Partnership" between the financier and the user of finance, productive assets such as intellectual property may be financed in a simple new way which is neither debt nor “equity” (shares in a limited liability company).

While the vehicle for such “Capital Partnerships” is a new UK legal entity – the Limited Liability Partnership (“LLP”) there is no reason why such an entity may not be used as an “Umbrella” vehicle for cross border investment – a networked “Hanseatic Microfinance Institution”.
In relation to local government services, the Capital Partnership makes possible a new public/private enterprise model which may be superior to existing mechanisms in the way that it allows investment in community assets such as affordable housing, health and education facilities, and renewable energy.
Such investment is particularly appropriate for enterprises in the “creative” or “innovation” sectors involving intangible Intellectual Property, where this enterprise model allows Intellectual Property to be "owned", invested in and developed in a new and collaborative way.

Therefore one of the most interesting applications lies in the potential for new ways of “incubating” and bringing investment into intellectual property originated by academic institutions without the conflicts and complexities of existing mechanisms.
Through the creation of partnerships between business, finance and academia, equitable sharing of risk and rewards between the providers of Intellectual Capital and Financial Capital become possible.
3/ Objectives

The Hanseatic Microfinance initiative's three principal objectives are to:

(a) develop a networked Hanseatic microfinance institution;

(b) develop proof of concept Guarantee Societies and  Capital Partnerships in the energy, property and intellectual property sectors in particular;

(c) disseminate on and off-line the resulting experience and information..

4/ Participants

The originator of the Initiative is the NET Partnership between the Nordic Enterprise Trust (“NET”); Link Associates and Partnerships Consulting LLP. The Initiative has been offered matched funding by Innovation Norway for the initial “Pre-Feasibility” stage.

In order to develop “Proof of Concept” pilot schemes, it is necessary to involve local authorities and local business associations and it is envisaged that Dumfries & Galloway Council and businesses would be well placed to take part, particularly in view of the predominantly rural character of the area and the fact that it is not high in the list of priorities for Central government.
Appendix A – Guarantee Society examples

1/ Procurement

Dumfries & Galloway Council contracts Wigtown Electrical to install a new lighting system. In the course of the contract one of the key employees is taken ill and Wigtown Electrical is unable to complete the contract.  Nithsdale Power completes the contract and the Dumfries & Galloway Guarantee Society covers the difference in price.

Nithsdale Power’s work is subsequently alleged to be of the wrong specification. A Referee appointed by the Society determines that Nithsdale Power is 60% to blame for this and the Society pays the Council in respect of the necessary upgrade, and recovers this amount from Nithsdale Power.

2/ Mutual Credit 

Mr Alexander sells a new outboard engine to Mr Bannock for his fishing boat for £1,000 on 60 days credit based upon their mutual membership of the Solway Guarantee Society.

B pays a provision of 0.5% per month (ie £5.00 per month) into the Default Fund for the use of the Guarantee.

B has an accident, is unable to fish for a month, and therefore to make repayment on the due date. However, he is able to offer A part of his catch in part payment.

A claims £900 from the default fund (since he has to pay his own supplier) but accepts £100 worth of fish from B in part payment of the balance.

In view of the fact that B was unable, rather than unwilling, to pay, the Solway Guarantee Society’s Default committee agrees to accept 6 monthly payments of £100 from P in cash and fish to the value of £300 for the forthcoming Guarantee Society Annual Dinner.

Appendix B - Capital Partnership
1/ Community Energy Partnership

A group of Dalbeattie farmers wishes to install four 250 KiloWatt wind turbines at a cost of £1m. The estimated annual electricity production is 2,500 MegaWatt Hours (MwH) and over the expected twenty year life, it will produce 50,000 MwH.

At a price of £50.00 per MegaWatt it is necessary to sell 20,000 MwH to fund the project, and this represents a 40% “Equity Share” in the production.

An Operator Member would receive (say) 10% in return for maintaining the turbines, and the balance of 50% would remain with the farmers and Community in agreed proportions.

If a private electricity network were created in the vicinity of the turbines, then investors would have the option of selling electricity at, or slightly above, the wholesale price to local consumers, rather than selling wholesale. The local community would be able to allocate an electricity “dividend” to local citizens.

Investors are able to invest in energy at today’s price for the next 20 years. As with an investment in gold, there is no return ON capital: but who believes electricity will be cheaper in two, never mind twenty years’ time?
2/ Community Land Partnership

Dumfries & Galloway Council owns a derelict property suitable for conversion at a cost of £400,000 into a “Co-housing” scheme to give 10 units of single accommodation and a shared building/ common facilities.

The property freehold is either kept in the ownership of the Council or transferred to a “Trustee” or “Custodian” Member - probably a Community Interest Company (“CIC”) Limited by Guarantee - where D & G would have board representation. 

After redevelopment, a “Capital Rental” for each unit is set at (say) £50 per week initially, and linked to inflation, to give a total index-linked revenue stream of £26,000 per year.

What’s in it for the Investor?

Initially 80% of this revenue stream is paid to the Capital Member (“Investor”) as a Return on Capital (“Capital Rental”). The outcome is that £20,800 is available as a Return on Capital. The amount which may be raised on the basis of this depends upon what is an acceptable rate of return. So at an initial rate of return of 4% a Capital sum of £520,000 may be funded; at a rate of 2.5%, £832,000 could be raised, and so on.
D & G Council would therefore have - through investing the Value of the property -

Equity of £120,000 (at a 4% index-linked return) or £432,000 (at a 2.5% index-linked rate of return) in excess of the £400,000 cost.  The revenue stream from “Equity Shares” in Community Land Partnerships is a perfect match for long term savings and pension fund liabilities. While specific tax provisions render this impracticable for UK institutional investors, individual local investors may find the return attractive.
What’s in it for the Occupier?

The Occupier rents the Capital invested in the Land.  In addition, the Occupier has an obligation to maintain the property and in return receives each year (say) a 2% Equity Share. In this way, the Occupier has the opportunity to build an Equity stake by keeping the property in good condition (or even by participating in the building).

Moreover, if an Occupier pays more Rental than is due, then they automatically become Investors. ie the Occupier becomes “Co-owner” able to build an Equity stake in the property. 

What’s in it for the Manager?

The Manager receives the balance of 18% of rental revenues and in return ensures that the properties are let and maintained to standard, recovering the costs from the Occupier (who will sell allocated Equity Shares if necessary).

Note: in addition, it would be open for a Land Rental to be collected (possibly as a proportion of the Occupiers’ net income – which would be a social policy tool) and also in this way Occupiers with above average use of community land could compensate those with below average use of community land.

3/ Intellectual Property Partnership

The Art of Flirting LLP is a “Capital Partnership” LLP which was incorporated to make a short film.

The Producer and the Actors received proportional “Equity Shares” in the revenues of the film (if any) rather than being paid.  As the “Enterprise Architect” Partnerships Consulting LLP received a 5% Equity Share.

It was necessary to raise £10,000 from Investors in order to pay for costs such as light and equipment hire.

Two “Capital Members” were found who invested £10,000 on the basis that they receive 20% of the revenues – if there is any – ie a 20% Equity Share.

To date there have been no revenues, but the Capital Members have been able to offset their losses of £10,000 against their other taxable income since as far as the UK Inland Revenue is concerned they are “partners” in a loss-making partnership.

