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INTRODUCTION
In just the last decade, Ireland has successfully created and developed a vibrant venture capital (VC)1 industry. Before 1995 there were fewer than three venture capital funds in Ireland, and less than €20 million of equity financing invested annually. In 2005, there are over 20 domestic VC funds that have raised over €1 billion and invested nearly €800 million into more than 500 indigenous companies. The Irish government, through Enterprise Ireland (EI), has been an active and strong supporter of the Irish venture capital industry and deserves credit for its role in seeding and nurturing this new industry over such a short time. Since the formation of EI in 1995, it has financially supported the domestic venture capital industry though investments of more than €300 million in VC funds and Irish small businesses. EI is now one of the largest equity investors in the country. 
This Note argues that there is no longer a compelling argument or convincing rationale for continued government intervention in the VC industry.   It recommends that government funding of the VC industry be discontinued, and suggests that the development of a long-term sustainable system for financing Irish small businesses requires an expanded focus on all parts of the equity financing cycle.
THE MYTH OF THE ‘EQUITY GAP’
Enterprise Ireland became a public venture capitalist in order to fill the ‘equity gap’ of early-stage2 risk capital. In 1992, the Culliton Report introduced the concept of an ‘equity gap’ of early stage capital for Irish small businesses, and more than a decade later this idea is still driving the framework for equity financing policy in Ireland, despite the absence of convincing evidence that such a gap exists. A recent review of the current state of equity finance found a lack of measurable data supporting the existence of an ‘equity gap,’ and instead provides evidence that the ‘equity gap,’ if it ever existed, is closed3.
EI’s second objective when it became an equity investor was to create a domestic venture capital industry that would provide an adequate supply of equity financing for indigenous companies. Given the growth and scale of the VC industry in the past decade, Ireland has succeeded in reaching that goal. With ten years of investment and returns history and a critical mass of capital, the Irish VC industry is well-positioned to wean from the teat of public financing and support itself by competitively raising private sector capital here and abroad for its new funds. 
The absence of an ‘equity gap’ and EI’s success creating a robust venture capital industry render  continued government intervention in the VC industry unnecessary and make a strong case for discontinuing government financing of the venture capital industry entirely. Instead, the time is right to move beyond venture capital and develop other essential parts of the equity financing cycle. 
Figure 1- The Equity Financing Cycle
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This financing cycle illustrates that start-up companies typically raise small amounts of seed-stage capital initially from informal investors such as the entrepreneur or Friends and Family. To finance further growth they may obtain financing from business angels4 or professional venture capitalists, before ultimately seeking an exit through an Initial Public Offering (IPO) or trade sale. To develop a robust and sustainable system for financing indigenous businesses, all links in the financing chain must be strong. . 
THE NEED FOR INFORMAL INVESTORS
Only a very small percent of companies are appropriate for and able to raise  venture capital. In both the US and Europe, informal investors such as Friends and Family and Business Angels are by far the most common sources of seed and early stage capital for start-up companies, but are much less prevalent in Ireland5. Therefore, Ireland’s real challenge is increasing the supply of equity capital from informal investors. Capital from Friends and Family and angels is relatively small in amount but can be critical to the successful growth and development of young companies and is an important bridge to professional investors such as VCs. 
Irish government policies to date have largely ignored angel financing and instead have been designed to encourage VCs to fill the role of seed-stage investor. EI’s Seed and Venture Capital Programme finances a number of small-sized (<€25 million) VC funds designed to make seed and very early stage investment in young companies. This Programme is unlikely to succeed over the long-term as it is at odds with the empirical evidence about the larger-sized and later-stage investments that VCs prefer, and it fails to acknowledge the reality that such small sized funds have a very low probability of becoming self-sustaining, long-term providers of equity finance6. 
In addition, despite the well-documented evidence on the importance of angel financing as a source of equity capital for early-stage companies, the Irish government’s fiscal policies focus almost exclusively on rewarding individual investments in property and hardly at all on encouraging equity investments in young companies. The Irish government promotes, encourages and supports property investments through a variety of incentives, tax breaks, schemes, and subsidies. Individual investors respond to these government fiscal incentives and allocate their investible capital to tax-incentivized property investments rather than to indigenous enterprises. Irish investors bypass equity investments in young companies in favour of property investments, both at home and abroad. For instance, a recent report showed that Irish investors acquired €4.8 billion of property in 2004 and were the third largest cross-border property investors in the EU-157. In contrast, the 2004 Global Entrepreneurship Monitor (GEM) found that the amount of angel capital and investments from friends and family in Irish small businesses was inconsequential - less than 1% of GDP – placing Ireland in the bottom third of GEM countries. 
Ireland’s biased fiscal policies contribute to the disproportionate investments in property over equity, and are at odds with Ireland’s enterprise policy objectives of fostering the growth of small firms. To support small business growth and encourage individuals to invest in early-stage companies, the Departments of Enterprise and Finance must “join-up” Irish fiscal and industrial policies to eliminate government incentives to invest in property. 
CLOSING THE EXIT GAP
Strong investment returns are critical to attract pension funds, VCs, and angel investors to make equity investments in the indigenous start-up companies that are so crucial to Ireland’s economic growth. It is well-documented that Initial Public Offerings (IPOs) generate the highest average returns8. IPOs are also critical to the equity financing of young companies because they increase the supply of risk capital and put upward pressure on trade sale prices. 

Ireland has a very low rate of IPOs among equity financed small companies relative to the US and the rest of Europe. This ‘exit gap’ suggests that Ireland’s relatively low rate of public flotations directly impact investors’ ability to realize competitive returns, which could make it more difficult for Irish start-ups to raise capital, and also threaten the longer term viability of the venture capital industry. Competitive returns are required to both drive investor activity and increase the supply of equity capital.
Closing the Exit Gap by increasing the rate of IPOs is therefore a key component of any long term equity financing policy. The relatively poor performance of the Irish Stock Exchange (including its now defunct DCM and ITEQ markets) in raising public equity for Irish small businesses contributes to the existing exit gap. Demutualization and alliances are strategic options that could improve the size, liquidity, and competitive position of the ISE and increase its attractiveness to indigenous firms. Demutualization refers to the process of converting a stock exchange from a member-owned exchange to a for-profit shareholder-owned corporation. Most European exchanges are demutualized since the corporate structure provides greater competitive focus, increased transparency, broader access to capital, and increased flexibility to respond to changes in the market9. 
There is also some evidence that Irish companies do not expect and adequately plan for public offerings, and mistakenly perceive that they are too small to go public. In the short term, a focus on helping equity financed companies target and prepare for public flotations and identify the most appropriate foreign or domestic exchange on which to list could also increase the rate of IPOs and begin to close the exit gap that exists in Ireland.

REPLACING PUBLIC CAPITAL: THE POTENTIAL OF PENSION FUNDS 

To survive and grow, VCs must raise capital every 3 to 5 years from institutional investors, such as pension funds, life insurance companies, banks, and foundations. This capital is managed by the VC funds and invested in young companies. The best equity financing systems in the world are supported by the active and substantial participation of pension funds as institutional investors in VC funds. Irish pension funds have essentially opted out of investing in venture capital, and this alone is a significant obstacle for Irish VC firms to overcome if the industry is to be sustained over the long term. Irish pension funds fail to invest in venture capital funds and instead invest significantly more capital into property as an asset class10. 

The lack of Irish pension fund investment in venture capital leaves Irish VCs to rely on banks and the government as less reliable and attractive sources of capital. Compared to both Europe and America, Irish venture capitalists have historically relied much more heavily on the public sector as a source of capital. This reliance on public sector capital:

· Exposes the industry to the political vagaries of budget allocations, 
· Compromises a strict focus on returns by introducing policy objectives such as economic development to the equity financing process, 
· Limits the potential for industry growth (the government is only going to invest so much capital), 
· Negatively affects the credibility of the VC industry (as it is seen as unable to competitively raise sufficient private capital). 
To reduce the reliance on public capital, investing the assets of the National Pension Reserve Fund would provide a stable source of institutional capital to the Irish venture capital industry and also allow the government to ‘lead by example’ by diversifying its pension fund assets into private equity. 

CONCLUSION
The Irish government has accomplished much as a result of its ten year effort to close the ‘equity gap’ and develop a domestic venture capital industry. The venture capital industry in Ireland now has critical mass and size, returns history, and more than €150 million currently available to invest. Minister Micheál Martin, in EI’s most recent strategic plan, praised the “thriving venture capital industry” that exists in Ireland today. It is difficult, then, to identify a compelling argument for continued government intervention in and financial support of the VC industry. 
Yet financing growth remains a critical challenge for even the most promising high growth start-up companies. The challenge for Irish entrepreneurs, investors and the government is to look beyond VC to the other sources of equity finance. Increasing the supply of equity capital for informal investors, closing the exit gap, and seeking out traditional pension funds as institutional investors to replace public capital will help ensure that the best Irish companies have sufficient access to the capital they need to successfully finance growth.  
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