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RE:  
Public Consultation Submission to the Small Business Forum 

Dear Mr. Macri:

I welcome the opportunity to present views to the Small Business Forum as part of its evaluation of the environment for small business in Ireland today. 

I have a strong interest in the financing of small businesses in Ireland. I have recently written a book, due to be published by Oak Tree Press in October 2005, called Venturing Forward:  A Practical Guide to Raising Equity Capital in Ireland, which is geared primarily towards an audience of entrepreneurs. Prior to that I wrote a public policy book, published in March 2005 by the Policy Institute at Trinity College Dublin, titled Angels and IPOs:  Policies for Sustainable Equity Financing of Irish Small Businesses. I am incorporating that book by reference into my comments, and have enclosed with this submission five copies for review by the Forum. 

I have spent more than a decade working with small businesses as an angel and venture capital investor, as a Board Director, and as a mentor and advisor. I have been a venture capitalist in the US for eight years, where I managed a venture capital portfolio of over $60 million. My academic background includes a Master’s degree in public policy from the Kennedy School of Government at Harvard University. 
My comments today focus on two of the four areas for which the Forum has requested submissions, namely:
· Assessing the financing environment for small firms in Ireland, pinpointing any areas of particular difficulty and proposing measures to improve them.

· Proposing any additional or improved actions which may help more small firms to develop sustainably.

My discussion will be based on the framework of the equity financing cycle for small businesses, which is illustrated below:
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The financing cycle illustrates that start-up companies often raise capital initially from the entrepreneur and his friends and family. To finance further growth, companies seek larger amounts of capital from business angels or professional venture capitalists, and then ultimately seek an exit through an initial public offering (IPO) or trade sale. Proceeds from exits are returned to the entrepreneur and his investors, and the cycle continues.
 My overall conclusion is that there are three key equity financing challenges in Ireland today:
· Increasing the supply of angel capital

· Closing the Exit Gap

· Increasing pension fund investments in venture capital
After a brief comment about current Irish government policies for financing indigenous businesses, I will address each point in turn. 

Small Business Financing Policy in Ireland Today
The Irish government has been actively involved in the financing of small businesses, primarily through targeted financial support of the Irish venture capital (VC) industry. Since its formation in 1995, Enterprise Ireland (EI) has invested more than €300 million into Irish venture capital funds and small businesses.  

The primary objective of EI’s financial support has been to close the ‘equity gap’ of early-stage risk capital for Irish small businesses. In 1992, the Culliton Report first introduced the concept of an ‘equity gap’ of early-stage capital for Irish small businesses. Today, more than a decade later, this idea is still driving the framework of equity financing policy for small companies, despite the absence of convincing evidence that such a gap even, or still, exists. My recent review of equity financing policies for Irish small businesses found a lack of measurable data supporting the existence of an ‘equity gap,’ and instead provides detailed evidence that the ‘equity gap,’ is closed (see Chapter 3 of Angels and IPOs). 

The persistent idea of an ‘equity gap’ is particularly difficult to reconcile with the enormous positive transformation of the equity financing industry in Ireland. Before 1995, there were fewer than three venture capital funds and less than €20 million of equity financing invested annually in Irish small businesses.  As of 2005, there are more than 20 domestic VC funds that have raised over €1 billion and invested nearly €800 million into more than 500 Irish companies. Currently, there is over €150 million of venture capital available to invest in Irish businesses. Minister Martin, in EI’s most recent strategic plan, acknowledged this new financing environment by praising the “thriving venture capital industry” that exists in Ireland today.  
While EI deserves much credit for its role in seeding and nurturing Ireland’s domestic VC industry over such a short time, the enormous growth of the industry and the significant capital available to invest, make it difficult to create a compelling case for continued government support.  The substantial amount of venture capital available, and compelling evidence that the ‘equity gap’ is closed, signal that the time is right for Irish government policy to move beyond the targeted financing and support of the venture capital industry and to focus instead on the other essential parts of the equity financing cycle.
Increasing the Supply of Angel Capital 
To improve the financing environment for Irish small businesses, the most pressing challenge is to increase the supply of angel capital in Ireland. Business angels are wealthy individuals, often ex-entrepreneurs, who make small equity investments (generally in the €10,000 to €500,000 range) in early-stage companies. Formal ‘angel networks,’ in which groups of angel investors join together, make larger investments up to €1 million or more.  Capital raised from angel investors, although small in amount, is often critical to the earliest stages of company growth and development, and is an important bridge to professional investors, such as VCs. Angel financing is the most common and critical source of early stage equity capital in both the US and Europe, but is much less established in Ireland. Active and growing angel organizations such as the European Business Angel Network (www.eban.org), the Angel Capital Association (www.angelcapitalassociation.org) and the British Business Angel Association (www.bbaa.org.uk) illustrate the importance and prevalence of angel capital financing in other markets. A review of the empirical evidence that demonstrates the importance of angel investments to small business development can be found in Chapter 2 of Angels and IPOs.
Despite the well-documented evidence on the importance of angel investors to small business development, the Irish government’s fiscal policies focus almost exclusively on rewarding individual investments in property and hardly at all on encouraging equity investments in start-up companies. Property investments are promoted, encouraged and supported through a variety of government incentives, tax breaks, schemes, programmes and subsidies (see attached Table 1). The result is that 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.  A survey report earlier this year showed that Irish investors acquired €4.8 billion of property in 2004 and were the third largest cross-border property investors in the EU-15. In contrast, the 2004 Global Entrepreneurship Monitor (GEM) launched earlier this year 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 by high net worth individuals in property over equity, and are at odds with Ireland’s enterprise policy objectives of fostering the growth of small firms. The Irish departments of Enterprise and Finance must ‘join-up’ fiscal and industrial policies to consistently encourage and reward individual investments in Irish small businesses. Reducing the incentives to invest in property is the first required step. 
Closing the Exit Gap

Strong returns are essential to the creation of a robust financing environment for small businesses.  Strong returns are also required to attract VCs and angel investors to make equity investments in the start-up companies that are so crucial to Ireland’s economic growth. After all, investors have a lot of choices about where to invest their capital. They are unlikely to assume the risk of investing in start-up companies unless there is a realistic possibility of achieving returns that attractively compensate them for taking that risk. 
Empirical evidence demonstrates that public offerings provide the highest returns to equity investors, yet Irish companies have a very low rate of going public relative to both the European and US averages. This very low rate of IPOs creates an exit gap that challenges the ability of Irish investors to realise competitive returns. 

The relatively poor record of the Irish Stock Exchange (including its failed DCM and ITEQ markets) in raising public equity for Irish small businesses contributes to the existing exit gap. The Irish Stock Exchange (ISE) has taken a distant second place to UK exchanges as a public equity raising venue for Irish venture-backed companies. Irish firms are fortunate to have the business operations and credibility abroad that allows them to successfully go public on foreign exchanges. Nonetheless, the additional obstacles inherent in doing so are significant, and most likely contribute to the low rate of public flotations among Irish companies.

Closing the exit gap will require structural transformation of the Irish Stock Exchange to improve its size, liquidity and competitive position within Europe, and to increase its attractiveness to indigenous firms. In response to the increasingly competitive world of global capital markets, a clear trend of demutualization has developed among the most successful stock exchanges (see Table 2). Demutualization refers to the process of converting a stock exchange from a member-owned exchange (which operates for the benefit of its member banks and stockbroking firms), to a for-profit shareholder-owned corporation (which operates for the broader benefit of its shareholders). Demutualization provides a more attractive structure for forming alliances or merging with other exchanges, more transparency into the operations of the exchange, broader access to capital, and increased flexibility to respond to changes in the market. Without such structural changes, Irish firms will be obliged to continue to bear the increased practical, administrative and financial costs of listing abroad.
Replacing Public Capital: The Potential of Pension Funds
We discussed earlier how the Irish government has played a key role in seeding the domestic venture capital industry. The ideal outcome of such a policy is to create a strong, sustainable and self-supporting VC industry in Ireland. 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 firms and invested in young companies. The best equity financing systems in the world are supported by active and substantial participation of pension funds and other private sector institutional investors. Yet, Irish pension funds have essentially opted out of investing in venture capital, and their absence as a source of financial support presents one of the single largest obstacles to the long-term viability of the Irish VC industry. At the Private Equity Conference at Dublin Castle earlier this year, the then Chairman of the Irish Venture Capital Association emphasised how critical pension fund investments are to the future of the Irish VC industry. He warned that the industry could “fade away” due to lack of institutional investor support, which, in turn, would severely limit the growth of Ireland’s indigenous high-technology sector. 
The lack of Irish pension fund investment in venture capital leaves Irish VCs to depend on banks and the government as less reliable and attractive sources of capital. This reliance on public sector capital negatively affects the credibility of the VC industry, as it is perceived as unable to competitively raise sufficient private capital. It also quite likely limits the potential for industry growth (due to the finite amount of capital the government will allocate to investment in the VC industry) and exposes the industry to the political vagaries of budget allocations.
A strong and sustainable system of financing small businesses requires the participation and investment of private sector financial institutions, such as pension funds. The onus is clearly on the Irish venture capital industry to generate competitive returns, and offer the investment expertise and experience, to attract pension funds to invest. Assuming VC fund returns are competitive, investing a portion of the National Pension Reserve Fund assets into venture capital would be an attractive option for the Fund (since it has not yet diversified into private equity as an asset class) and would have a meaningful and positive impact on the Irish VC industry.
Summary

While the growth of the Irish venture capital industry has been impressive, the time is right to look beyond VC to other essential parts of the equity financing cycle. The best financing environments for small businesses include many investors, not just venture capitalists. Developing a greater supply of angel capital in Ireland is the most pressing challenge. Building companies, not buildings, is what drives economic growth, and creating an environment that prioritises the development of small businesses will require implementing fiscal policies that are consistent with that goal. 
Improving the access of Irish companies to attractive public equity markets is an equally urgent task. High returns are essential to private investors, and are generated through the most profitable exits. The consistent participation of pension funds and other private sector institutions will be fundamental to the long-term viability and success of Ireland’s financing system for small businesses. Ultimately, it is private investors, not governments, who create the most credible and successful equity financing environments. 
Thank you for the opportunity to share my perspectives on the financing of small businesses in Ireland. Should the Forum have any additional questions on my submission, I am available to be reached at 086-828-6027 or at diane@mulcahymail.com. If you would like additional copies of Angels and IPOs, they can be obtained by emailing policy.institute@tcd.ie or by calling Sara O’Dwyer, Executive Officer at the Policy Institute, at 01-608-3486.
Best Regards,


Diane Mulcahy
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PROPERTY 

Incentives/Schemes/Reliefs

1. Rural Renewal Scheme

2. Town Renewal Scheme

3. Urban Renewal Scheme

4. Child Care Facilities

5. Custom House Docks Schemes (several)

6. Enterprise Area Reliefs

7. Living over the Shop

8. Multi-storey Car Park Incentives

9. Park & Ride facilities

10.Registered holiday cottages

11.Rent a Room Scheme

12.Seaside Resort Scheme

13.Student accomodation 

14.Temple bar construction

15.Mortgage interest relief on investment properties

16.

Interest relief on money borrowed to purchase, 

repair or improve property

17.Mortgage interest relief on private residence

18.Mortgage interest relief on commercial properties

19.

CGT exemption on gains from sale of principal 

private residence

20.

Stamp duty relief for first time buyers/owner-

occupiers of second-hand homes up to €317,500 

21

Stamp duty relief for owner-occupiers and 

investors up to €127,000

22

Tax relief on bridge loans used to finance the 

acquisition of a new residence

…. And others

SHARE

Incentives/Schemes/Reliefs

1. Business Expansion Scheme (BES)*

2. Seed Capital Scheme (SCS)*

3.

Income tax relief for shares purchased in an 

Approved Profit Sharing Scheme

4.

Shares purchased under Approved Share Option 

Schemes charged CGT (not income tax) on 

disposal

…. And others ?

CGT = capital gains tax

* Both the BES and SCS were suspended for 

much of 2004 and are currently due to expire in 

2006.
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Demutualized Stock Exchanges Year

Stockholmbörsen 1993

Helsinki Stock Exchange 1995

Copenhagen Stock Exchange 1996

Amersterdam Exchanges 1997

Borsa Italiana 1997

Australian Stock Exchange 1998

Iceland Stock Exchange 1999

Athens Stock Exchange 1999

Stock Exchange of Singapore 1999

NASDAQ 2000

Toronto Stock Exchange 2000

London Stock Exchange 2000

Deutsche Börse 2001

Oslo Exchanges 2001

Euronext 2001

Hong Kong Stock Exchange 2002

Tokyo Stock Exchange 2002

New Zealand Stock Exchange 2002

Budapest Stock Exchange 2002

Source:  Steil, Benn, "Why do exchanges demutualize?,"

in the Handbook of World Stock, Derivative and Commodity Exchanges
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