The Department of Enterprise, Trade and Employment submission to the 2003 Review of the Business Expansion Scheme (BES) and Seed Capital Scheme (SCS)

Introduction

The Business Expansion Scheme 

The BES was introduced in 1984 as an incentive to private investors to invest long-term equity capital in companies (particularly new and smaller ones), operating in certain sectors of the economy, which would otherwise find it difficult to raise such funding and would instead have to rely on loan finance. 

The scheme, which was originally intended to operate for a three year period, has been reviewed and extended on a regular basis since then. In recent years, the scheme has been amended to focus the scheme on helping small and start up companies to raise equity finance.    

The aggregate amount that a company can currently raise under the BES is €750,000.  In the case of a company engaged in the construction and leasing of an advance factory the maximum investment in any one such company is €1,270,000.  Provided that an investor holds his investment for a minimum period of 5 years, the scheme provides individual investors with tax relief, at their marginal tax rate, in respect of investments of up to €31,750 per annum in certain qualifying companies i.e. manufacturing, service, tourism, Research and Development, plant cultivation and companies formed for the purpose of constructing and leasing advance factory buildings and certain music recording activities.   

The Seed Capital Scheme 

The Seed Capital Scheme was introduced in the 1993 Finance Act to encourage individuals currently or formerly in employment to establish new business ventures. To qualify for a tax refund an individual must invest in his/her own business. The size of the refund depends on the amount of the individual’s investment.  For any particular year the refund is limited to the tax the individual has paid in previous years, subject to an investment limit of €31,750 per annum with an overall investment limit for the previous six years of €182,240. The company must be engaged in BES type activities, for example, manufacturing, software development, tourism projects etc. 

Department of Enterprise, Trade and Employment’s proposals 

Both the BES and the SCS schemes are due to cease on the 31 December 2003 unless extended for a further period. The Department of Enterprise, Trade and Employment would like to see the schemes extended until 31 December 2006.

2003 Review of the BES 

The latest figures for investment raised under the BES and the cost of tax relief to the Exchequer on that investment under the BES are as follows:

	Year
	Investment Raised
	Exchequer Cost



	1997/1998
	€117.7 m 
	€56.5 m

	1998/1999
	€68.3 m
	€31.5 m



	1999/2000
	€65.5 m
	€30.2 m



	2000/2001
	€36.8 m
	€16.8 m



	2001 (short tax year)
	€34.2 m
	€15.1 m

	2002
	€48.7 m 
	€20.7 m


The aggregate company limit company was increased in Finance Act 2002 from £250,000 to €750,000. From the above cost figures, it is probably a little early to determine the effect of that increase. 

The following table shows BES investment by size and sector for the period 2000/01 to 2002.

	Amount Approved (€)
	No of Approvals
	% Total
	Value of Investment (€m)
	% Total

	0 – 50,000
	318
	37.0%
	7.1
	  5.9%

	50,001 - 100,000
	193
	22.5%
	13.8
	11.5%

	100,001 - 200,000
	135
	15.7%
	19.3
	16.1%

	200,001 - 250,000
	20
	2.3%
	4.5
	  3.8%

	250,000 - 500,000
	169
	19.7%
	53.4
	44.6%

	500,001 - 999,999

	14
	1.6%
	9.7
	  8.1%

	1000000 – 1,270,000
	10
	1.2%
	11.9
	  9.9%

	Total
	859
	
	119.7
	


The BES Investments for the period 2000/01 to 2002 were in the following sectors:

	Manufacturing
	504
	58.7%
	75.5
	63.1%

	Tourism
	90
	10.5%
	13.1
	10.9%

	International Services
	248
	28.9%
	29.9
	25%

	Other
	17
	2%
	1.2
	1%

	Total
	859
	
	119.7
	


For the period 2000/2001 to 2002, manufacturing activities (58.67%) make up the largest number of projects, followed by international services (28.87%) and tourism (10.48%). This compares with the 2001 Review of the BES, which found that for the period 1997/1998 to 2000/2001 manufacturing activities accounted for 67.8% of investments, international services 15.3% and tourism 13.9%.  

The statistics in the tables below show that although there was no significant increase in 2002 in the number of approved investments compared to the number (if proportionally adjusted) approved in the short tax year 2001, the number of investors in 2002 decreased slightly compared to the number (again adjusted) of investors in 2001. It is not entirely clear why the number of investors decreased in 2002 but it is likely that some investors are unwilling to invest in BES schemes until the economy improves.

	Tax Year
	Total Amt Approved (€)
	Total Tax Refund (€)
	No. of Approved Investments
	No of Investors

	2000/01
	36,836,931
	16,833,471
	270
	2,094

	2001 

(short tax year)
	34,207,994
	15,132,290
	246
	2,015

	2002
	48,754,135
	20,699,193
	343
	2,483

	Total
	119,799,060
	52,664,954
	859
	6,592


Although the number of BES investors decreased proportionally in 2002, the total amount invested in BES schemes increased in 2002 compared to the amount invested in 2001. This would suggest that for the purposes of qualifying for relief under the BES, those investing in schemes are investing a greater amount than in previous years and many are probably investing right up to the annual maximum investor limit of €31,750.

Review of the Seed Capital Scheme

The latest statistics available on the cost of the SCS to the Exchequer are as follows:  

	Tax Year
	Total Investors
	Total Invested Amt  €
	Total Tax Refunded €
	Total Companies

	1997/98
	85
	3,877,150
	1,425,296
	65

	1998/99
	100
	4,880,405
	2,008,831
	70

	1999/00
	54
	2,506,384
	1,082,002
	40

	2000/01
	47
	2,456,675
	1,005,125
	38

	2001
	46
	2,836,682
	1,171,090
	34

	2002
	72
	3,394,712
	1,418,803
	44


	2003 

up to 30/6/03
	38
	2,288,228
	796,074
	27


In 1999, D/E,T&E undertook a review of the SCS. The review took the form of a survey of the businesses that had benefited from the scheme. A paper was submitted to the Tax Strategy Group that year (TSG 99/53). 

The main conclusions drawn from the 1999 review were:   

· The SCS was a well focused tax incentive in that it provided Exchequer support at the very earliest stage in project development to individuals who wish to establish their own business enterprise.

· The scheme had been clearly successful in (a) helping to generate employment, (b) assisting successful business ideas to get off the ground, which might not have succeeded in the absence of this scheme.

· The scheme was cost effective from the Exchequer’s point of view. For a small outlay on a per annum basis the Exchequer was making an important contribution in assisting in the start up of many new business operations (a large proportion of them hi-tech operations).

· One of the principal reasons why this scheme had been successful is that the modest amount of funding provided through up to five years income tax rebate facilitates leveraging of additional funding from established financial institutions.

· The support under this scheme has been particularly relevant for indigenous start up businesses, commencing operations in the software and telecommunications areas.

· It was important that this scheme should continue for the future, as it was clearly a significant factor in assisting the start up of business ideas with potential, particularly in the hi-tech field, many of which would have severe difficulty in becoming established without the support from the scheme.

While a similar survey of businesses benefiting from the SCS has not been carried out since 1999, it seems reasonable to assume that the conclusions drawn from the 1999 survey remain valid.    

The SCS investments from 2000/2001 to 2002 were in the following sectors:   

	Tax Year
	Total Investors
	Mfg.
	Service
	IFSC
	Tourism
	Mushroom Cultivation
	R&D

	2000-2001
	47
	24
	12
	3
	5
	3
	0

	2001
	46
	27
	17
	2
	0
	0
	0

	2002
	72
	34
	29
	6
	3
	0
	0

	Total
	165
	85
	58
	11
	8
	3
	0


The tax refunds under the scheme were in respect of SCS projects certified by the following agencies:     

	Auth Body
	2000/01

€
	2001

€
	2002

€

	Bord Fáilte
	101,773
	0
	43,401

	County Enterprise Board
	385,682
	450,553
	509,819

	Dept of Agriculture
	70,431
	0
	0

	Forbairt
	340,689
	572,250
	429,120

	Other
	59,728
	122,015
	374,645

	SFAD Co
	46,827
	26,270
	61,816

	TOTAL
	1,005,130
	1,171,088
	1,418,801


The Business Case for Extending the BES and SCS 

The 2002 Equity Capital Survey

The 2002 Equity Capital Survey carried out by the Department of Enterprise, Trade & Employment, December 2002, highlighted the fact that SMEs consider the raising of equity difficult. Start-ups are perceived as being unattractive to investors, high risk and unable to provide the necessary collateral.  Small companies are still finding it difficult to attract equity funding particularly for amounts less than €250,000.

This study surveyed a sample of indigenous companies to gain information about use of the BES and other sources of equity. It concluded that:

· 98% of the respondent companies who have 50 or fewer employees found raising equity difficult; 

· Half of the 981 companies surveyed have an equity requirement either now or in the next 3 years; 

· 64% of these require less than €750,000 with 28% requiring less than €250,000;

The survey shows that a market failure continues to persist in the provision of early stage risk capital to SME's. 

A Market Gap identified for Indigenous Industry

The following research also supports the view that a market gap exists in the economy, and therefore it is essential that we maintain our tax incentive schemes, which support the provision of risk capital to new start up indigenous companies.

InterTradeIreland Seedcorn Funding Report

The size of this equity gap was re-iterated in the InterTradeIreland Seedcorn Funding Report, PWC August 2002.  It identified an equity gap in both Northern Ireland and the Republic of Ireland in the start-up phase within the €50,000 - €250,000 range.  The British Venture Capital Association suggested that investment returns from early stage projects, are much weaker than returns from the later stage investments, both in the immediate and long-term.
 

The Global Entrepreneurship Monitor (GEM) 2002 The Irish Report

Nearly all the Irish experts and entrepreneurs interviewed in 2002, as part of the GEM research, spoke of the current difficulties that new and growing ventures are encountering in obtaining adequate funding, particularly at the early stages. In the words of one of the interviewees, "there is a definite shortage of funding at the start-up for new enterprises.  There is the availability of VC funding further down the line, but the gap exists in the early stages.  Sometimes BES money comes into play, but a definite gap still remains".  All agreed that seed capital is critical to a fledgling company and many felt that the problem was becoming more acute in recent months.3
Entrepreneurship in Ireland Report 2002, Goodbody Economic Consultants

According to the study on "Entrepreneurship in Ireland" by Goodbody Economic Consultants, "the lack of initial small amounts of capital funding is seen as a real constraint on new start ups being established on a firm foundation".4  The study highlights that a funding gap exists, and in the current economic downturn it is imperative that the current fiscal measures continue to support a strong indigenous SME base, with significant employment potential.   

Partnership Programme for Government 2003 – 2005

One of the goals of the Government, as stated in the Partnership Programme 2003 – 2005 is that it…"recognises the central role that small business plays in the future growth of our enterprise base.  We will work to ensure that the conditions for small business and entrepreneurship remain competitive and the stimulation of small business creation will remain a central feature of our enterprise policy".  The BES and SCS schemes are necessary if we want to stimulate the creation of indigenous industry.

The Software Sector

One particular sector that has been prominent in the number of start-ups each year is the software sector. Venture capital remained an important source of funding for approximately half of the start-ups in this sector over the past two years.

As can be seen in the chart below, there is an overall continual need for state intervention at the start-up stage of business development, both by way of exchequer funding for venture capital and tax incentive schemes such as the BES and the Seed Capital scheme. 


[image: image1]
According to the recent HotOrigin Consulting report on the indigenous software sector, the “BES provided a vital lifeline to a number of companies in the difficult trading environment of 2002, almost a third of those who raised funds, raised BES funding, while 15% used the Seed Capital Scheme”.5
Seed Capital Scheme Analysis

Analysis of the latest information on certification for the Seed Capital scheme6 would suggest that 51% of total investors that claimed relief were certified by County/City Enterprise boards, 33% were certified by EI and the remaining 16% of investors were certified by Bord Fáilte, Department of Agriculture, Shannon and Udarás. 

The following chart outlines the details:


[image: image2]
In 1998/99, 60% of all claims for Seed Capital relief were from EI clients. EI’s share fell to a third in the following two years. This decline is thought to reflect economic prosperity during this time, where other sources of finance were readily available. In the most recent years, the EI client share is growing again, due to the current uncertain economic climate which has led to redundancies in larger indigenous corporations and MNCs. 

To help broaden awareness of the BES and Seed Capital schemes, last year EI, in conjunction with the Revenue Commissioners’, undertook road shows to help convey the benefit of the scheme. For the first quarter of 2003, 16 certifications for the Seed Capital Scheme have been issued by EI. This amounts to nearly three-quarters of the total certifications issued by EI for the Seed Capital Scheme in the previous year.

Key Findings From Consultations

Enterprise Ireland 

EI has identified a significant cut back in alternative sources of funding, particularly for software companies over the last two years. In 2002, 213 business proposals were submitted to EI’s Software & ITS Division, all of which were having difficulty in securing early stage funding from the private sector. 

The latest Irish Venture Capital Association Report 2001 shows the number of companies in the seed funding stage in which the association members invested falling from 31 companies in 1999, to 30 in 2000 to 3 in 2001.  The focus of the majority of venture capitalists, not just in Ireland but also across Europe and the US has been on their existing portfolios of companies and not on new investments. This has forced new start-ups to increasingly rely on friends, family and private investors to fund the very early phase of development 

EI’s target market for High Potential Start Ups (HPSUs) is executives that have been made redundant from multinationals and larger Irish-owned businesses that may set up their own businesses. 

The investor’s limit of €31,750 pa is considered a drawback of the scheme in attracting highly skilled people to start up HPSUs – mainly because in the Software sector, for example, many of the highly skilled people that have been made redundant recently (the people that have the potential for starting up their own company) command salaries many multiplies of the €31,750pa limit. Also this limit in ‘real’ terms is falling each year, as it is not indexed. A doubling of the personal limit to €63,500 is suggested.

This can be supported in two ways: namely that price inflation will have led to a doubling of prices between 1984, the year of introduction of the BES, and 20067. With regard to wage inflation, since 1993 when the SCS was introduced, nominal wages will have more than doubled on average by 20068. 

33 new start-ups are envisaged in the Software & Internationally Traded Services sector in 2003. For many of these start-ups, 50%-60% of funding/equity will be sourced by EI, and the remaining finance from the BES and/or SCS. In certain start-ups, both the BES & the Seed Capital scheme have been used concurrently, where promoters with 15% shareholding use the Seed Capital scheme and minority investors used the BES.

EI believe that awareness of the Seed Capital scheme by entrepreneurs is low and is not particularly well-known and recommended by advisers. Its usage would appear to have increased in the last 12 months partly due to its promotion by EI in conjunction with the Revenue Commissioners. 

The Irish Software Association

The ISA, in its 2003 budget submission strongly expressed its members’ reliance on the BES and SCS.  It considered the schemes essential for the survival and growth of start-ups, and for innovation into the future. It is seeking an extension to the scheme also on the basis that venture capital spending fell in Ireland, between 2000 and 2001, by 40%.9 

ICT Ireland

Some of these concerns are also reiterated by ICT Ireland, the IBEC body representing the Information & Communications Technology sector in Ireland. They expressed the view that the BES/SCS should be extended beyond December 2003 as the schemes act as a significant support of finance to indigenous start-ups and companies wishing to expand into new areas. Their view is that the schemes have been very successful in attracting private capital into new and growing businesses and typically complement Ireland’s growing venture capital funding.10 
IDA Ireland

IDA Ireland is involved in the certification of activities which involve the construction and leasing of advance factories. They recommend an extension of the BES in this regard for a further three years and maintaining the maximum investment in any one company for this activity at its current level of €1.27m. 

Conclusion

From all of the research and issues addressed in this document it is clear that there is a shortage of finance in the pre and early start up of new enterprises.  It is considered important that State support should continue be given to entrepreneurs to encourage them to establish their own business, as such firms are an important source of jobs, competitiveness and growth.
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Source of Funding for 166 Software Companies which raised finance during 2001 & 2002 
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� Advance factories can raise up to €1.27m  


� InterTradeIreland Seedcorn Funding report-August 2002.


3 How Entrepreneurial is Ireland? The Global Entrepreneurship Monitor (GEM) 2002 The Irish Report


4 Entrepreneurship in Ireland Report 2002, Goodbody Economic Consultants





5  HotOrigin Consulting "Irelands Software Cluster 2003 – Winning Sales-Lessons from the Frontline"


6 Data from Revenue Commissioners 


7 CPI data, supplemented by European Commission projections for 2003, 2004, and estimates for 2005, 2006 of 3.5% pa, give a total increase in consumer prices from 1984 to 2006 of 102%. 





8 ESRI data for wage inflation, including benchmark forecasts for years 2001-2006, from the Medium Term Review, suggest an increase in nominal wages of 117% between 1993 and 2006. 


9 Irish Venture Capital Association Report on Venture Capital Activity, 2001.


10 ICT Ireland Budget Submission 2003
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