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SECTION 1
INTRODUCTION!

1.1 In its review of industrial policies the Council stated that industrial
policy should focus on promoting the development of businesses which
would have the capacity to survive and grow in internationally com-
petitive markets. At that time (1982) it was stated:

“Achievement of this objective will require a more selective indus-
trial policy in which priority would be given to the development
of internationally trading indigenous industry and foreign com-
panies incorporating certain desirable characteristics’’.

The lack of a strong indigenous internationally trading industrial base
was seen to reflect a variety of factors, including historical development,
the level of marketing effort, product development, quality of manage-
ment and financial structure.

1.2 In the course of its review of industrial policies the Council had
intended to consider the role and contribution of the financial system
to industrial development. As circumstances did not allow this to happen
at that time, the present study was undertaken after completion of the
main review. The Council decided to undertake this study in the belief
that the operation of the financial system would be a key factor in
future industrial development. It was anticipated that there would be
an increased need for high risk capital, long-term funding instruments

and a greater technical expertise applied to the decisions of lending and
~investing institutions. It was noted also, that significant changes were
taking place in the financial system, eg., the establishment of venture
capital institutions, the growth in the importance of long-term savings
institutions,

1.3 The project was undertaken with the following terms of reference:
“To examine the role of the financial system in financing the

‘Following discussions by the Economic Policy Comwnittes and by the Council these
comments were drafted by Paul Turpin, Secretary to the Council.



traded sectors. To study the financing needs of traded sector
businesses and the ways these needs are met. To make recom-
mendations on ways the banks, insurance companies, pension
funds and other financial institutions could make a greater con-
tribution to the development of these businesses’’.

In addition, a list of issues to be addressed was drawn up under three
main headings: the financing needs of industry; the current policies of
financial institutions; and policy options (Appendix A).

Method of Approach

1.4 The project was done in two stages. The first stage involved the
commissioning of five members of the Faculty of Commerce in Univer-
sity College Dublin, led by Dr Frank Roche, with Professor Michael
Walsh, Mr Patrick Dowling, Dr John Murray and Mr Tony Hourihan, to
prepare a background study on the terms of reference. A steering group,
chaired by Mr Liam Connellan with members drawn from the NESC,
financial institutions, Government Departments and agencies was set
up to monitor the consuitants’ study. The membership of the steering
group is attached as Appendix B.

1.5 The consultants met regularly with the steering group and presented
a first draft of their report to the Group in October 1983. The report
was subsequently revised after discussions with the Steering Group and,
subsequently, the Council’s Economic Policy Committee. It is based on
the data collected during July and August 1983. The final revisions
were completed in March 1984. The report is attached as Part || below.
The Council and the Steering Group believe that the report contains
valuable information and that it should be published. The views expressed
in the report, however, are the personal responsibility of the authors.

1.6 The second stage of the project was the preparation of the Council’s
own comments on the subject area. These views are set out in the
following paragraphs. They include consideration of events which took
place after the consultants completed their main analysis, in particular
the introduction of a tax incentive for long term investments in industry
and the curtailment of “bondwashing’’.

1.7 The Council comments are structured around the three main aspects
of the financing of industry, Section 2 looks at the financial perfor-
mance and structure of Irish industry, seeking to identify where gaps
arise in the availability of finance. Section 3 comments on the financial
system, looking at the cost of finance, the availability of types of
finance and the relationship between the financial system and industry,

Section 4 comments on the role of the State. The State is the dominant
supplier of risk capital to the traded sectors. It has a major influence on
the pattern of investment flows through the financial system. This
section also includes a discussion of tax incentives for investment in
long-term risk capital.

1.8 Finally, the Council's general conclusions and recommendations
are presented in Section 5.

Y



SECTION 2
THE FINANCIAL STRUCTURE OF IRISH INDUSTRY

2.1 The ability of firms to maintain and expand output and employ-
ment will depend on their financial health and their capacity to identify
investment opportunities. This will be the context in which they will
consider. the risk/reward profile of an investment and whether new
investment could be profitably undertaken.

The Role of Profits

22 In their report the consultants state that foreign firms in Ireland
have earned a satisfactory level of profits. Indigenous manufacturing
companies, in contrast, have had inadequate profits and suffer from a
lack of equity investment. The central theme of the consultants’
recommendations is the desirability of increasing the flow of equity
into manufacturing industry. They caution, however, that any sustained
increase in equity investment would require an improvement in the
current low levels of profitability of indigenous industry.

2.3 While there will be varied opinions on what constitutes an appropri-
ate level of profitability, it is possible to state a number of basic criteria
for the assessment of profit adequacy. First, an investment will not take
place unless the expected return is greater than the cost of funds to the
promoter. Second, an investment will not take place if more attractive
alternative opportunities exist for the promoter's funds. Third, the
expected level of return must rise with higher levels of risk. In con-
sidering investment in traded sector projects this requires, asa minimum,

The Measurement of Profits

2.4 There are serious data problems with the measurement of pro-
fitability. Aggregate measures of profitability also tend to conceal the
wide variations between different economic sectors and types of firms
(within manufacturing industry). Data from the US Department of

6

Commerce shows that US firms, the main source of overseas investment,
have achieved average rates of return of around 30% from their invest-
ments in Ireland. There are two main reasons why the profits of foreign
subsidiaries are likely to be higher than the average return on indigenous
manufacturing investment. First, the full costs associated with the
development of products and markets are not usually incurred in freland.
The low rate of tax on manufacturing industry will also act as an incen-
tive to use intra-firm transfer prices with a view to maximising the profits
accruing to the subsidiaries located in Ireland_ Secondly, the foreign firms

product and market development and are very small by international
standards.

2.5 There are two important recent sources of information on the
profitability of indigenous industry: the Financial Executives Associ-
ation Survey (FEA, 1983) of public companies and the consultants’
own sample survey of the financial performance of companies in 1978

2.7 The consultants conclude from their review of company financial
performance that manufacturing industry has had difficulty in attract-

-



Table 1

Financis! performancs of public oomp-nios‘a)

1973} 1978 1880 1982
Profit before tax
as % of sales 7.9 6.1 44 29
as % return on total asets 106 9.6 44 4.4
Retums on equity 222 19.2 129 88
Leverage
Total debt to total assets % 52.3 50.2 49.4 49.6
Interest cover (Times) 6.1 64 - 3.4 28

Notes: {a) Tha results are based on s survey of the snnual accounts of 41 listed non-financial
companies,
(b} The results are for the year ending on 31 January of the succeeding years_ ie.
for 1982 it is the twelve months to 31 January 1983,
Source: Tenth Annual Report of the Financial Exsecutives Association, 1983.

ing equity funds due to its low level of profitability and the high retums
which could be earned on alternative low risk investments. They believe
that the higher returns available from alternative investments result
largely from tax biases.

Financing Investments-

2.8 There are four main types of finance which are used to finance
industrial investment: internal funds, borrowings, State grants and
equity participation. The level of internal funds available for investment
will reflect the profit experience of the firm, the tax regime and its
dividend policies. The level of borrowing will depend on the rate of
interest charged, the capacity of the firm to service debt and the other
criteria operated by the lending institutions. The information gathered
in the consultants’ survey suggests that the key consideration of lend-

ing institutions is the ability of borrowers to offer security against
loans.

2.9 From the two main sources of investment by third parties — State
grants and equity participation — clearly grants, which are virtually a
free equity injection are the most attractive of all forms of finance and
will be sought to the maximum available. Private equity participation,
however, involves a wider sharing of the control and profits of a firm,
Bath forms of finance are appropriate to higher risk investments. The
consultants’ report shows that high levels of debt financing result in

8

an excessive financial burden on many traded sector ventures, ! Typically
new start-ups experience negative cash flows during their first three to
five years. As a consequence significant debt financing with the need to
service regular interest payments is inappropriate to new high risk
ventures. The extent of the debt burden and, as a result, the lack of
capacity to service borrowing for new investment is highlighted by
calculating the interest cover of the firms covered in the survey, which
had fallen to an average of 1.7 in 1982.

2.10 The consultants, on the basis of their survey and interviews, did
not identify a general lack of finance for the traded sectors. They
believed, however, that there was a shortage of two types of funding
in the financial structure of firms, i.e., equity and long-term debt.2
In summary, firms were found to be overly dependent on debt and
inappropriately structured to invest in new ventures.

2.11 A lack of private equity investment is vividly illustrated in the
case of the newventuresin the IDA Enterprise Development Programme.
Table 2 shows the typical financing profile of these firms. Private equity
on average accounts for only 12% of finance while total borrowing, on
which interest payments and capital repayments have to be met, is
unrealistically high, at 56%, for ventures which will in their start-up
years have to invest heavily in new product development. The remainder
of the finance (32%) is provided by the IDA in the form of grants.
However, the IDA also guarantees half of the borrowing with the result
that the State’s exposure amounts to 60%. On reviewing these figures,

the consultants state that the EDP projects had a totally inappropriate
financial structure.3

2,12 The consultants suggest a number of reasons for the general lack
of equity investment. They believe that more attractive risk /reward
opportunities are available to private investors outside of manufacturing

| industry. A further obstacle to increased equity investment is the

‘ln looking st tha financing of investment in manufacturing,. s distinction must be drawn
between indigenous and foreign-owned companies. Whils forsign firms will utilise grant aid,
tax-based and other form of lending to eassist in financing their investments_ their level of
protits together with the funds sveilsble to their parent companies. make it possible for them

to maintain strong finsncial structures without recourss to third party equity participation in
Ireland.

2 .
The long-term fixed rate finance provided through the arrangements between the Ei8
and the ICC is 8 notable axception to the genersl position.

3Tho Managing Director of the IDA has stated that in view of the recent “tax incentive
t0 encourage venture capital” the Authority will be reviewing the possible reduction in 1DA
Oxl?ouuo in order to encourage 8 greater degree of private equity participation (Address to
Leinster Society of Chartered Accountants 5 April 1984).



Tabie 2

The financing profile of small firms

10A programme classificstion
Source of finance Enterprise d;vﬂopmcm Small u’u‘dumm

Promoter’s equity 12 25
Borrowing

— |DA guaranteed 28 _

— Other 28 39
Gflﬂtt 32 16
Total 100 100

Source: IDA Annual Report, 1982.

reluctance of many promoters’to sell part of their enterprises to outside
investors. This reluctance may be encouraged where there is a ready
availability of bank finance and grant-aid. Finally, the consultants state
that the quality of financial management is a contributing factor to
poor financial structures with many small firms seriously lacking in
financial expertise. Management quality was the main factor contribut-
ing to the varying performance of firms within sectors.

Council Comment

2.13 The Council agrees with the consultants that there is a shortage of
equity investment in indigenous industry. It also agrees that more
attractive risk/reward ratios for investment in traded sector businesses
would be likely to result in increased private equity investment. The
Council considers the merits of the consultants’ recommendations to
improve the flow of equity investment to traded sector firms through
changes in tax incentives for investment in Section 4, below.

2.14 The Council agrees that, as a first step, it is desirable not to
discriminate against investment in traded sector firms through the
tax system. There are two waysof removing discrimination: (i) removing
the reliefs from the presently favoured areas; or (ii) providing similar
reliefs for investment in traded sector businesses. The Council believes
that, given the difficulties arising from an already narrow tax base, the
former approach is in general more desirable although individual cases
may give rise to particular circumstances. The question of providing
positive discrimination in favour of investment in traded sector firms
in the context of the present tax system is discussed in Section 4.

2.15 Outside equity participation is seen by many entrepreneurs as the
least desirable form of finance. It would be inappropriate, however, for

r' .

the State to compensate for unnecessarily low levels of equity through
increased grant aid, loan guarantees, etc. There are also likely to be
many positive aspects to third party investments as they will often bring
with them complementary management skills and an increased commit-
ment to expanding the firm’s output and markets, The Council believes
that, in general, where State aid is offered, it should be accompanied
by an equal or greater amount of private equity investment.

2.16 The policies and attitudes of the financial institutions and of the
owners of traded sector firms also have an important impact the
flow of investment. The role of the financial institutions as equity
investors is discussed in Section 3.

-



SECTION 3
THE FINANCIAL SYSTEM

3.1 A key question to be asked regarding the financial system is whether
it could be expected to promote higher levels of industrial investment,
The answer to this question requires examination of the internal effici-
ency of the financial system and the impact of changes in the external
environment within which the system operates. The latter aspect
potentially raises issues across the whole width of the business environ-
ment. For this reason, the Council in its discussion considered and
proposed only those policy options which would have a major impact
on the role played by the financial system in the development of the
traded sectors in industry. In addition, the discussion did not go back over
areas of industrial policy which the Council had addressed previously,

Cost of Finance

3.2 There are two aspects of the financial system’s involvement in
industrial investment which should be considered: the potential for
reducing the cost of finance to industry and the nature of the relation-
ship between financial institutions and industry. The main factors
influencing the cost of finance will be outside the control of the financial
institutions. The most important constituent in the level of interest
rates charged on loans by financial institutions is the cost of borrowing
funds to the institutions. The bank's margin will represent a smaller
part of the total interest rate.' The impact of improvements in the
efficiency of the system on the cost of funds will be limited, however,
to reductions in the size of this margin.

3.3 The tax system also has an important influence on the cost of
finance. Interest charges on corporate borrowings are allowable against
tax. In recent years the very low corporate tax liabilities of many firms
has been accompanied by the growth in tax based lending. In this way
allowances which could not be availed of by firms have been passed to

‘lt is not passible to give an exact figure for the margin between the average cost of funds
to a bank and the rate of interest charged to borrowers. On the one hand s significant amount
of funds controlled by retail banks will be in non interest bearing current accounts. On the other
hand banks will be dependent on interbank market for funds to varying degrees.

the banks. The banks in turn have passed benefits back in lower charges
for funds.?

Relationship with Industry :

3.4 As well as being influenced by the cost and availability of different
types of funding, the relationship with industry will also reflect the
capacity of both parties to understand and appraise in financial terms
the investment needs of traded sector ventures. The consultants found
that the appraisal of loan requests by lending institutions placed the
main emphasis on security rather than the expected cash flow from a
project. While the investment requirements for replacement will be
relatively straight-forward, the appraisal of investments connected
with new product development or market penetration are likely to
provoke differing responses from bankers.

The Financial Institutions: the Banks

3.5 The financial system can be seen as the means by which flows of
savings and investment are balanced between four sectors: the cor-
porate sector, the public sector, the personal sector and the overseas
sector. In lreland, the expenditure requirements of the corporate and

public sectors have required net borrowing from the personal sector
and from overseas.

3.6 The financial system consists of financial institutions and financial
mark.ets. The institutions include banks, life assurance companies
pension funds, building societies and hire-purchase finance companies.'
The banking sector is dominated by the four associated banks, whose
total assets are as large as the combined assets of the remaining licensed
and State-sponsored banks (Table 3). Over the last decade there has been
a marked growth in the importance of non-associated banks including

baqks which have specialised more in providing advances to manufac-
turing industry.

Council Comment

37 Frqm the perspective of the lending or investing institution the
emphasas on security may represent an explicit policy or a necessary

cntgnoq where th'e expertise for a more sophisticated appraisal of the
Project is not available to the institution. The consultants state: ““The
more a bank knows about a sector the less the risk associated with lend-

2 . ,
The Commission on Taxation (1982} steted — “the banks pass on simost sll of the

:"; savings arising from taxselated lending operations to borrowers” (p. 389). Notwithstanding
Sec" the Comm'isslon in its second report stated “that artificisl preference share financing and
tion 84 lending are expensive and highly inefficient forms of incentive’ {p. 105).

k. N
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Tabie 3

The relative size of Irish banks

No. of institutions Total assets within the State {1982)

e (1) As % of
Bank classification £m associated banks
Licenced private banks
Associated 4 6,482 100
Merchant 7 1,784 275
North American 5 893 138
Industrial 11 1,317 203
Other 18 986 15.2
State-sponsored banks
Savings 5
Deveiopment and rescue 3 1,060 164
Nate: (1} Bank classification is taken from Central Bank list of financial institutions,

Saurces: Central Bank Annual Report, Statistical Appendix, Part Il Spring 1983. Annual
Reports of State-sponsored Banks.

ing to individual business within that sector and the less the bank must
emphasise security”. It would follow that there is likely to be a shortage
of funds for investment and lending in new ventures if the main emphasis
of lending institutions to financing requests is placed on past perfor-
mance and asset backing.

Regulation of the Banks: the Bank Cartel

3.8 In their report the consultants recommend the dismantling of the
bank cartel with the objective of improving the service offered by the
banks. They believe that the cartel restricts the development of a more
competitive financial system which would result in improvements being
passed on to the banks’ customers.

Council Comment

3.9 The bank cartel arrangements apply to the four Associated Banks
only and have involved the maintenance by them of common arrange-
ments govemning interest rates, bank charges for specific services and
working hours. These arrangements have been subject to Central Bank
regulation, the need for which in the public interest was particularly
evident when the Associated Banks were faced with less competition
from other financial institutions. The Council is aware that, in the
interest of competition, the Central Bank has for some time been
favourably disposed towards dismantling the cartel arrangements in a
manner consistent with the continued maintenance of confidence in
irish banks. The Council notes that the Bank has, in fact, already

r—'.

initiated action in this respect, in the area of charges for bank services,
and is currently considering proposals for more flexible methods of
deciding on the timing and extent of changes in Associated Banks’
interest rates.

3.10 The Council would endorse the consultants’ view that the dis-
mantling of the cartel, or common arrangements, would not significantly
affect the overall level of interest rates in the economy. These are
determined by developments on external financial markets and domestic
macroeconomic forces and conditions, particularly the former. The
Council also notes the consultants’ view that decartelisation is unlikely
to lead to any significantly greater volume of credit being available for
lending in total or to specific sectors. It is not clear to the Council in
these circumstances how decartelisation would specifically benefit the
financing of traded-sector businesses. Nevertheless the Council is sym-
pathetic, in principle, to the idea of decartelisation in the interest of
promoting more effective competition in banking generally.

Extension of Area of Central Bank Regulation

3.11 The consultants also recommend the placing of all deposit-taking
financial institutions under the regulation of a single authority which,
they suggest, should be the Central Bank. This recommendation is made
in the interest of promoting more competition between financial
institutions and of mitigating (the mainly fiscal) distortions which
adversely affect the risk/reward ratio as far as equity investment is
concerned. However, the consultants themselves recognise that the
regulation of all deposit-taking institutions by the Central Bank would

not, of itself, necessarily increase the sources of funds for investment
in industry.

Council Comment

3.1? IQ thf: Cpuncil’s view, it is not clear that subjecting all deposit-
taking institutions to a common regulatory authority would necessarily
!ead to removql angi/or avoidance of distortions, which the consultants
identify as primarily fiscal. Consequently, the benefits which might

accrue .to the traded sectors from such action would require to be more
clearly identified.

3.13 As part of this recommendation, the consultants have recom-
mended t.hat ‘offshore’ banks who lend into Ireland should be subject
to regulation by the Central Bank. The consultants have recognised that
at present, non-resident banks lending into Ireland normally seek an'
exemption from the Moneylenders Acts for their activities, and domestic
borrowers from such non-resident banks are required to obtain exchange-
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3.19 In Ireland there are now several private companies providing ven-
ture and development capital. The main investors in these companies
are pension funds and other financial institutions. None of the com-
panies solicit funds directly from individual investors.

Council Comment

3.20 The growth in assets controlled by the pension and insurance
funds has been one of the most important developments in the financial
system over the last twenty years. The consultants’ recommendation
that members of funds should receive more information on investment
decisions merits consideration by the appropriate parties. The specific
recommendation to invest in the IDA property portfolio raises two
wider issues. Firstly, the costs and benefits to the State would require
careful examination. The current market for industrial property could
make it difficult to sell large amounts of | DA properties.

3.21 A second consideration is the extent to which the investment
policies of the institutions can be integrated more closely with the
objectives of industrial policy. In considering the apparent mismatch
between the funds available and the lack of investment in industry
consideration must also be given to the rationale of pension funds and
the role of trustees. A trustee’s duty is to manage a scheme'’s assets
solely in the interests of its beneficiaries. Their primary objective is to
secure the maximum retum for their pensioners.

3.22 While the Council recommends a more active involvement in
industrial investment by the pension funds it recognises that, by inter-
national standards, the opportunities for this investment are still very
limited. The case in favour of a more active direct involvement by the
funds in industrial investment is based on two of their main charac-
teristics: their large size and their long-term perspective. The size of
the funds means that their investment decisions will have a strategic
impact on firms. It also follows that their own performance will be
heavily dependent on the further development of industry. The long-
term investment requirements of the funds also corresponds with the
opportunities facing firms who must accept relatively long pay back
periods on investments designed to establish their products on inter-
national markets.

3.23 The Council believes there is a need to integrate more closely the
need for the long-term savings institutions to find investment outlets
and the objective of the Government to promote investment in traded
sector businesses. This would require an outline of the means by which
it was intended to finance Government borrowing in the medium
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term and the outlook for industrial investment as seen by the Govern-
ment. It would also require discussions between Government and the
relevant financial institutions on the role of the latter in the context of
actual and expected available resources. In this context it would be
appropriate to consider periodic consultations with the pension and
assurance industry by the Government.

The Financial Markets

3.24 The banks and other financial institutions are linked together and
with the sectors outside the financial system by a series of markets.
There are three main financial markets: the securities market, the
money market and the foreign exchange market. As this study is con-
cerned with the promotion of equity investment the main focus is on
the securities market, which includes company securities and Govern-
ment gilts, and is mainly located in the Stock Exchange.

3.25 Over the last decade activity on the Stock Exchange-Irish has
been marked by the decline in the importance of the private investor
and the dominance of the institutional investment funds. The main
trading in the market has been in Government gilts. In the first quarter
of 1983 the turnover in Government gilts was equal to 61% of the total
transactions and 99% of the total value.

;3.26 The consultants believe that the Irish Stock Exchange has been
lrreleve.mt as a source of capital for manufacturing industry. While
accepting that a number of reasons for this are outside the control of
_the Exchange, the consultants also state “‘the Exchange has not been
innovative in responding to the needs of Irish industry*’.

3.27 Th.ey believe there is a need to develop a sense of awareness of
t'he patlpular needs of the Irish industrial and investment community:
“There is now a tendency to abdicate responsibility to London‘’.
They recommend the establ ishment of a more autonomous Irish Stock
Exchange Council, representative of all spheres of investor interest.

3.28 In a submission (August 1983) to the then Minister for Industry
and Energy, the Committee of the Irish Stock Exchange state:

“T hg number of companies on the Irish Stock Exchange has been
declining steadily during the last ten years. . . . This decline is not
a measure of failure by the Irish Stock Exchange, but is the result
of the recession, the impact on companies of political policies in
regard to competition and the removal of protections, and taxa-
tion aspects. . . . The Irish Stock Exchange, through its links with
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the Stock Exchange in London, is an integral part of the most
respected and regulated Stock Exchange in the world."”

Council Comment s alh

3.29 The Council agrees that many'647tHe reasons for the peripheral
role of the Stock Exchange in the ‘@évélbpment of traded sector busi-
nesses are outside the influence of the'Stock Exchange. The small size
of the market, with 6 companies accounfing for around 65% of the total
capitalisation of the 77 listed companies’in 1983, is a major constraint
to more active trading.’ A

3.30 The main areas where the Exchangecan influence its own effective-
ness are (a) in the efficiency of its own practices and (b), in its sensitivity
10 the needs of potential new entrants. On the former the Stock Exchange
has argued that flotation expenses on the Unlisted Securities Market
have not been high relative to the expenses associated with raising
capital elsewhere. In contrast, it has been argued by critics of the
Exchange that the lack of new flotations reflects the (perceived) dis-
advantages which include the costs associated with a listing and the
onerous requirements with regard to trading.

3.31 The sensitivity of the Stock Exchange to the particular needs of
new entrants is difficult to measure in the context of the generally
weak financial performance of Irish industry in recent years. It is
obvious that some of the publication requirements of a stock exchange
listing would have brought an additional transparency to the workings
of some private companies. The Exchange would also be expected to
grow in importance, in the future, witha strengthening of the industrial
base. The introduction of incentives for investment in equity would be

likely to increase pressures on enterprises to grow toa size suitable for
a stock exchange listing.

3.32 The Council believes that it would be desirable to take measures
to ally the Exchange more closely with the needs of industrial develop-
ment. It believes that there is scope for the Exchange to be more recep-
tive to the needs of Irish industry. It is clear that a combination of the

actual situation and how the Exchange is perceived by firms has con-

tributed to the peripheral nature of the Exchange’s role in industrial
development. The Council recommends the establishment of an advisory

7Them has also been a fall in the number of companies on the Exchange. Much of this
contraction in numbers of limited companies has been due to mergers and takeovers, which
normally have only a small effect on total market capitalisation,

20
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committee representative of the main interests, including the regulatory
bodies, the State’s industrial policy and financial agencies, the Stock
Exchange members and industry to make recommendations on the
future development of the Exchange as a source of new industrial
investment.
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SECTION4
THE ROLE OF THE STATE

4.1 The State plays a major role in the financing of traded sector ven-
tures through, (i) grant aid, tax concessions, subsidised loans, loan
guarantees and equity investments, (ii) influencing the general economic
environment and (iii} investments in state-sponsored firms in these
sectors. In 1982 it is estimated that the total of public expenditure on
industry, together with tax foregone from tax based lending and new
Joan advances to industry from state-sponsored financial institutions
amounted to a total funds flow of about £745 million (Tables 5 and 6).

4.2 Within the total expenditure on industry, the single most important
item of public expenditure has been the amount of IDA grants to
industry, equal to £141 million, in 1982. An important aspect of this
figure is the extent to which it is concentrated on new investment. In
that year, on the basis of planned industrial investment of £582 million,
the IDA made a commitment to provide £260 million in capital and
training grants, a figure equal to 45% of the total investment.

~
Provider of Risk Capital
4.3 Through its heavy grant commitment to new industry the State has
filled a role which would otherwise have been appropriate to equity
investment. The financing profile of small firms was shown in Table 1.
The need for a very heavy involvement by the State and the existence
of poor financial structure has already been referred to in the case of
the Enterprise Development Programme projects (Section 2). In that
programme, promoters’ equity accounted for an average of only 12%
of the total assets of these ventures.' The total debt is 56%. The con-
sultants, referring to the high level of debt, state:

“There is four times as much debt as equity in the EDP companies.
A more appropriate financial structure for these new ventures
would be to have four times as much equity as debt.*

‘The policy of the IDA towards promoters’ equily is Now being revised and a higher per-

centage of private investment will be required (see also footnote 3 1o Section 2).

Table 5

State funds for industry: public expenditure, 1982 (£m)

Current Capital Total
Development
(1) Industaial Development Authonity 24.45 2110 235.45
(2) SFADCo 7.7 2164 2882
{3) Udaras na Gaeltachia 3.16 15.4 18.56
(4) National Enterprise Agency 83 - .83
{5) National Development Corporation -
(6) Total 3561 248.04 283.7
Marketing
{7) Coras Trachtala 1347 - 1347
(8) Irish Goods Council .94 - 94
(9) CBF 169 - 1.59
{10) Total 16.0 - 16.0
Training
{(11) AnCO 77.57 1213 89.7
{12) CERT 267 - 267
{13) IMI (including ESF monies) 99 - 99
{(14) Youth Employment Agency -
{15) Enterprise Allowance -
{16) Total 81.23 1213 93.36
Research development of technical assistance
(17) URS 1194 2.09 14.04
{18) Kilkenny Design Workshop 264 2.64
{19) Insh Productivity Centre 62 62
{20) NBST 3.32 - 3.32
{21) National Micro-Electronics Facility 14 1.04 1.18
{22) Total 18 .66 3.13 218
Swate companies .
{23) (CSET, Irish Steel, Cemici Teo, NET) 1355 13.55
Other Departmentil expenditures
(24) Forestry — Grant to Chipboard Products .04 04
(25) Labour - Employment incentive Scheme 26 26
Industry, Trade, Commerce & Tourism
(26) — Export guarantes schems 1.03 1.03
(27) — Export credit 2.07 2.07
(28) — Shipbuilding subsidy 23 - .73
(29) Currency exchange losses (ICC) 14 1.4
(30) Total 6.43 144 7.87
TOTAL (6) + (10) + (16) + (22) + (23) + (30) 157.9 278.3 436.28

Nortes:
grammes”, Department of Finance, 1983.

Expenditure definitions are based on “Comprehensive public expenditure pro-



Table 6

State funds for industry : loan fi

and tax concessions, 1982

£m £m

Tax based lending (cost to Exchoquer)(”

Section 84/Prelerence 638:
Leasing 92
Total 155
Loan Finance — new advances
Industrial Credit Company 140
Foir Teoranta 14
Total . 154
TOTAL FUNDS FLOW TO INDUSTRY
Public expenditure 436
Tax based lending 155
Finance 154
Total 745
Notes: (1) The Expont Prolits Sates Reliel (EPTR) and the low (10%) corporation tax on

manulacturing industry are not included as they represent long-term policy
commitments, made in advance ol many start-up and investment decisions. The
national cost of the EPTR was estimated equal 1o £96m in 1982, while the
equivatent figure lor the 10% manufacturing tax was £17m and £39m in 1983.

(2} The tigure is inllated by the once-oft decision to bring lorward corparation tax
payments. Tax returns in 1982 were in ellect, lor an 18 month period. The
estimated ligure lor 1983 section 84 lending/prelerence share hinancing is £50m.
The tax lorgone through leasing by hinancial institutions is estimated to have
been £60m in that year.

incentives for Equity Investment

4 4 |n considering ways the financial system might promote investment
in industry, the State will have a key influence in determining the
attractiveness of alternative investment opportunities. The return on
Govemment gilts will often be a point of reference against which the

return and risk attaching to other investments will be measured. The

dominant role of gilts in the portfolios of investment funds was shown
in Table 4. in their report, the consultants state that over the last decade
there were, on average, higher after tax returns on investments outside
indigenous manufacturing industry. In their view, these higher retums
were due mainly to tax biases which favour investments in Government
gilts, property and insurance linked unit trusts. The overall result was
that the risk/reward ratios facing investors provided a bias against invest-
ing in the areas of greatest value to growth in output and employment.

4.5 The consultants recommend removal of certain incentives for

A

-

investment in non-manufacturing investments, viz, the tax exemption
of capital gains on Government gilts, the abolition of the special incen-
tive for new rented dwellings (‘‘Section 23") and the equal tax treat-
ment of interest paid by all deposit-taking institutions, They also
recommend the introduction of new tax incentives for investments in
new ventures.

4.6 The consultants also recommend a new incentive for equity invest-
ment:

“To encourage the flow of equity capital to manufacturng industry
tax write offs should be available for individual and corporate
investors who provide equity capital for industry. The degree of
income tax write off should decline from 100% in the case of seed
capital, to 75% for new venture enterprises to 50% for investment
in all other existing developing companies.”

The consultants indicated the following objectives for their proposal:
(a) the promotion of a wider involvement in industry; (b) recognition
of the different life cycle needs (i.e., seed, venture, development and
mature stages) of a company; (c) a resulting reduction in both grant
and debt levels.

Council Comment

4.7 Since the first draft of the consultants’ report, the Minister for
Finance has announced the Government's intention to curb ‘‘bond
washing’’ on gilts. The tax concessions on rental income have also been
restricted. The 1984 Finance Act contains details of a new incentive
for individuals to invest in manufacturing industry and in certain service
undertakings. In considering the merits of new incentives for invest-
ment in industry the Council believes that four main issues must be
taken into account:

(i) the use of tax incentives to promote investment in traded
sector businesses;

(ii) the nature of eligible businesses;

(iii) the form and amount of tax relief;

(iv) the cost to the exchequer.

These issues should be analysed in the context of the objective to bring
about higher levels of output and employment than would otherwise
exist through the most cost effective use of public funds. It would also
be desirable to promote closer ties between individual investors and
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industry. A note on tax incentives for the promotion of equity invest-
ment in some other countries is contained in Appendix C.

The Use of Tax Incentives

4.8 The importance and value of a new tax incentive for equity invest-
ment must be seen in the context of the current tax system which
combines a narrow base with high marginal rates. The Council has
stated previously its view that there is a need for reform of the tax
system. Should the tax system be reformed, for example, in accordance

with the recommendations from the Commission on Taxation, the case ;

for a particular tax incentive to encourage equity investment would be
much weaker, as the marginal rate of the tax paid by investors would be
lower. The Commission referring to the direct taxation system said
(July 1982): the extraordinary range of exemptions and deductions
from personal income for tax purposes which narrow the tax base and
result in higher tax rates should be abandoned. Only standard personal
allowances given in the form of tax credits should remain.’”” In its second
report, Direct Taxation: the role of incentives, the Commission noted
the proposal in the 1984 budget statement to introduce tax relief for
long-term risk-capital investment. The commission recommended:

It this proposal is implemented it is imperative that the relief be
tightly drawn to prevent tax avoidance. We also think that any
relief in this area should be temporary.”

The following discussion looks at the case for equity incentives in the
context of the existing pattern of taxation.

4.9 A tax incentive results in a loss of revenue to the State.? Its justi-
fication should, therefore, include evidence that it will yield a greater
social return than an equivalent amount of direct public expenditure.?
The presentation of such evidence presents difficulties of measurement
as tax concessions are more difficuit to control than direct budgetary
expenditures. In general the latter are more desirable on the criteria of
transparency, accountability and selectivity. The greater potential for
selectivity is important in two key areas. Firstly, in the area of industrial

zTho actual loss to the State is reduced to the extent that extra activity and revenues
ore genarated,

3In its review of industrial policies, the Council, in examining the cost-effectiveness of
grant aid to industry recommended consideration of part replacement of grant aid through
other financial instrumaents, e.g.. loan guarantees, reimbursable equity. While these forms of aid
are open to the main criticisrns of lack of transparency and accountability levelled at tax

incentives, they might also result in significant benefits if some public assistance to industry
was replaced by private investment.

promotion there are, even with existing policies, serious difficuities in
ensuring that the main focus of aids and concessions is in support of
firms in traded businesses. Secondly, tax concessions at an individual’s
marginal tax rate are regressive.

4.10 The Council believes that an incentive for private equity invest-
ment is desirable in current circumstances.” The Council believes that
the operation of the incentive scheme provided for in the 1984 Finance
Act should be reviewed after a year on the basis of its operation and in
accordance with certain princfples. in the first place, the Council
believes that any newly introduced incentives should seek to incorporate
the criteria of transparency, accountability and selectivity. Other
aspects of how an incentive might be designed are set out below.

Deciding The Eligibility of Business .
411 An objective of increasing investment in new manufacturing
enterprises would correspond with the most significant gap in the
financing of industry. A wider eligibility for similar incentives, to
include existing industry, could lead to a relative neglect of new ven-
wures. The Council believes there should be a bias in favour of new
ventures and expansions of existing firms.

4.12 The introduction of incentives which would apply only to new
manufacturing ventures would be unlikely to lead toa large increase in
investment in industry. It would not be expensive to the Exchequer,
either. For example, a doubling of the equity investment from private
sources in the IDA Enterprise Development Programme in 1982 would
have required less than £2m. The cost to the Exchequer, if any, would
depend on the rate of tax relief and any changes in the amounts of grant
aid and loan guarantees. If tax relief were given at the standard rate
(35%) the cost of the incentives to the Exchequer would be about
£0.7 million. The incentive could be fully financed by a corresponding
grant reduction equivalent to 13% of the total committed to the EDP.

413 The Council believes that it would be desirable to consider intro-
ducing tax incentives for a wider range of traded sector investments
than new manufacturing enterprises. A widening in the range of eligible
investment areas should involve lower levels of relief for investments
in established ventures than for investments in new ventures. The need
to introduce incentives for other than new ventures should be seen as a
temporary measure aimed at supporting the development of a seif-
sustaining industrial base. The introduction of a bias into the tax

*A note of reservation by the ICTU representatives is set out in Appendix D.
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system only tackles the symptoms of the more fundamental problem
of indigenous traded businesses, i.e., their low level of profitability.

4.14 The experience of other countries would suggest that there have
been major administrative difficulties in defining eligible investment
opportunities. This arises, in part, from the difficulty which has been
encountered in this country also, of controlling tax based incentives. In
Ireland, however, selectivity in favour of industry is already established
in two important areas: grant aid and the tax system. One definition of
eligibility for the purposes of the new incentives would be those firms
qualifying under the 10% rate of tax or the Export Profits Tax Relief.
A finer tuning would be desirable, however, to ensure funds flowed to
the traded sectors.

4.15 The Council notes the concern expressed by the consultants in
regard to the problem of co-operatives raising equity capital. Since
within the co-operative sector are some of the larger businesses within
the State, the Council agrees with this concern. The proposal for the
establishment of Royalty Type Bonds, could in the view of the Council,
be a useful tool in endeavouring to overcome this problem and the
Council believes that the co-operative movement should examine this
and other similar ideas as a matter of urgency.

Cost of New Incentives

4.16 Estimates of the likely cost of the new incentive can be made on
the basis of the likely value of investment opportunities or the supply
of funds. A rough estimate of the available opportunities can be cal-
culated for a hypothetical scheme which seeks to replace some of the
debt of small grant aided firms with private equity investment. The
calculations assume an objective of bringing current levels of equity
investment up to the present levels of grant aid through equity invest-
ment by third parties. The calculations in Table 7 would suggest total
investment opportunities, for third parties, of less than £11.5m in 1982
arising from project agreements with the State promotion agencies. 4
If tax relief at the standard rate were given for investments in the EDP
projects and new small firms {domestic and overseas), and at half that
rate for existing small firms, the total cost of the incentive to the
Exchequer would have been less than £4m. This assumes that the original
promoters’ equity would not be eligible for the tax relief. ‘

417 The amount of money which would be invested would depend on
the level and distribution of personal incomes and the attractiveriess of

This figure would have 10 be reduced to allow for: (i) actual sxpenditure in a vear is
gonerally lower than total commitments and {ii) restriction of the relief to traded business.

~ey
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Table 7
Privsts equity investment required to match State commitment to small industry investment
in 1982
(1) 2) (1)-(2)
Grant Promoters Additionasl matching
commitmamm equity requirements
£m £m fm
1.65' 275
Enterprise development 4.40 K X
Small Industries
IDA: —~ New domestic firms 10.2% 1.07
—~  Existing domestic firms 10.51 1.25
Shannon Development 470 324 )
Te
Al domestic small industries 2546 17.56 71.90
Total {including international
services and overseas smali 37.14‘3) 25.62 11.50
firms)

These commitments wil result in expenditure phased over a number of years,
Actual total IDA grant expenditure in 1982 was equal to 80% of total grant
commitments, ) )

(e} Estimated from financing profile of small industries given in Table 2.

Notes: (a)

the investment opportunities relative to other areas. A review of the
highest income earners (just over 3,000 persons had declared total
incomes over £30,000 in 1980-81) suggests that there would have to
be a very high participation from this group for the resulting investment
flows to be significant at a national level. A recent calculation of poten-
tial funds from this source, in the current year, suggests that total
investment of £5m would be a high target.5

4.18 Possible alternative investment opportunities are contributions to
life assurance funds. These funds, which allow one half of tqtal con-
tributions against tax, up to a ceiling of £2,000, attract contributions
from individuals at all income levels. In 1980-81 the total of the con-
tributions allowable against tax was equal to £25.6m, at a cost }o the
tax payer of £13m. In contrast to life assurance funds an equit.y invest-
ment incentive could offer an earlier realisation of returns, it would
not include a specific life assurance contribution in its total, it could
provide a higher ceiling on allowable deductions and a more favourable
tax allowance. For these reasons it may not be necessary to offer tax
relief at the highest rates in order to ensure an adequate flow of private
equity investment.

5McLou¢1lin, K., ‘‘Business Expansion Scheme — An Opportunity for Growth’, Invest-
ors in Industry, 1984,



4.19 The Council believes that in designing an equity incentive, priority
should be given to ensuring the direction of investment flows in response
to the new incentive. The amounts 2llowable for each individual is a
secondary consideration. Concerns “ding the inequitable impact of
the incentives should be met throu: the appropriate reallocation of
the Exchequer funds released by ¢ ronding savings in other areas,
(i) the restriction of the top rate u- =f to the standard tax rate and
(iii) ensuring that the small investor .. - avail of the incentive. The full
incentive should be limited to new traded enterprises, or new expan-
sions by enterprises of this nature, which have the support of the
State’s industrial promotion agencies. Full tax advantages should be
dependent on holding investments for five vears. The level of income
allowable against tax should be large enough to allow individual investors
to take a significant share in a firm's capital, say £25,000 per individual.

N

SECTION 5
CONCLUSIONS AND RECOMMENDATIONS

5.1 The Council’s decision to undertake a study of the relationship
between the financial system and the traded sectors represented a con-
tinuation of the Council’s previous discussions on policies for industrial
development. These discussions emphasised the objective of increasing
the output from internationally trading high value-added firms.! The
discussion, in this report, of policy options for the financial system-is
set in the context of the current macro-economic environment, includ-
ing a situation of severe pressure on public expenditure. The Council,
therefore, considers whether some alterations in the pattern of the
State’s intervention could lead to a greater share of investment being
financed from non-exchequer sources.

5.2 It is clear that changes in the role played by the financial system
as a source of external funds for industry would not be a sufficient
condition for the successful growth of a company. The conditions of
success represent a combination of good products, human resources
and costs. It is also necessary to look at the relationship between the
financial institutions and traded sector firms from the perspective of
both parties. The form of this relationship is heavily influenced by the
return on investment achieved by a firm. It is possible, however, that
variations in the policies of the financial institutions could make a sig-
nificant impact on the relative success or failure of a venture.

5.3 The Council believes there are grounds for questioning the nature

. of the present relationship which has seen a continuing growth in private

investment funds without a commensurate increase in private sector
investment in the traded sectors. The potential consequences of this
mismatch have been modified by increased private investment in
Govemment gilts and increased public expenditure on assisting private
firms, The scope for further growth in public expenditure in this area
is now severely curtailed. The need to address the mismatch, however,
is made more immediate by the requirement to increase the output of
an indigenous industrial base which is not now in a position to adequately

1 .
ReportNo. 66, Policies far Industrial Development: Conclusions and Recommendations.

~ .



fund this development, through either internally generated funds or the
main type of external finance available, i.e. short and medium term debt.

The Financial Institutions

5.4 The size of funds controlled by the financial institutions makes it
unrealistic to consider the financial system’s contribution to the develop-
ment of industry as merely a passive conduit of funds from other
sectors. The actions of banks and the long-term savings institutions have
important implications for the development of the economy and incor-
porate an ability to significantly affect that development. The Council
believes that the integral role of the institutions should be explicitly
recognised in national economic policy and that this is consistent with
the obligations on the trustees of funds to ensure the maximum benefits
to the contributors. It recommends that measures should be taken to
improve the awareness of the various parties to the needs of industrial
development, as an objective of common concern to all parties.

5.5 In general, there is not a shortage of debt finance for industry. in
many cases there has been an excessive reliance on this form of finance.
The weaknesses in the financing of industry relates, in part, to the
management of that finance by borrowers. In their survey the con-
sultants found that fifty per cent of the firms with less than 200
employees had no qualified financial personnel. Financial institutions
perceived bad general management as the key factor in the collapse of
firms.

5.6 The Council believes there is a need for an increased amount of
finance provided in a package which includes measures designed to
improve the standard of management. This is a role which has been
taken, in respect of new high technology ventures, by venture capitalists
in the US. Their role has been described as ‘‘a way in which new tech-
nology, entrepreneurial talent and management resources are sought
out and combined to exploit market opportunities’”.2

5.7 While there is a need to ensure that venture capital is developed
in lreland, the need to contribute to improved management raises
issues much wider than those faced by new start-ups. The Council
would like to see an acceleration in the trend of financial institutions
taking minority equity stakes in firms.> Developments of this nature

2Bank of England, 1982, “Venture Capital™, Quarterly Bullstin,

3Th|s will require 3 greater willingness on the pant of corporate shareholders to sell
equity stakes to financial institutions.

could be assisted by the development of consortia of financial institu-
tions with the objective of investing in industry. Typically, a bank now
faced with a perceived case of bad management by a client borrower
has the limited power of exhortation or the extreme power of appoint-
ing a receiver in case of default on repayments. The taking of an equity
stake through appropriate mechanisms would have the combined impact
of improving the financial structure of the firms while ensuring the
banks and other financial institutions had a greater commitment to,
and capacity to influence, the development of these firms.

5.8 A more active involvement of lending institutions in the need to
strengthen the management of firms will require an improvement in
the appropriate managerial resources of the banks. Rigid policies which
concentrate recruitment at junior levels and emphasise the internal
training of staff to develop the skills are likely to be inadequate. The
Council believes there is need for much greater interchange of personnel
between banks and industry. It believes the value of this is already
evident where it has taken place

5.9 The appointment of appropriate non-executive directors has been
found to provide another means for improving the sensitivity of the
relationship between the financial institutions and industry. There are
available among senior executives and academics many individuals who
understand the concerns of financial institutions and who, by serving
on the boards of traded firms, could strengthen the relationship between
the institutions and traded sector firms in a beneficial manner.

The Stock Exchange

5.10 The Stock Exchange has played a small and declining role in
fmzimcing Irish business. The main reasons for its peripheral role relate
to issues outside its control. The main growth in the traded sectors has
come from foreign firms whose shares are not traded on the Exchange.
The market has also been too small to offer the span of investment

- OPportunities which would attract large numbers of investors.

5.11 The cost of a stock exchange listing, whether on the main or
ancillary markets is an item which comes under the control of the
Exchange. There appears to be some perception among industrialists
(hat the costs and additional pressures associated with an exchange
listing are prohibitive. Others, including the consultants used by the
Council, have argued that the Stock Exchange is not responsive to the
Particular needs of Irish industry. The Council recommends the estab-
lishment of a committee, representative of the main interests, to advise

On an enhanced role for the Exchange in the growth of the traded
sectors. '



The Personal Investor

5.12 The relationship between the personal saver and the investment
funded by his savings is a distant one. The main equity purchases are
carried out by the institutions as a part of very large investment funds.
The main opportunities for direct investment are provided by the Stock
Exchange. It is an area which is not only small in relation to the financ-
ing needs of industry, but also, where the importance of the individual
investor has declined. This is an issue which should be addressed by
the advisory committee recommended above. There are also a number
of options outside the development of the Stock Exchange for increasing
the awareness and commitment of savers to industrial investment
which merit consideration: improved information to pension fund
holders; venture capital funds raising funds directly from individuals.

5.13 A more fundamental question relates to whether there should be
additional tax incentives for investment in industry. The introduction
of a new tax incentive adds a further distortion to the tax system and
narrows the tax base. However, in the current climate of low private
investment and the likelihood that radical reform of the existing tax
system will not be undertaken, incentives for risk capital investment in
traded sector ventures could have an important and beneficial impact.

5.14 The Council therefore welcomes the new incentive with some
reservations.” It believes there should be a review of the operation
of incentive within twelve months of its introduction. In the context
of this review the Council proposes the following principles. First,
there should be a more favourable treatment of investment in new and
expanding ventures than in existing ventures. Relief at the standard
tax rate for the former and at half that rate for the latter are proposed. * *
Second, the Council believes that the cost of the incentive should be
financed through a corresponding reduction in other areas of public
expenditure on industrial development. Third, relief should be restricted
to traded sector businesses. Fourth, the amount allowable for tax relief
should be sufficient to allow individual investors to take a significant
share in a firm's capital, say £25,000. Fifth, the minimum investment
allowable should be low enough to facilitate the small investor.

Regulation of the Financial Institutions
5.15 The consultants recommended measures to improve competition
between the financial institutions through the dismantling of the bank

" The major reservation of the ICTU representatives is set out in Appendix D.

**The Confederation of Irishindustry recommends that more generous tax reliefs be
allowed for an initial period until the scheme has ben proven 1o be successful.

34

-

cartel and the placing of all deposit-taking financial institutions under
the regulation of a single authority. It is not clear to the Council how
decartelisation would specifically benefit the financing of traded-
sector businesses. Nevertheless, the Council is sympathetic, in principle,
to the idea of decartelisation in the interest of promoting more effective
competition in banking generally. The subjecting of all deposit-taking
institutions to a common regulatory authority would not necessarily
lead to removal and/or avoidance of distortions, which the consultants
identify as primarily fiscal. Consequently, the benefits which might
accrue to the traded sectors from such action woulid require to be more
clearly identified.

The State as a Source of Finance

5.16 The objective of State assistance to industry is to compensate for
the difference between the private return and the (higher) social return
in the most cost effective manner. The levels of assistance reflect the
need to compensate for the difficulties encountered by a late develop-
ing economy on the periphery of its major markets. The incentives also
reflect the need to compete with the inducements offered in other
countries for internationally mobile projects.

5.17 The main options open to the State in the way that it contributes
to the financing of industry are:

(i) changes in the pattern of State investment relative to private
investment across different financing needs;

(i) a change in the form in which incentives are offered, e.qg.

: the replacement of tax incentives by grants;

(iii) direct equity investment.

5.18 In its review of industrial policies the Council recommended a
finer tuning of State incentives with a view to encouraging firms to
build the strengths on which international market share would depend.
The particular problems of funding new products, market development
and high skill levels were identified. These items are also more difficult
to finance than the fixed assets which are in tum more likely to qualify
for grant aid. The consultants’ survey results would support a relative
shift in the direction of aid to non-fixed assets.

5.19 The Council recommends that the introduction of an incentive
for investment in risk capital should be accompanied by a correspond-
ing reduction in the State’s financing of other items, e.g. grants, loan
guarantees. This could involve a reallocation of up to £11m in the
budget for industrial promotion.
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5.20 in 1982, the IDA paid out a total of £130m in grant aid (92% of
total IDA payments to industry), £6m (3.6%) in interest subsidies and
£2m (1.4%) for equity shareholdings. This reflects a general policy of
not taking equity stakes. Other State equity investments {apart from
those made by the Industrial Credit Company) have generally been in
the areas of rescue and chronic loss-making enterprises. The National
Enterprise Agency and the National Development Corporation have,
however, been allocated £10m for capital investment in 1984.

5.21 The main arguments against State equity relate to the contention
that (a) it is not appropriate to the State, and (b) that the public sector
has neither the experience nor the skills appropriate to commercial risk
taking. The main arguments in favour of State equity investment are
(a) it would make it possible for the State to receive a higher return
from its investments in industry, (b) the involvement of the State is
necessary to fill a gap in the industrial investment caused by the long
pay back period from many new ventures, (c) the information available
to the State can be turned to commercial advantage in some areas.

5.22 The Council recommends continuation of the present situation
where the State makes minority equity investments in new firms where
this appears commercially justified. It should be an objective of these
investments to realise the benefits within five years. The promoters of
a venture should have the first option to purchase shares in their firm
which became available in this way. The Council also welcomes the
announcement that the National Development Corporation will be
given the power to invest selectively in Irish companies that have a real
prospect of becoming structurally strong.*

5.23 There is, in the area of some small businesses likely to be a strong
case for State involvement. For a private financial institution the costs
of accurately appraising loan applications from new businesses will
often be prohibitive in comparison with those associated with extend-
ing credit to large and existing clients. The State through its many
agencies involved in assistance to small business has often incurred, for
other reasons, the costs necessary to accumulate information on small

businesses. Therefore, the additional cost of appraising financing needs
would often be marginal.

"n announcing the proposed role for the NDC, the Minister for Industry, Trade,

Commaerce and Tourism said that it would invest in companias which could become ‘structurally
strong in the way that Teiesis (NESC Aeport No. 64) envisages”.

APPENDIX A
Terms of Reference

“To examine the role of the financial system in financing the
traded sectors. To study the financing needs of traded sector
businesses and the ways these needs are met. To make recom-
mendations on ways the banks, insurance companies, pension funds
and other financial institutions could make a greater contribution
to development of these businesses.”

Issues to be Addressed
The Needs of Industry

(1) What are the financing needs of traded sector businesses?
How do the needs change at different stages of product/
company development? in different markets and in different
economic situations? ]

(2) How are these businesses financed at present? equity, State
incentives, own resources and, borrowings under what types
of conditions?

Policy of Financial Institutions

(3} To what extent do banks and other financial institutions lend
to these businesses? What objectives and evaluation criteria
are used by the institutions? Have they developed policies
geared to the particular needs of the Irish economy? To what
extent are policy decisions of the financial institutions influ-
enced by the best interests of the eccnomy? What is the
significance of the growth in the importance of pension funds,
insurance companies, etc., to the flow of funds for invest-
ment? What role should the Stock Exchange play?

Policy Options

(4) What gaps exist between the needs of businesses and the
existing financing arrangements? What might be the contri-
bution of venture capital?

(5) What can be learned from the experience of other countries
in terms of
— the contribution to industrial development by financial

institutions?



(6)

(7)

{8)

— the advantages in financing arrangements available to
firms located in other countries in comparison with firms
located in Ireland.

What are the constraints to a greater involvement of the
financial institutions in industrial development? Do Irish
financial institutions have the expertise and experience to
focus more directly on the needs of industry?
What criteria should guide the form of State finance to
industry? (The evaluation of criteria should include con-
sideration of the effect of State incentives on the relative
attractiveness of traded and non-traded businesses.) To what
extent should it be through grants, loans or purchase of
equity? What types of funding are appropriate to the private
sector?

What changes in public policies would encourage a greater

contribution by the financial institutions to the development

of the traded sectors? (The analysis should consider the extent

to which there is real competition between the financial
institutions,)
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APPENDIX C
EQUITY INVESTMENT SCHEMES IN OTHER COUNTRIES

Tax incentives have been introduced in a number of European countries
with a view to improving the equity base of industry and encouraging
personal investor commitments in industry. The French Loi Monory
introduced in 1978 provided an allowance against taxable income for
net new investments in the shares of French companies. This scheme
ran to 1982. A new scheme allows individuals to deduct from their
tax liability 25% of their net new share purchases up to FF7,000 per
year. A similar type of scheme operates in Belgium. In Sweden, individuals
can now deduct from their tax liability 20% (30% in 1981 and 1982) of
the cost of net new purchases in equity funds. A general improvement
in the equity base of companies took place in these three countries
after the incentives were introduced. It has been noted, however, that
the measures coincided with the introduction of other measures to
improve corporate profitability.’

In the United Kingdom the Business Start-up Scheme {BSS) was intro-

duced in 1981 to encourage the purchase of shares not listed on the
* Stock Exchange. The scheme allowed a tax write-off of up to £10,000
(later raised to £20,000) in respect of investments in new manufactur-
ing and service companies. “New’’ was defined as any trade which had
not been in existence for more than five years. Critics of the BSS have
said it failed through a combination of its restriction to new (higher

risk) investments, the relatively low limit of relief and the complex
legislative provisions.? '

The Business Expansion Scheme (BES) replaced the start-up scheme in
1983. The BES has attracted a much larger flow of funds. The scheme
allows: tax relief of £40,000 sterling at their highest tax rate for a
married couple; the investment must be held for at least five years;
the scheme is not confined to start-ups and most established trading
companies qualify. As well as allowing direct investment by individuals,

'vam-, S., 1983, “European ‘Monory Laws' ”, Facus on World Finance, Phillips and
Drew.

Armitage, B., 1984, “The Business Expansion Scheme in the UK Investars in Industry.

the Revenue Commissioners approve investment funds through Yvhich
eligible funds under the scheme can be channelled. Thg complexity of
the scheme rules has been seen as resulting in a dominance by fund
investments and a bias towards safer investments in established com-
panies.3 It has also been argued, however, that the value of the tax
advantage offered by the scheme means that the soundness of the
underlying investment is a minor consideration: “‘the rate of return
pecomes practically immaterial provided that the company does not fail
altogether 4

There has also been criticism of the BES on the grounds that it provides
tax concessions on investments which are relatively risk free and do not
make any additional contribution to economic growth. The announce-
ment in the 1984 Budget that the purchase of farming land would no
longer qualify under the BES scheme appears to have been in recognition
of the validity of this criticism,

It must also be noted that in most other countries the State provides a
relatively lower level of grant aid and tax concessions than in Ireland.

3ibia.

4Huls, J., “Savings and Fiscal Privilega™, Institute of Fiscal Studies, 1984.



APPENDIX D

RESERVATION BY ICTU REPRESENTATIVES
(TO VENTURE CAPITAL INCENTIVE)

“Congress representatives have grave reservations about this proposal, PART Il s
A tax concession for risk capital, additional to the existing generous

' R (1
grants and corporation tax reliefs, will narrow the tax base and add an THE RQLE OF THE FINANCIAL SYSTEM IN Flﬂw

extra cost to the Exchequer which can only be made up by additional THE TRADED SECTORS
taxation elsewhere. The proposed relief means that the State will pro-
vide the investor with up to two-thirds of the amount of his or her by
investment. F. Roche

. , . . . Dowlin
This proposal is not necessary. Recent reports on industrial policy show :1 %::h 8
that lack of finance is not a major constraint to industrial development, A. Hourihan
What is lacking is not capital but investment ideas and firms with the J -Murra

. . . . . Yy g

scale of operation and the technological, marketing and managerial

capabilities to compete on international markets.

In any case, there already exist venture capital funds available for
subscription which could, if necessary, be extended to cater for small
investors. There is no evidence that it is lack of capital rather than
ventures that is inhibiting the development of these funds. It would be
absurd that the State should take on two-thirds of the risk where ven-
tures fail and not benefit at all where the ventures succeed. Unless total
failure of all such ventures is assumed, it would be cheaper for the State
itself to provide the venture capital on an equity basis. There is no
reason why, for example, the National Enterprise Agency should not be
used for such investment.**




CHAPTER 1
INTRODUCTION, SUMMARY AND CONCLUSIONS

This study is being completed at a time when Irish industry is in severe
recession and Government is making strenuous efforts to control public
spending. It is also a time when the US economy is in a high growth
phase after a number of years of recession and when the OECD are
predicting some upturn in the world economy.

A subcommittee was appointed by the National Economic and Social
Council (NESC) to advise and monitor this study. The first meeting of
the subcommittee took place on June 9th, 1983, at which time the pro-
gramme for undertaking the study was agreed. We met the subcommittee
during July and August. The fieldwork and data collection for the study
were carried out during this period. The report and recommendations
of the study were presented to the subcommittee on September 21st,
1983 and were accepted by the subcommittee. The report was sub-
sequently reviewed and clarifications added after consideration of the

comments, and our discussions with, the Economic Policy Committee
of the NESC.

In this first Chapter of the report we begin by outlining the objectives
of the study. This is followed by the identification of some guiding
precepts which underpin the study and our approach to the task of
completing the research. The chapter also contains a summary of our
conclusions and recommendations.

" 1.1 Objectives of the Study

The objectives of the study were clearly defined in the Terms of Reference
Provided by the NESC and are reproduced in Appendix 1. The objectives
may be summarised as follows:

— To study the financing needs of traded sector businesses;"
— To examine how financing needs are being met at present;

]’ﬂle study followed on from the Counci’s own review of industrial policies which
emphasisad the key role of traded sector firms in the growth of Irish industry. The recom-
mendations in this report are designed to complement the sirategy outhinad for State-aid
in NESC Report No. 66.



— To determine to what degree lack of finance is a major con-
straint;

— To recommend how the Financial Institutions could make a
greater contribution to the development of traded sector
businesses.

Our report and recommendations deal exclusively with the traded
sector businesses as defined by the NESC (and reproduced on page 1).
The report does not cover distribution, construction, or other non-
traded sectors.

1.2 Guiding Precepts

There were a number of basic precepts which underpinned our approach
to the study and guided our discussions. These may be summarised as
follows:

(1) Our primary aim has been to find constructive recommen-
dations which are implementable.

(2) We believe that if the proper environment is created in which
Irish manufacturing industry is profitable it will then attract
investment and the logical consequence will be an increase in
employment and per capita income. By creating a proper
environment we mean an environment which encourages and
rewards enterprise and which involves greater numbers of
people participating as promoters and beneficiaries in the
enhanced profitability of Irish industry.

Given the current state of the economy and the strenuous efforts being
made by Government to reduce spending we have purposely set out to
ensure that our recommendations minimise demands on the Exchequer.
In line with this we were anxious to avoid the creation of new Agencies,
particularly at the State level,

In making recommendations, we were also conscious of the need to allo-
cate clear responsibility for the implementation of the recommendations.

Finaily, while our report deals exclusively with the traded sector firms
in manufacturing and services we are of the opinion that the creation of
an environment supportive of industry should not ignore the needs of
the non-traded manufacturing, services and distribution sectors and the
desirability of creating an environment which fosters enterprise in those
sectors also.

1.3 Approach

In undertaking the study we began by seeking to construct a picture of
the present financial state of Irish owned manufacturing industry. We
also wished to see whether the financial structure of industry had changed
over recent years. To carry out this phase of the study financial infor-
mation was compiled on a sample of approximate non semi-State,
Jrish_owned manufacturing companies. Foreiﬁﬁﬁm
operating in Ireland were excluded from the sample because the financial

status of these companies is primarily governed by the strength of the
parent company.

To complete our research we conducted 107 interviews with represen-
tatives of institutions providing finance or services to the traded sectors.
These included the Associated Banks, the Merchant Banks, the ICC, the
Central Bank, the IDA, CTT, Pension Funds, Rescue Agencies, Govern-
ment Departments, Stockbrokers, the Cli I, Venture Capitalists and
Insurance companies.

We also developed an extensive questionnaire which was used as a guide
in conducting 50 in-depth interviews with the Chief E xecutives/Financial
Directors of a wide range of service and manufacturing companies.
These ‘companies ranged from the very large to small, from active
exporting to those not exporting but with potential to do so.

1.4 Structure of the Report
The report is divided into seven chapters. The first part — this intro-

ductory section — also includes a summary of our conclusions and
recommendations.

Chapter two is the start of the main body of the report and examines
the current financial position of Irish industry. This is followed in
Chapter three by an examination of the financing needs of Irish industry
by the type of finance required. Chapter four considers the financing

-needs of firms at different stages in their life cycle — from the new

venture stage through to the large-scale business. Chapter five analyses
the dlfferent sources of finance, including a review of the availability
of equity, long-term debt and short-term finance. Chapter six examines
the financial expertise in firms and the relationship between firms and
the suppliers of finance. The final Chapter — seven — details our recom-
Mmendations based on the analysis presented in Chapters two to six.

1.5 Conclusions and Recommendations
Conclusions
Manufacturing industry in lreland is divided into two distinct groups:
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foreign owned manufacturing industry and Irish owned manufacturing
companies. There are 5,245 lIrish owned manufacturing companies
employing 147,000 people. Foreign owned companies number 806 and
have 92,000 employees. Mﬂ% on average €arn a
very satisfactory level of profits, account for of total manufactur-
ing exports, and i in oblems. Indigenous manufac-

turing companies_in_contrast, have inadequate profits, suffer—from a
lack of equity, and do have financing problems. ,

itability of indigenous manufacturing industry has deteriorated
significantly since 1978: in 1982 profits measured as a percentage of
sales had fallen to less than 30% of the 1978 level. The fallin profitability
has been accompanied by a 13% increase in the ratio of Qﬁw
relative to equity since 1978.

The deterioration in profitability suggests a high degree of commercial
risk in lrish manufacturing industry. This risk is further compounded
by the small size of the average company, {only 105 indigenous com-
panies employ more than 200 people, while 95% of companies have
fewer than 100 employees), the smallness of the Irish market place and
the consequent need to develop export markets in order to grow. In
this situation high levels of b i ree of financial instability

vels of borrowing add a degree of |
which further increases the risk profile of ng imgustry.

There is a need to increase the level of equity in Irish manufacturing
industry in order to reduce the risk profile, to provide a cushion in
times of recession and a better base for expansion when the Irish
economy recovers, Manufacturing industry has had difficulty in attract:
ing equity funds dueto its low level of profitability and the high retums
which could be earned on alternative low risk investments. These higher
returns largely result from tax biases which cause funds to flow into
Government Gilts, Property and Insurance-linked Unit Funds.

The lack of equity finance does not mean that industry has been short
of capital. Investment in manufacturing industry has increased at 3
much higher rate in Ireland than in other EEC countries over the last
decade. The State has been a significant supporter of companies
in manuf ing_industry thr i equity,
nd taxation policies, This has partially offset the lack of owner’s
equity. In the absence of equity funds it is not surprising that the
banks have been significant lenders to manufacturing industry. Bank
lending to the manufacturing sector increased by 22.5% p.a. between
1972 and 1982. Adjusting for inflation, bank borrowings increased by

4 ke tha vnhiimoe Af nrndoetion inrrpased

by only 3.5%. st
of output has resulted in higher financial risk to riment of both
porrower and lender. T

The present high levels of real bank interest rates coupled with the low
level of profitability in manufacturing industry makes it all the more
inappropriate for industry to overly rely on bank debt for its funding.
Serious problems now exist for indigenous manufacturing industry due
to both the lack of new equity investment and the lack of profits. This
is reflected in a reluctance on the part of banks to increase their lending
to indigenous, non semi-State manufacturing industry.

Long term non-bank finance is not available at fixed interest rates which
are acceptable to borrowers and which would, at the same time, provide
an adequate return to Pension Funds and Insurance Companies. The
long term debenture and loan stock markets have been dormant for
several years and companies have had to rely on short and medium term
loans from banks to fund expansion.

Thg deterioration in profitability and in the financial structure of
indigenous mnufacturing industry has been more significant in the
larger companies. On average, large firms were trading at a loss in 1982
anq had debt/equity ratios which were 60% higher than in small firms
Th|§ may reflect the fact that larger Irish companies are more likely td
be in less profitable mature industries. Paradoxically, larger firms in

general find it easier to obtain loans from bank i
I fi r s than small companies
and this is reflected in a higher level of borrowing. P

Belatiye to large firms small firms are in a stronger position: their
fmarpcnal structure has not deteriorated since 1978 and while their
profits have reduced since 1978 the reduction is substantially less than
for larger companies. At the same time, however, the returns earned by

- small firms cannot be considered adequate as they are significantly less

than the cost of capital to these firms.

!t Is tempting to deduce that the future of indigenous manufacturing
lndustry lies fn the small firm. This is not correct. The vast bulk of
:grall firms will remain small. It is estimated that because of their small
foe a‘nd. Ipw technology base on!y 5% of small firms have the potential
r mgnnfncaqt export growth. Since 5% probably represents less than
companies it is important that these be identified and that ever
effort is made to expand their export potential. Y

It must pe emphasised that the larger companies. those 282 Irish cwnad
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companies who employ more than 100 people, account for 46% of
employment in indigenous manufacturing industry. These larger com-
panies are of vital importance to lreland’s manufacturing base, yet it is
this group which has the highest level of borrowings and lowest level of
profitability.

lndigenous manufacturing industry hagm:_%u,avting
limits its ability—te—grow and, in particular, Timits its investment in
export marketing. A proper environment must be created which will be
conducive to nisk taking and which will cause equity monies to flow
into all stages of manufacturing, from the new ventures to the larger
more developed company. There is a need to foster risk taking in new
ventures since these will be the growth companies in the years to come.
For the forseeable future, however, the major employment base in
manufacturing industry will be the group of companies which already
exist and the financial strength of these companies must be improved.

Finally, it must be recognized that while it is essential to provide a
stimulus to generate a flow of equity into manufacturing industry this
inflow will only be sustained if adequate levels of profitability are
achieved. In recent years indigenous industry has not been sufficiently
profitable and in the absence of grant aid it is likely that very little
investment would have taken place.

Recommendatians

The recommendations in this report are detailed in Chapter seven.
The key recommendations are briefly summarised below and are fol-
lowed by the further recommendations presented in point form.

Key Recommendations

1. REMOVE THE DISTORTIONS IN THE RISK/REWARD TRADE-OFF SO AS TO EN-
COURAGE EQUITY INVESTMENT IN MANUFACTURING

The retumns which can be earned from risk free investments including

«# Government Gilts is so high that manufacturing industry finds difficulty

in attracting equity capital. The tax advantages wi h low risk invest-
ments in Gilts and single premium insurance fui.:. enjoy should be
removed.

2. PROVIDE POSITIVE BIAS TOWARDS INVESTMENT IN SEED, VENTURE AND
DEVELOPMENT CAPITAL

To encourage the flow of equity capital into industry tax write-offs
should be available for investors who provide equity capital to traded
sector companies. The maximum amount of investment which would

r :

pe allowable for write-off would be £65,000 p.a. per investor. The degree
of tax write-off should decline from 100% in the case of seed capital to
75% for new venture enterprises, to 50% for investment in other traded
sector companies. The allowance should be available for investment in
new equity or rights issues for any traded sector company including
companies quoted on the Dublin Stock Exchange provided the net asset
value is less than £10 million,

3 BANKS SHOULD TAKE EQUITY IN ENTERPRISE DEVE
(EDP) COMPANIES LOPMENT PROGRAMME

The EntgrpriSe Development Programme is the I1DA's programme for
encouraging executives to establish new ventures in high growth, high
technology sectors. These companies suffer from a severe lack of e'quity
and an excessive level of bank borrowings. This position could be
reversed‘lf the banks were to provide support by taking equity partici-
pations in :]hese ::]ompanies. Many of the existing bank loans to these
companies have the risk characteristi i

O e with dh o char stics of equity, but the lower payoffs

4. LINK IDA GRANTS TO COMPANY PERFORMANCE
NN AND HAVE AN EQUITY MATCH-

Establish a system whereby companies would only expect a favourable
response to second round grant applications in situations where the
company ha§ achieved objectives previously agreed with the IDA Where
exports are involved it is appropriate that CTT be involved in re;fiewing
export marketing plans and objectives. Companies should also be
required to match second and subsequent rounds of grant aid with an

equal amount of equity in the form of i i
' cash investment or re
retained earnings., alisable

A MUCH WIDE
T P R SECTORAL EXPERTISE THAN

- By developing greater expertise banks could better meet the needs of

their client base and reduce the dependence on security-oriented lend-

ing. Bank lending risk will be reduced and ; -
e tm
flexibility for borrowers. re will be increased

6. PRO
CARTEr'?TE COMPETITION IN THE BANKING SYSTEM BY DISMANTLING THE “BANK
| oy .
h?c;zased competition between the Associated Banks will result in a
co?n r leyel of service and increased innovation and creativity in the
tWmefcnal bankmg system. At present there is no perceived difference
een the Associated Banks, all of whom offer essentially the same



level of service and react in unison to changes in customer needs,
Manufacturing industry would benefit from this increased competition
between banks.

7. MAKE THE CENTRAL BANK RESPONSIBLE FOR REGULATION OF ALL FINANCIAL
INTERMEDIARIES

Consistent with the view that competition between financial institutions
. be maximised and that distortions in the risk/reward ratio be reduced,
‘we suggast that all deposit taking institutions be regulated by one
amhonty, namely the Central Bank.

‘ ALL FUNDS FOR COMPANIES BEING RESCUED AND RECEIVING REFINANCING
PACKAGES SHOULD BE CHANNELED THROUGH FOIR TEORANTA WHICH SHOULD BE
THE PRIMARY STATE RESCUE VEHICLE

State funds for rescue should be sourced from a single agency with the
objective of saving only those companies with real development poten-
tial. Foir Teo should play the lead in all cases except where takeovers
are involved. The IDA has an important advisory role to play in all
cases and a key role in takeovers where Foir Teo funds should not
normally be required. Where Foir decides to rescue a company it should
have power to take over the Revenue debts, in return for a significant
equity stake in the company.

9. ESTABLISH A MORE AUTONOMOUS IRISH STOCK EXCHANGE

An lIrish Stock Exchange Council representing all spheres of investor
interest should be set up to oversee the operations of the lrish Stock
Exchange. As a source of capital for Irish industry the Stock Exchange
can only be improved by developing a market which recognises the
special needs of the Irish economy whose state of development is
altogether different to that of the UK economy.

Further Recommendations

1. CAPITAL GAINS TAX SHOULD BE APPLIED ONLY TO GAINS WHICH ARE REALISED
FOR CONSUMPTION PURPOSES AND NOT ON GAINS WHICH ARE RE- INVESTED.

2. CO-OPERATIVES TO RAISE EQUITY VIA ROYALTY-TYPE BONDS.
3. BANK LOAN REFUSALS SHOULD BE ACCOMPANIED BY
(a) REASONS WHY THE LOAN WAS TURNED DOWN, and
(b}  SUGGESTIONS AS TO WHAT ACTION SHOULD BE TAKEN BY THE COM-
PANY TO MAKE THE PROPOSITION BANKABLE.

4. REMOVE THE ANOMALIES WHICH EXIST IN THE APPLICATION OF VAT AT POINT
OF ENTRY.

5. PROVIDE SOME RELAXATION IN EXCHANGE CONTROL REGULATIONS AS THEY
APPLY TO FOREIGN TRADE.

6. PENSION FUND HOLDERS SHOULD BE ENCOURAGED TO IDENTIFY MORE CLOSELY

WITH THEIR PENSION FUND INVESTMENTS BY BEING FULLY INFORMED AS TO
HOW FUNDS ARE INVESTED.

7. CENTRALISE RESPONSIBILITY FOR EXPORT CREDIT INSURANCE WITH THE
DEPARTMENT OF INDUSTRY, TRADE, COMMERCE AND TOURISM.



CHAPTER 2

THE CURRENT FINANCING OF INDIGENOUS MANUFACTURING
INDUSTRY

2.1 Current Financing and Trends

A major constraint in undertaking this study was the absence of either
profit and loss or balance sheet data both for manufacturing industry
in aggregate and for manufacturing industry on a sectoral basis.

To overcome this problem, Allied Irish Banks, Bank of Ireland and the
Industrial Credit Company each agreed to select a sample of 200
indigenous, non semi-State companies. The sample from each bank
included financial data on 20 companies in each of 10 manufacturing
sectors. The 20 companies were further subdivided by loan size into
two categories. In each sector 10 companies were chosen with loans in
excess of £250,000 and 10 companies with loans of between £50,000-
£250,000. in measuring the loan amount account was taker. of all bank

lending to the company, and not just the loans from the institution
supplying the data.

In theory, the total sample size may be as high as 600 companies; in
practice this is most unlikely. While each bank randomly selected 200
companies it is highly probable, given the existence of multi-bank
relationships that some overlap occurred. This is particularly likely in
relation to those companies with large borrowings, where multi-bank
relationships frequently occur. Given the nature of the ICC, which does
not provide current accounts, it is probable that ICC clients would have
a banking relationship with other institutions as well.

The data was compiled for the balance sheet years ending on the dates
closest to December 31st in each of the years 1978 and 1982. Some
further bias exists in the data because the sample was restricted to those
companies actually in existence at the end of 1982. Consequentiy the
trends depicted in the data understate the deterioration in Irish manu-
facturing industry over the five-year period by exciuding those com-
panies which have disappeared in the period.

On a statistical basis the sample is sufficiently large to give an accurate
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representation of the financial state of Irish manufacturing industry.
Tables 1 and 2 show the Balance Sheet, Profit and Loss and Ratio
Analysis for all Irish owned manufacturing industry. (All references in
this report to the financial data refer only to indigenous non semi-
State manufacturing industry uniess specifically stated otherwise.)

Table ?
Balance sheet and profit and loss statistics for all facturing industry 1978 and 1982
1978 1982
% %
Balance Shest
Current Assets
Stock 24 25
Debtors . 32 30
Cash, Bank Balances 4 4
Other 4 2
TJotal Current Assets 64 61
Fixed Assets
tand, Buildings 23 26
Plant, Equipment, Motor Vehicles 13 13
Total Fixed, Other Assats 36 39
Total Assets 100 100
Current Liabilities
Creditors 28 29
Current Borrowings 10 10
Other 8 6
Total Current Liabilities 46 45
Issued Capital 13 13
Capital/Rev. Reserves 25 24
Gowernment Grant 3 3
Term Borrowing 10 12
Other 3 3
54 65
Total Liabdities 100 100
Profit and Loss Account
Sales/Assets 157 147
Gross Profit/Sales 17 15
Interest/Sales 2 2
Depreciation/Sales 2 2
Net Profit Before Tax/Sales 5 2




Selectad financial ratios for all manufacturing industry 1978-1982

Tabie 2

RAatio 1978 1982
% %

PBT/Sales 5.4 1.6
Interast/PBIT 234 59.3
Totsl Borrawings/Net Worth 61.7 58.6
Current Assets/Current Lisbilities 139.0 135.0
Debtors/Sales 206 205
Stocks/Sales 155 16.6
Creditors/Sales 18.0 195
Land and Buildings/Fixed Asssts 64.5 66.9
Fixed Assats/Towl Assats 35.6 38.5
Short Term Debt/Long Term Debt 105.0 85.2
PBTD/Tatal Debt 60.0 250
Working Capital/Total Assats 18.0 16.0

Where:

PBIT = Net Profit Before Interest and Tax
PBTD = Net Protit Befare Tax and Depreciation
PBT = Net Profit Before Tax

Commentary on the Balance Sheet and Profit and Loss Accounts

The Balance Sheet and Profit and Loss Accounts in Tables 1 and 2
are calculated by arithmetically averaging across all sectors and across
both loan classifications, providing equal weighting to all sectors and
each loan size classification.

— Profit margins [net profit before tax relative to sales] have
decreased substantially and in 1982 were down to a level of
only one third the 1978 margins.

— Interest as a percentage of profit before interest and tax has
increased by 150%.

— Bank borrowing to net worth has increased by 13%. This is
almost entirely due to increases in term borrowing which was
20% higher in 1982 than in 1978.

— The ratio of cash (i.e. net profit before tax plus depreciation)
to bank debt has declined almost 60% indicating a very sub-
stantial increase in financial risk and reduced availability of cash
to repay bank debt.

— Fixed assets relative to total assets increased by about 10%
during the period. This was almost entirely due to the increased
investment in land and buildings.

There was a decline from 18% to 16% in the proportion of working

capital to total assets. Individual elements of working capital showed
very littie change.

A marginal decline [2.6%] in the proportion of shareholders’ funds
(i.e. issued capital plus capital and revenue reserves] to total liabilities
also occurred.

Other items of particular interest which emerge are:

e IDA grants are approximately 8% of shareholders’ funds. This,
however, greatly understates the importance of grants in the
financing of new investment. In 1982 the IDA approved grant
assistance of £240 million agaimst investment commitments by
firms of over £680 million.

e Land and Buildings are 26% of Total Assets.

e Deterioration in profit margins has been much less for the
smaller firms and indeed in some sectors margins have improved
since 1978. The Wilson Report in the UK also found that on
average smaller firms were more profitable than large companies.
However, while small companies in our sample were, on average,
more profitable the profit level was still inadequate in relation
to the cost of funds and the levels achieved by industry in other
countries.

e Security in the form of mortgages was provided to the lending
banks by over 90% of borrowers.

e The ICC would appear to be lending to more highly geared com-
panies than the Bank of Ireland and Allied Irish Banks.

e Companies borrowing from the ICC have a significantly higher
percentage of term debt than those borrowing from the AIB
or BOIl companies.

In examining firmsbroken down by the size classification some additional
differences emerge:

Profit levels are inadequate in both small and large companies. However,

_on a relative basis the small companies are more profitable and better
I structured. Profit margins, as measured by net profits before tax relative

to sales have fallen in both size classifications. The margin has fallen
from 5% to nil in the large companies, and halved from 6% to 3% in
the small companies.

The cash flow coverage of debt [measured by net profit before depreci-
ation and taxes to debt] has declined from 50% to 14% in the large
companies and from 73% to 38% in the small companies. Gearing has
also increased substantially in the large companies, from 59% to 73%
of net worth, whereas for the small companies at 47% the ratio has not
changed significantly.



Total bank lending to manufacturing increased at a compound rate of
22.5% p.a. between 1972 and 1982 (if these figures are adjusted fo, an
estimated amount of lending in the form of leasing, instalmen credi
etc., the percentage increase is 20.8% p.a.). Over the same perigg
inflation (as measured by the Consumer Price Index) increased by an

increase was 15.5% p.a. In other words, bank borrowing by Manufae.
turing industry increased in real terms by 6.0% p-a. Over ¢
period the volume of production in manufacturing industry increaseq
by only 3.5% p.a. In the period 1978-19 8 same period as our
sectoral data, the volume increase was only p.a. while the increage
in bank borrowing was in excess of 28.6%p.a" (adjusted from leasing
etc., the estimated increase was 16% p.a.). Over the same period whole.
sale prices for manufacturing industry increased by 12.6% p.a. (con.
sumer prices by 17.1% p.a.).

Some points which emerge from data on lending to industry are:

¢ The banks have been very significant lenders to manufacturing
industry over the last decade.

¢ Industry borrowing grew at rates well in excess of the growth in
output, resulting in industry having a much higher risk profile
to the detriment of both borrower and lender.

There would now appear to be a reluctance on the part of banks. to
increase their lending to indigenous, non semi-State manufacturing
industry. This is in part due to the growth in lending referred to above,
in part due to the lack of profitability in industry and in part due to
the Bank Levy which is a tax on the Banks equity. The effect of the
Bank Levy is to reduce the risk-taking capacity of Banks through
reduction in their equity base, During a recession when demand for
loans from industry is low this reduction in lending capacity may not
be important; it could however, be a constraint when the demands
from industry increase with economic recovery. Any limitation of the
Banks risk-taking Capacity is bad for manufacturing industry.
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arison with Other Countries .
22 :":: relatively easy to generate data for a number of different
ile 1

wh jes, the data must always be treated with the greatest care.
coun(” '

ing practice and tradition weigh heavily in both the compila-
Acwu:;' interpretation of accounts. A ratio which may be considered
on a

6 ate in Germany may be totally unacceptable in Ireland,
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s is especially the case in Japan-where the average level of share-
This 19 funds to total assets is only 21%.! Japanese companies can
hollets from their computation of retained earnings a wide range of
deduct r(esereS for special purposes, e.g. small and medium sized com-
|ax-f oy re allow;ed to provide a reserve for overseas markets develop-
pam:zs $hese reserves normally appear as long term liabilities on the
b"::n.ce sheet, rather than as part of the shareholders funds. Debtors
palances also tend to be high in.Japan, as larger companies provide
wrade finance for smaller companies. Japgnese'compames do not use
inflation adjusted accounts and an unofficial estimate for 1975 suggests
that the ratio of equity to total assets was between 40% and 50% 2 The
official ratio for that year was only 14%. This suggests that true equity
ratios are at levels not dissimilar to those in other developed countries,
While historically Japanese gearing ratios have been high they are
declining. In 1970 long term debt accounted for 31% of the financing
of total assets. This had declined to 22% by 1981. Toyota, which no
longer has any debt is a quoted success story.3

Due to the structural similarity between Irish and UK industry, and
because of the similar accounting practices we will initially compare

Some key points which emerge from comparing the Irish data with
data for o ther countries:

soreue tho Fi'n:s\;i;‘l Structure of Japanese Companies by Bunjii Kure, Management — Cor.

2
.,,,um;'“"“‘ Corporate Finance 197780. A Business study by International Business
00 Inc. Published by The Financial Times Ltd., 1977,

3 i ) -
19g) The F“‘a'\cmg of Japanese Industry by C.D. Elston_Bank ol England Quartert, December



(1) The level of utilisation of assets, measured by the ratio of sales
to total assets, is very similar in both the UK and Ireland at about
1.46. ‘

(2) Irish firms have relatively high amounts of investment in fixed
assets, relative to their UK counterparts. For the period 1981/82 fixed
assets amounted to 32% of total assets in the UK, whereas the ratio
for Ireland is 39%. The financial data provided on small firms in the
UK by the Wilson Report indicates that the ratio of fixed assets to total
assets was 24% higher for Irish companies than for small companies in
the UK. The high level of fixed asset investment in Irish manufacturing
industry, relative to their UK counterparts, may partially reflect the
imbalance between the factor costs of labour and capital as highlighted
in McAleese.* While direct comparison with Germany is difficult
because of differences in accounting treatment, a survey of six German

sectors indicates a 4% higher level of fixed assets in Ireland than in
Germmany.

(3) Short term debt is used to a much greater extent in Ireland than
in the UK. Relative to total capital employed short term debt in Ireland
is one third more important in small Irish companies and 50% more
important in the large, than in the UK companies. Compared with a

sfmilar ratio for the United States short term debt is used over three
times as much in Ireland.

(4) The level of debt, relative to the equity base appears 10 be higher
ip iveland than in either the UK or USA. The Wilson Report on small
firms showed that in 1975 net bank funding, represented only 9% of
total assets in the UK. In 1978 the comparable Irish figure was 16%
and by 1983 had risen to 18%. The Wilson Report also found that
54% of the small firms in the UK had no borrowings.

re—

!5) .Equity relative to total assets is much lower in ireland than
in either the UK or the USA. Allowing for the adjustments to the
*Japanese da@ there is a much higher level of equity in Japanese com-
panies than .in Irish. In Ireland shareholders funds on average finance
37% of the total assets. In the UK shareholders funds contribute 44%

of total asset financing, and in the USA shareholders funds account
for 50% of the total finance. ‘

It must also be emphasised that Irish industry, in general, is small

4, ;
Is there a shontage of capital for industry” by D. McAleese. Jubilee lecture of the
Industrial Credit Company.
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industry and should therefore proportionately have a much higher
equity base than in other countries where industry consists of larger
firms, which, because of size, can survive set-backs. Small companies
with an inadequate equity base have little chance of surviving even
minor set-backs.

(6) On average Irish industry appears to be less profitable than UK
industry. The large Irish companies on average made no profits. UK
manufacturing companies make an average margin, measured by profit
before tax to sales, of 3.7%. The six sector German statistics show profit
levels similar to the UK.

The Profitability of Manufacturing Industry

While it is clear that profitability in indigenous manufacturing industry
has deteriorated, this is not a problem that is unique to Ireland. The
evidence available on corporate performance in the EEC suggests that
on average Community industry has not performed as well as its US and
Japanese competitors in the 1970s.

Part of the weakness lies in the relative inability of European industry
to generate an operating surplus which can keep up with the rising cost
of capital. As we have seen in the case of Ireland, interest as a percent
of profit before interest and tax has increased significantly in recent
years.

Analysis of EEC company accounts reveals a weaker performance in
terms of sales margins, return on assets and returmn on equity by Com-
munity companies than by US and to a lesser extent Japanese companies.
For example, in 1980 the first 100 industrial groups in Europe realised
an average net profit on sales of 1.4% against 2.4% for the first 100
Japanese and 4.8% for the first 100 groups in the US. The net profit on
sales for the top 25 Irish quoted companies (obviously a limited sample)

- was 4.0% in 1980 (see Appendix 27). The return on sales for all of the

companies in our bank sample was 5% in 1978 and 2% in 1982. The Irish
figures are calculated on a pre-tax basis but this does not significantly
influence the results due to the low level of tax paid on manufacturing
profits in Ireland.

In terms of net profit to capital employed the figure for the large Euro-
pean companies was 6.5% in 1980, 14% for the Japanese and 15.6% in
the US. The 25 quoted Irish companies had a return of 6.6% in 1981.
The return on equity based on our bank sample was 20.7% in 1978 and
7.9% in 1982. Again, our sample figures are calculated on a pre-tax
basis.



Table 3.shows net profit on sales by country for 392 manufacturing
companies over the period 1970-77.

Table 3

Net profit on sales of 392 manufacturing om-fprius'

1970 1973 1977 Number of companies
in 1977 sample
FR of Germany 244 1.95 .77 31
France 4.49 2.59 183 23
aly 4.45 0.33 -6.51 7
United Kingdom 4.37 6.21 391 40
The Netherlands 3.90 4.80 3.60 3
Belgium 3.97 3.58 0.32 P |
Japan? 415 4.10 1.76 103
UsA 4.87 593 4.77 182

Notes: INet past-tax profit on gross sales of 392 major enterprises, including oil companies
and major retailers,

2Japanasa sample has a higher proportion of smaller enterprises.
Source: EEC Publications.

Table 4 below shows that while manufacturing investment in EEC

cquntries has not been buoyant in recent years, Ireland has gone against
this trend and has shown significant increases.

Tabie 4

Manufacturing investment in the Commnnny‘

{Voiume index, 1975 = 100)

1975
(1000m. 1970 1975 1976 1977 1978 1979 1980
ECU)

FRof Germany 1333 146 100 106 108 108 119 127
rmuc.' 1006 103 100 108 102 100 - _
wly 672 110 100 97 98 91 100 -
Netherlands? 2.20 13 100 20 104 108 105 -
Belgium 2.2 99 100 88 73 7N 72 _
Luxembourg 0.13 17 100 80 106 - - -
uK 609 116 100 95 100 107 1 100
ireland 038 74 100 99 102 136 - —

Notes:  1Denmark: Not available.
2The Netherlands: including energy and construction.
Source: EEC Publications.

2.3 Summary
The analysis and comparison of the financial position of Irish manufac-

turing industry in 1978 and 1982 revealed the following major trends:

o Profitability has deteriorated significantly.

e Cash flow coverage to debt and interest has deteriorated sub-
stantially.

e Debt to equity ratios have deteriorated over the period but not
dramatically. It is possible, however, that revaluation of assets
has helped to keep this ratio from deteriorating further.

e Banks took security in the form of mortgages and/or personal
guarantees in 90% of loans advanced.

e Investment in land and buildings has increased over the period
and represents 26% of total assets, or double the investment in
productive plant and equipment.

The licensed banks have been significant supporters of manufacturing
industry over the seventies. Bank lending increased by an average of
6% p.a. on a compound basis between 1972 and 1982 after allowing
for inflation. Over the same period manufacturing volumes only increased
by 3.5% p.a.

While it is relatively easy to obtain financial data for manufacturing
industry overseas, comparison of foreign data must be interpreted with
care. In Japan debt to equity levels appear high since fixed assets are
significantly undervalued. Similarly, in Germany hidden reserves tend
to under-value equity and result in debt/equity ratios appearing higher
than they really are.

It is important to emphasise that due to the small size of Irish manu-
facturing firms direct comparison with other countries is difficult. In
the UK Bank debt amounts to 9% of total assets in small companies;
the figure for small companies in Ireland is 18%. In 1975, 54% of all
small firms in Britain had no bank debt. Profitability levels in Ireland
are approximately 1% lower than in the UK. The larger companies in
the Irish sample made a loss in the period 1978-1982. There is evidence
of high investment in fixed assets in Ireland relative to the UK. Fixed
assets amount to 39% of total assets in Ireland compared to less than
32% in the UK.

The low level of profitability in Ireland suggests a high degree of com-
mercial risk in Irish manufacturing industry. This risk is further com-
pounded by the small size of the average company, the small size of the
Irish market and the need to develop foreign markets in order to grow.
In this situation high levels of borrowing relative to equity add a degree
of financial instability which further increases the risk profile of manu-



faf:turing industr.y. There is a need to increase the levels of equity in
I(lsh manufacturing mdystry in order to provide a better base for expan-
sion and growth and with this growth increased levels of profitability.

-

CHAPTER 3
THE FINANCING NEEDS OF IRISH INDUSTRY

This chapter identifies the major problem in attracting equity type
funds to industry as being the pro-Government, and pro-property biases
introduced by the taxation system. In effect there are strong induce-
ments away from direct equity investment in industry. This is followed
by an examination of fixed asset, current asset, and export related
financing. It is important to recognise that industry is only one of the
competing demands for the limited amount of funds actually available
for lending. The allocation of these funds will depend primarily on the
potential returns and the associated risk of the alternative investment
opportunities. Initially we will examine how this risk/reward relationship
has evolved in Ireland over the past decade.

3.1 The Risk/Reward Relationship for Alternative Investments in
ireland

Between 1970 and 1983 (see Appendix 39) the compound average

nominal return for the pension fund, or zero rate tax payer was 11.4%

on long gilts, 19% on property and 16% on Irish equities. The worst

investment for the pension fund was short gilts which yielded 10.7%

compound on average. Over the same period inflation averaged 14% p.a.

From a fund manager’s point of view equities were much less attractive
than property due not only to the lower returns but also due to the
very substantial degree of fluctuation in their capital values, e.g. in
1974 equities lost half of their total market value.

The risk/reward trade-off is not unreasonable for the zero rate tax payer.
The introduction of tax, however, completely distorts the trade-off.
It is possible for any investor {note: provided he is not defined as a
trader) to completely avoid all tax on retums from investments in
Government stock. Consequently over the period 1970 to 1983 the
after tax retum for a 65% tax payer on Government guilt investments
would have been about 11%.

Returns on both property investment and equity investment are in
general subject to tax, Assuming a top rate tax payer of 65% over the



period the after tax return on equities would have been 11% and on
property 17%. This contrast is even more extreme if one looks at the
current yields available on gilts, 13.9% after tax, versus a current gross
Yleld of 5.5% on equities and an 8% gross yield on prime office proper-
ties. Table 5 shows the post-tax returns available on the various invest-
ments. In compiling the property figures it has been assumed for

illustra.tion that all income from property was tax exempt due to the
operation of interest relief and other allowances.

Tabie &

Post-tax retums on investments
{per cent per annum)

~ 1970/83 1978/83
Nil 65% Nit 65%

Short Gilts 107 107 9

: . : 2 .
Long Giits 14 1.4 1.3 1?;
Property 188 188 239 239
Equities 16.1 1.2 14.7 9.6
Inflation (CP1) 139 ) 14.6 '

. mp Dplwd bv G d Jones La Wooton, and
Source: Co iled from data su oodbo 1’2 and Wilkinson
. L ng on,

Other.biases exist which have not been taken into account in this
apalysns. There are additional advantages to buying some Government
gilts for the purpose of paying capital acquisitions tax. There are sub-
§tant|al biases in favour of both domestic and commercial property
mv'esyment, including special depreciation allowances on industrial
buildings, sec_tion. 23 or section 29 relief on residential accommodation
under a certain size and mortgage relief on personal dwellings and pro-
perty investment. No such incentives exist for equity investment.
Taking these biases into account the worst possible investment over
the last decade for the high tax payer has been equities.

The' investor fs cgrrently faced with a very strong dis-incentive to direct
equity participation. By investing through the medium of insurance-
linked Unit Funds the investor can restrict his effective tax payment
to about 30%. A high tax payer would have to be fairly certain of

achieving a return at least 30% higher than the professional managers
can to have any incentive to invest directly.

The position of Building Societies is also a further anomaly as they
enab-le peoplq to be taxed at a level below the standard rate even if they
are in the high tax brackets. Similar types of anomalies also exist
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between the various deposit-taking institutions, i.e. the Trustee Savings
Banks and the Post Office. All of these anomalies lead to distortions in
the allocation of funds.

One other distortion exists and underlines the total pro-property and
anti-equity bias for the private investor; it is the ability to offset mort-
gage interest against rental income. No offset is allowed to an individual
who borrows to invest in equities except the limited extent allowed to
those who invest in the companies where they are employed full time.

The distortions which have been addressed in this section are entirely
of a fiscal nature. These fiscal policies have arisen on a piecemeal basis
over the years without any cohesive policy available. This has reflected
the strength of individual interests, rather than promoting the equality
which would derive from a single supervisory body, which would ensure
more constant application of policy.

This pragmatic solution of individual problems has led to a position
where the investor in manufacturing industry has been discriminated
against. There is a clear need to remove the distortions that exist
between the different deposit-taking institutions. To help ensure that
unnecessary distortions do not arise in the future all deposit-taking
institutions should be supervised by a single regulatory authority.

3.2 Fixed Asset Financing

Fixed assets in a manufacturing company consist primarily of the
company’s land and buildings and the machinery, plant and equipment
used in the manufacture and distribution of its products. On average,
land and buildings in Irish manufacturing accounted for 67% of total
fixed assets in 1982 compared with 65% in 1978. There is no difference
in the ratio between large and small firms. Irish companies have over
twice the amount of funds invested in buildings as they do in productive

plant and equipment,

" Our interviews indicated that few companies had difficulty in raising

finance for the purchase of fixed assets. This is not surprising since the
IDA provides between 25% and 60% of the cost of fixed assets, depend-
ing on location, This makes the provision of bank financing relatively
easy since banks need only finance a portion of the fixed asset cost
while receiving 100% security.

In the case of plant and equipment the actual market value in a liqui-
dation will generally be considerably less than cost or book value. A
bank expecting to be repaid from the sale of plant and equipment is
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likely to be disappointed. Nevertheless, there appears to be little
difficulty in financing these types of assets. It has been noted that it is
the practice of the Associated Banks to direct customers to their finance
company subsidiaries where interest rates are significantly higher. Where
companies are large and sophisticated the borrower can generally
negotiate favourable interest rates but this is not so for the smaller
companies.

Extensive use has been made of tax-based leasing as a mechanism for
financing plant and equipment. The importance of leasing can also be
approximated by observing that 13% of all IDA grants went towards
lease-type purchases. The annual amount of leasing to grant aided
manufacturing industry is not available. However, the 1982 IDA
Annual Report shows £19.1 million grants towards the leasing of fixed
assets. Using the median grant rate of 35% this would indicate gross
leasing commitments of about £55 million p.a. to such industry.

Quoted interest rates on tax-based lending have been very low and on
occasion negative depending on the percentage grant and the amount
of capital allowances available. These quoted low rates are very attrac-
tive to foreign industry and the |DA believe that they are an essential
part of the incentive package for attracting foreign industry, Other
countries provide interest subsidies and the UK provides leasing on
similar terms to Ireland. However, as was pointed out in NESC Report
No. 64, the benefits of tax-based leasing are concentrated almost ex-
clusively in the large foreign-based industries and the allocation of such
benefits should be calculated as part of the total package. In general
the smaller indigenous manufacturing firms have not benefited from
tax-based lending. The banks estimate that only 10% of the savings
available from tax-based lending accrue to the small Irish companies.

Financing of land and buildings is typically provided by the banks
via term loans repayable over 5-7 years (ICC up to 10 years). As with
financing plant and equipment the existence of IDA grants allows for
a margin of security for the banks. Clearly in good times this security
provides a good cushion for the banks. However, in times of general
recession banks may have difficulty in realising the value of their
security. Banks do of course have the option of holding on to security
and waiting for times to improve. On balance, however, the security of
fixed assets results in their being relatively easy to finance.

Insurance companies and pension funds play little part in financing land
and buildings. This is regrettable since land and buildings should be
financed over much longer periods than the 5-7 years term periods

Figure 1
Cumulative cash-flow deficit from purchasing property rather than renting
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In Figure 1 the cumulative cash flow effects on a company of buying its
property with different period loans is contrasted with the effect of
taking on a 35-year lease with five-year rent reviews. Assessing the value
of the building as an asset independent of the business provides a strong
_biq;!h favour of property ownership. As an investment property owner-
ship may be very sensible, but when considered as part of the business
it may be irrational. Most businesses purchase property because they
need a location in which to carry on their business. They will have this
location irrespective of whether they own or rent the property. In valu-
ing a business enterprise, property is only of value if the company is
being broken up. In the absence of any intended liquidation of the
business the value of the company is solely dependent on the cash it
can generate. |f one can only generate this cash by having a location
in which to operate then the value of the property is irrelevant except,
possibly, as security to lenders who are concerned only with their
position in the event of company collapse.

As can be seen from Figure 1 the effective cash drain on a business
from investing in property is very substantial in early years compared
to a rental agreement. The exact time period to break-even will depend
on both inflation and interest rates. Assuming constant inflation of
10% p.a. and constant interest rates of 14.0% p.a. the time period for
break-even is 25 years. This assumes a 35-year lease with an 8% initial
yield and five-year rent reviews over the full life of the lease. The lessee
is better off in terms of cash outlay for the first 25 years of the lease
than he would have been had he purchased the building on day one.
(Increasing the initial yield to 10% would reduce the cash flow break-
even period to 20 years.) The calculations assume that all surplus funds
are reinvested at 14% (i.e. the borrowing rate and deposit rate are
equal). Over the full 35-year period there isa saving from the purchase
option, but because of the substantial additional cash drain in the first
25 years the business may not actually survive to avail of the surplus
available after the 25th year. As the initial rent is increased closer to the

14% borrowing rate the purchase option becomes more attractive, even
in the short term,

While it is clear from the above that investing in property causes an
excessive cash drain on the underlying business, there appear to be no
suppliers of long term finance. This party reflects concern by lenders
that where properties are located outside the main metropolitan areas
the asset value may be close to zero if the occupier ceases trading.

33 Workiqg Capital Finance
The analysis of working capital includes an examination of all current

assets and current liabilities. Current assets include stocks of all types,
accounts receivable, cash and other short term securities, as well as
other less significant items such as prepayments. Curment liabilities
consist mainly of accounts payable and bank overdraft.

Bank overdraft is the major source of finance for short term credit.
This is an extremely flexible form of finance. Historically, nearly all
bank finance to industry was in the form of overdraft facilities which
were, in effect, long term sources of finance.

in 1972 the banks introduced term lending facilities in an attempt to
distinguish between short and medium term sources of finance.

The relative importance of bank overdraft compared to total current
liabilities has not changed significantly since 1978. However, bank
overdraft relative to term debt decreased from 105% to 85% between
1978 and 1982. This reduction may largely reflect the continuing
policy of the banks of requiring firms to distinguish between short
and medium term requirements. In interpreting any balance sheet figures
care must be taken as the overdraft recorded is likely to be substantially
different from the peak overdraft requirements and also from the level
of bank overdraft facility actually available.

The ratio of current assets to current liabilities (current ratio) has
decreased marginally, from 1.45 in 1978 to 1.43 in 1982. Reflecting
this insignificant change there have been no significant movements
in the relative importance of stocks, debtors or creditors, when com-
pared to sales.

Working Capital Ratios o
These ratios are shown below for 1982 by size classification of loans.
Teble 6

Selected working capital ratios 1982

£50£260,000 over £260,000
Stocks as % of sales 16 17
Debtars as % of sales 21 21
Creditors as % of sales 18 20

Creditors slightly exceed the amount of stocks and fund about half of
the total stocks and debtors.
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in UK manufacturing industry the stock to sales ratio is the same as in
ireland. However, debtors as a percent of sales are approximately 15%
by comparison with 21% in ireland.

in ireland, the average collection period is 77 days, whereas in the UK
the period is 51 days. The current ratio is 1.32 in the UK compared to
1.35 in Ireland. In the US the current ratio is on average 2.0 for manu-
facturing industry. Creditors as a percentage of sales amount to 23% in
the UK compared 1o 20% in Ireland.

The volume of production in manufacturing industry increased by 1.9%
p.a. over the period 1978/1982. Over the same period wholesale prices
from manufacturing industry increased by 12.6% p.a. Bank debt
increased by 16% p.a. Since the increase in bank debt has exceeded
the increase in sales it follows that each cash pound of sales is now
carrying a higher level of debt.

Debtors

The number of debtor days outstanding in Ireland is very high at 77
days. While it is difficult to ascertain why this is the case, a number of
the interviewees indicated that both State and semi-State organisations
were extremely slow payers. While amounts owed by such organisations
will ultimately be paid, it puts severe pressure on the companies in the
interim. Companies frequently find it impossible to arrange additional
overdraft facilities to cater for the mounting debts due from such
organisations. The Government should insist on its organisations paying
more rapidly rather than causing financing difficulties for industry.

Given the size of debtors in Ireland they represent a very significant
liquid asset to the company, and yet the banks have been slow to devise
specific financing systems for funding debtors. It is estimated that
factoring accounts for the funding of only £20 million of debtors
balances. There is only one major factoring company in Ireland, inter-
national Factors, a subsidiary of the Bank of Ireland.

Factoring does not appear to be viewed by users as part of a banking
operation. Factoring tends to have a very bad image in Ireland and
outside of the clothing trade, where it seems to be widely used, it is
perceived as being a last resort form of finance for companies who are
incapable of managing their own affiars or are in financial difficulties.
This image is not a problem in other countries where specific funding
of debtors is more common. if factoring were more closely identified
with mainstream banking activities it might receive wider acceptance.
Some of the companies interviewed complained about the slowness of
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collection of debts by factoring companies and about the cost of using
factors.

While specific forms of debtor financing are not widespread in Ireland,
recent decisions in the English courts which suggest that banks may be
able to obtain a fixed charge over debtors could greatly facilitate the
development of such mechanisms. This would also help to countgract
the increase in the importance of preferred creditors. Such creditors
greatly reduce the value of floating charge security. This makes it
much more difficult to finance working capital.

It is in the interest of both banks and borrowers that more imaginative
ways of providing short term finance be devised to release company
funds tied up in debtors, while at the same time giving the banks a
more satisfactory form of security than a floating charge which has
become heavily diluted by preferred creditors.

Stocks

Stocks represent a somewhat smaller proportion of sales than debtors
(16% vs. 21%). Over the last five years there does not appear to have
been a liquidation of stock as one might have expected in a recession,

As with debtors the primary form of bank financing used to fund stocks
is the bank overdraft. Stocks are not convenient security for a bank.
However, in some situations banks can take security over stocks which
are reasonably marketable, e.g. agricultural produce, paper, metal
stocks, vehicles or finished goods. As with debtors it would seem that
both banks and borrowers would benefit from a greater use of financing
mechanisms tied directly to stocks themselves. Greater use might be
made of warehouse receipts, a type of financing common in the US.

in general, bank overdraft is an extremely flexible and useful form of
banking facility. However, it is not linked into the financing of specific
stocks and debtors although, obviously, it finances the two in aggregate.
The floating charge has become a less useful form of security for
the banks, and as company demands for working capital to finance
growth increase, there is a greater need for the banks to devise financ-
ing mechanisms geared to the funding of individual stocks and debtors.
(Since creditors fund roughly half of current assets, bank overdraft —
if linked to the financing of specific stocks and debtors — would have a
security margin of the order of two to one.) While this sort of ratio is
certainly required to give banks adequate cover for stock financing, it
would be more than adequate coverage for debtor financing.



VAT at Point of Entry

The imposition of VAT at point of entry was discussed with all the
companies interviewed. A number of those interviewed had made
representations to the Government in favour of introducing VAT at
point of entry. The intent in looking for VAT at point of entry was to
redress a situation which unfairly discriminated against the domestic
manufacturer in favour of the overseas supplier. Even those who
had sought the introduction of VAT at point of entry, though they

still strongly believed in it, felt that insufficient care was given to its
implementation.

Consequently, in nearly all cases, the imposition of VAT at point of
entry was viewed as a major nuisance. This was particularly so in its
initial phases, though the more recent refinements have reduced many
of the imperfections. In particular the exemption for companies who
are substantial exporters has been a major help.

Further refinement in the application of VAT at point of entry is still
necessary. Some anomalies encountered were:

(i} One of the IDA’s most successful indigenous service com-
panies found that when they rented a £150,000 machine for
a week from the UK that they were obliged to pay VAT at
point of entry on the capital value of the machine, which
was 10 times the cost of renting the machine for the week.

{ii) A manufacturer of drugs for sale on the lrish market was
required to pay VAT atpoint of entry on imported packaging
while his foreign competitor could import the finished pro-
duct including packaging without any VAT at point of entry.

The imposition of VAT at point of entry in theory imposes an additional
working capital financing requirement as VAT must be paid in advance.
This is certainly true for the company which is entirely up to date in its
normal VAT payments. However, for many companies the payment of

VAT at point of entry simply brought them up to date on their VAT
payments.

In all cases VAT at point of entry has had the effect of increasing work-
ing capital requirements. The evidence from our survey is that this
increased working capital requirement has caused problems for many
companies. it would seem that banks are unwilling to increase overdraft
facilities to cater for the increased financing needs,

There is some evidence of importers warehousing stocks in Northern

ireland in an effort to defer payment of the higher levels of VAT in
Ireland.

When discussing VAT at point of entry many companies felt that its
implementation was symptomatic of a whole range of anti-business
attitudes which seemed to permeate Government and administrative
actions. They felt that the environment for business in Ireland was bad
and that the barriers put in their way by the bureaucracy, in the day to
day conduct of their business, seemed completely at variance with the
plethora of agencies established to grant aid and develop manufacturing
industry. A recent Economic Intelligence Unit report would appear to
lend strong support for the view that Ireland is one of the worst environ-
ments in the EEC for small business.

3.4 Export Financing and Foreign Exchange

Before discussing the various types of export financing schemes it is
important to examine the destination of Irish exports, the sources of
imports and the trade balances with the various countries. These are
shown in Table 7.

Tabile 7

Irish exports and imports by destination and source in 1982

Exports Expons Imports Imports
Country £000 % £000 ® Trade Balance

UK 2,205 39 3,274 48 -1,069
W. Germany 632 9 522 8 + 9
France 495 9 315 5 + 180
Netherlands 296 5 258 4 + 38
laly 166 3 180 2 - 13
Belgium/Luxembourg 254 4 148 2 + 106
Denmark 39 1 55 1 - 17
Greece 25 1 7 - + 18
EEC Total 4,012 FA 4,760 70 - 748
USA 407 7 876 13 - 469
Canada 69 1 83 1 - 14
Other areas 1,200 2 1,093 16 + 1Q7
5,688 100 6812 100 -1,124

Source: CSO.

The important thing to note about this data is that 83% of exports go
to European countries and North America. The implications of this
destination profile from the point of view of export insurance is obvi-
ous, i.e. the level of political risk for the vast bulk of our exports is low,
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Multinational companies account for nearly 70% of total Irish exports.

The import statistics highlight that the major trade deficit amounting
to almost the equivalent of the total trade deficit is with the UK where
the deficit was £1 billion in 1982. The second largest deficit area is the
US with a deficit of £469 million.

Export Financing Schemes .
There are basically three export financing schemes in operation in
Ireland. These are:

Medium-term finance for Capital Goods Exports
Short-term finance for non-Capital Goods.

These three schemes are similar to those operated in other countries
and, in particular, are similar to schemes run by the British Export
Credit Guarantee Department, the acknowledged experts in the busi-
ness. The Industrial Credit Company also operates a working capital
for Exporters Scheme.

Expart Insurance

The purpose of export insurance is to provide assistance 10 the exporter
by reducing risk of loss from non-payment and through the insurance
policy to provide a basis for financing exports. Appendix 32 shows the
destination of exports that have been insured. It is consistent with the
overall distribution of exports with a concentration in Europe and
North America. Appendix 33 shows that approximately 8% of Ireland’s
exports in 1982 were insured. This compares with 30% in the UK, but
is comparable with some of the other European countries such as ltaly
and Holland. Export insurance consists of:

(i) Insurance against political risk:
This basically insures the exporter against lossduetoa political
action beyond the control of his customer which results in
the exporter not being paid on time. This could result from
political strife or non-payment by an importer due to lack of
foreign currency in the importing country. Typically this
risk is a factor in the lesser developed countries and is nota
major issue for the vast bulk of Irish exporters.

(i) Insurance against credit risk:
This basically insures the exporter against the risk of non
payment due to his customer being unable to meet the pay-
ments for financial reasons. Clearly this type of insurance is
extremely important,

(iii) Letters of credit:

While not strictly part of export insurance it is appropriate
to mention that where an exporter can persuade his customer
to open a confirmed Letter of Credit in his favour then there
is no need for insurance. This process is by and large simpler
and quicker than insurance cover and can be dealt with
through normal banking channels. An exporter should start
by seeking confirmed letters of credit from his customer and
it is only when this route has failed that he should turn to
insurance.

Medium-Term Finance for Capital Goods Exports: This scheme has
been in existence for a number of years. Through it the exporter can
obtain finance at non-market rates for periods of 1-5 years. Typically,
the purpose of this scheme is to allow the exporter to offer extended
credit terms to his customer while obtaining immediate payment
himself. The contract being financed must be covered by an export
insurance policy before being eligible for the scheme.

The scheme has not been widely used in recent years as shown by the
figures below — the finance available is 80/85% of the value of goods
being exported:

Amounts Financed — Capital Goods Export Scheme

£m
1978 7.4
1979 8.1
1980 13.0
1981 15.0
1982 225

These figures are miniscule compared with total exports of £5.7 billion.
There are a number of reasons for this. The first and obvious one is that
the country is not a big exporter of capital goods. Secondly, until this
year the Associated Banks were the only ones operating the scheme.
They made little or no effort to promote it and its availability was,
therefore, not widely known. This is regretable since export financing
is a vital component of successfully selling capital goods overseas. in
defence of the banks it should be said that the scheme operated required
them to subsidise export finance. Clearly, one cannot expect an institu-
tion to aggressively market a product on which they will lose money.
In the UK and in the US banks have been heavy promoters of ECGD
and EXIM schemes and have been innovative in suggesting ways of
improving the schemes. This has not been the case in lreland.
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Recently the Department of Industry, Trade, Commerce and Tourism
has made significant improvements in the scheme. However, some
degree of subsidisation is still required from the banks and it would
appear that the Associated Banks still do not aggressively market the
scheme. Under the revised scheme non-Associated Banks participate
and some are beginning to market it actively.

The interest rate which applies to the Capital Goods Scheme has a
maximum set by agreement among OECD countries. While member
countries tend to abide by these rules in terms of the stated interest
rate on contracts there is evidence that widespread breaking of these
rules takes place through various additional schemes not always pub-
lished. A favoured mechanism is to provide “foreign development aid”’
to importing Governments as a means of reducing the interest cost on
export credit to the buyer. It is suggested that if lreland is to be success-
ful in competing for capital exports then a more “pragmatic’’ approach
will have to be taken to their financing.

In summary, the scheme that now exists is comparable to those offered
in other countries. However, the operation of the schemes elsewhere
is at considerable variance to the stated terms. |f this country is to be
competitive some means must be found to ensure that exporters of
capital goods are not at a disadvantage in terms of the finance offered.
We suggest that if the wholehearted support of the banks is to be
obtained, they should not be required to subsidise the scheme in any
way.

Short-Term Finance for Non-Capital Goods: This scheme did not
exist until two years ago. It is, however, the scheme which will have
the greatest applicability to Irish exporters. Basically, it provides 180
day finance to exporters who have obtained export credit insurance.
The interest rate charged is a margin of 1% over the money market
rate for the currency in which the goods are invoiced, where the goods
are financed by a non-Associated Bank. The four Associated Banks by
agreement among themselves require a margin of 1.5%. This scheme
should be a significant source of working capital to exporters. As with
the capital goods scheme the Associated Banks have done little to
market it and, indeed, do not yet appear to have printed brochures.
The non-Associated Banks have participated in the scheme since summer
1983 and it is hoped that they will provide the marketing impetus that
has been lacking to date.

Some General Comments on Export Finance and Insurance: (i) In
promoting these insurance schemes the Government, as underwriter,

assumes all of the risks. In theory it will attempt to match the premium
income against underwriting losses. Nearly all European export in-
surance operations have experienced very difficult times in recent years
and have suffered significant losses.

(i) Users of export insurance have a clear preference for insuring only
the high risk exports and not all of their export tumover. In theory
exporters are required to insure their entire export turnover but in
practice this is not the case. There is an obvious conflict between the
desires of the Government to run a financially prudent scheme and the
demands of exporters for insurance to cover only their higher risks. It
is suggested that where exporters wish to insure only a portion of their
overseas sales a more flexible approach be operated with a much higher
level of insurance premium being charged for higher risk countries.

(iii) The operation of export finance schemes requires input from three
different institutions, namely, the exporters bank, the Insurance Cor-
poration of Ireland (ICl), now owned by AlIB, and the Department of
Industry, Trade, Commerce and Tourism. During the structured inter-
views frequent complaints were received about the length of time it
takes for an insurance/finance application to make its way through the
system. If the 180 day scheme is to work properly, the bureaucratic
process must be reduced significantly. As policy maker and underwriter,
the Department of Industry, Trade, Commerce and Tourism deter-
mines which countries it will insure and within that country which
credit risks it will assume. The bank as provider of finance is clearly an

" essential party to the transaction. The ICl function would appear to be,

largely, an administrative one. They process the insurance applications,
assume no underwriting risk and are paid a management fee by the
Department to whom they pass on all premium revenues and under-
writing losses. Since the type of insurance work involved is not of the
actuarial type, but rather banking or credit risk assessment (the Depart-
ment does the political risk assessment) the insurance company’s role
is primarily administrative. In an effort to reduce the paperwork for
exporters, to speed up the application process, and to reduce the
number of institutions the exporters have to deal with, the Department
of Industry, Trade, Commerce and Tourism should take over the
functions currently in the hands of the ICI. This would be consistent
with the British export scheme which is run by ECGD — a Government -
Department reporting directly to the Minister of Trade.

(iv) While the non-capital goods scheme has been substantially improved
by the Department over the last couple of years, there are a number of
issues which still cause problems. The first is that the scheme is entirely
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dependent on the use of Bills of Exchange. For many companies itis
impossible to obtain Bills of Exchange from their customers. This is
particularly true in developed countries and with large and sophisticated
buyers. |f the scheme continues to have a requirement for Bills of
Exchange a large section of the exporting population for whom it was
intended will not be able to use it. Some means must be found to over-
come this impediment.

The figures below taken from a 1982 CTT survey reinforces this point.

Tshie 8

Terms of payment for irigh exporters

Open account | Cash against documants | Letters of Credit } Bills of Exchange
% %

% %
UK 91 4.5 3 3
USA 78 10 11 3
Waest Europe 76 1" 11 10
Africs 21 20 59 7
Middle East 12 16 73 3

(v) Where an exporter is using the short-term finance scheme his
foreign exchange risk is eliminated because he receives immediate pay-
ment in lrish pounds.

(vi) It is accepted that political risk can increase and that the Depart-
‘inent may wish to remove certain countries from insurance cover. How-
ever, there appears to have been cases where exporters found insurance
cover removed in mid-contract, leaving the exporter exposed to a risk
which he thought he had insured against.

The problem has been practically addressed and is catered for by Com-
prehensive Contracts Policies which cover the exporter from the date of
contract where the exported goods cannot easily be redirected to other
markets. The policies cost approximately 10% more than standard
cover and preclude the insurer from changing the terms of insurance
once the contract is in place. To a lesser extent this removal of cover
was applied to the exporter with ongoing business in a country which is
likely to continue despite changed political circumstances.

(vii) The absence of insurance cover for interest accrued while a claim
is being processed presents a problem for banks. The effect is that the
bank /client is responsible for interest on the claim for up to 12 months.
At high rates of interest this can be a significant exposure. Some adjust-
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ment in the scheme to cater for this difficulty is needed. There is some
evidence to suggest that where a customer of the bank has export
insurance or short term export finance, the banks do not adjust the
customer's credit limit upwards to reflect the fact that a portion of the
company'’s borrowings are now guaranteed by the Government.

{viii) There are several other smaller issues which must be ironed out in
the scheme, e.g. an exporter paying an insurance premium for 180 days
when he is in fact being paid by his customer in, say, 30 days; an Irish
exporter, currently receiving export credit insurance, who sets up an
overseas distribution company can no longer avail of the insurance
where sales are routed through that company. This problem has now been
addressed by new wording introduced earlier this year into insurance
contracts.

Performance Bonds: It is possible under the export insurance scheme
for an exporter who has been required to provide a bond related to the
performance of the contract, to obtain insurance against the unfair
calling of the bond. The issuance of bid bonds, tender bonds and per-
formance bonds is an area which requires a high degree of expertise.
The Associated Banks are usually extremely reluctant to issue per-
formance bonds without considerable security. Some of the Continental
banks, however, have been active in this area.

Government support under the Irish Performance Bond scheme is con-

‘siderably less than that available under ECGD schemes. This area is

being examined to determine the extent to which demand for per-

_ formance bonds is not met at present by the banks.

In general, exporters are ignorant of existing export finance and insurance
schemes and many believe that the lrish schemes are inferior to overseas
export schemes,

A serious marketing effort is required from the banks to inform cus-
tomers of the details of the schemes and to contribute to the refinement
of the schemes so that they operate efficiently and are suited to the
needs of the Irish exporter.

Foreign Exchange

in a CTT survey of 1,400 exporters in 1980, only 20% indicated that
they made use of forward markets. This statistic must be interpreted
with care as nearly all the companies interviewed for this report defined
their foreign exchange management policy as one of removal of all
exchange risk. Some small indigenous companies interviewed indicated
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that they were not aware of the existence of forward foreign e?(change
markets and their possible use for protection against exchange risk.

A number of issues concerning foreign exchange arose in the company
interviews:

(i) Companies felt that the paperwork relating to obtaining
foreign exchange cover had increased substantially in recent
years. This is undoubtedly true, particularly since Irela.nd
joined the EMS. As the EMS system has been working
smoothly for some time now, the Central Bank should review
its foreign exchange regulations as they apply to foreign trade
with a view to liberalisation of the regulations and a reduction
in required paperwork.

(i) Some firms felt it would be helpful when tendering for over-
seas contracts to obtain some form of option on foreign
exchange cover. They perceived a significant foreign exchange
exposure at the point of tenderingwhich could not be covered
under the present foreign exchange regulations.

(iii) For firmsengagingin contracts exceeding one year the present
Central Bank rules for foreign exchange cover are restrictive.
It is acknowledged that the further forward one goes in time
the thinner become the foreign exchange markets and the
more difficult it is to obtain a quote from the market. Never-
theless, the demand for forward cover on such contracts is
likely to be small, and it may be that the Central Bank can
devise a scheme to facilitate exporters. It a similar facility
were available to importers a degree of matching might be
possible.

(iv) A number of firmsinterviewed felt that the regulations govern-
ing the operation of foreign currency hold accounts which
required conversion of most foreign currency balances into
Irish pounds every month is too restrictive and did not reflect
their terms of trade.

3.5 Summary

Manufacturing industry is experiencing difficulty attracting equity
funds due to the high return which can be earned on alternative lower
risk investments. The higher returns outside manufacturing, which are
due mainly to tax biases which exist in the system, cause funds to flow
into Government Gilts, Property and Insurance-Linked Unit Trusts.

Many of the distortions which exist in this risk/reward relationship
have arisen, over the years, due to the introduction of different fiscal
incentives designed to solve individual problems as opposed to being
introduced having regard to the total potential set of investments. It
is necessary to find some mechanism whereby unnecessary distortions
do not re-occur in the future. Unless these distortions are removed,
manufacturing industry will not attract significant investment funds,
and even then only if adequate profitability is achieved.

There is a high level of investment in fixed assets in Irish industry. If
this investment is to yield an adequate return profitability in manufac-
turing industry must improve. Despite this, however, companies had
little difficulty in financing their fixed assets. Insurance companies
and pension funds played little partin financing manufacturing industry.

Compared with renting, investment in land and buildings imposes a
heavy cash drain on companies in the early years of ownership. In the
period of the high inflation during the 1970s ownership did yield high
returns. However, in time of lower inflation this is not the case.

There has been a reduction in reliance on overdraft as a means of

financing companies in the period 1978-82 and a consequent increase
in term lending.

The position of the State as a preferred creditor has increased the risk
to banks who are providing working capital finance to manufacturing
companies. This has had the effect of making the financing of working
capital more difficult for companies,

The application of VAT at point of entry was seen by many companies
to be a major operating nuisance. It did increase the working capital
requirements but banks were reluctant to increase overdraft limits to
accommodate these increased needs. There are still certain anomalies in
the operationof VAT at point of entry which need further examination,

The Department of Industry, Trade, Commerce and Tourism has made
substantial improvements in the Export Credit Schemes available to
exporters. There is now a need for banks to market these schemes
which they have been reluctant to do in the past. Since the role of the
ICI in Export Credit Insurance is primarily an administrative one and
since all decision making rests with the Department, the Department
should take over the operation of the entire scheme.

Some relaxation in Exchange Control regulations as they relate to trade
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would be appropriate in order to improve service to exporter
reduce paperwork.

s and

CHAPTER 4
FINANCING NEEDS AND THE FIRMS LIFECYCLE

The financing needs of manufacturing industry vary considerably
depending on the sizeof firm, itsstage of development and its ownership.

In this section the financing needs of four different types of firms are
examined. These include:

New ventures

Small and medium sized enterprises
Large indigenous firms, and
Foreign firms

4.1 New Ventures

Venture capital is a widely abused term. It has been used extensively,
and incorrectly, to describe several different types of finance for a new
enterprise. The term has also been used to describe loan finance from
both banking and other sources to new enterprises. Debt finance, from
whatever source, should never receive the title of venture capital
irrespective of how widely the term is interpreted.

To improve understanding and eliminate much of the confusion which
exists in relation to the funding of new ventures the financing of new
ventures may be divided into three distinct phases. These are:

Seed Capital'
Venture Capital
Development Capital.

Seed capital is the first phase of financing, i.e. the stage where one is
financing the development or testing of an idea or concept. The second
phase is the venture capital phase, in which finance is required to bring
the concept into commercial production. Development capital is the
third phase and is the finance which will allow a company to move
from being a small to a medium sized enterprise. Following on the
development stage, the company should grow into a large enterprise
capable of being financed through the stock market.
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Seed Capital

The emphasis in seed capital is on financing ideas and concepts. Funds
are required for researching the idea, developing a prototype {if appro-
priate) and bringing the concept to a stage where a commercial product
or service has been defined. Funding is largely required to determine
the likelihood of the idea or concept being commercially viable. Much
of the expenditure is required to fund the promoters’ time and research
activities. The amount of expenditure may be substantial because of the
potentially long time lag between the conception of the idea and the
determination of its potential for success. This seed capital stage is of
an extremely high risk nature. Consequently, the only appropriate
source of funding is equity finance.

The seed capital stage is the first point in the development chain of
new business. Without this initial phase there would be no subsequent
demand for venture or development capital and no increase in the
jndustrial base. In recognition of this the National Science Foundation
in the US has set up a programme designed exclusively to help firms at
the seed capital stage.

Al| seed capital should be in the form of either equity or surrogate
equity such as grants, Loan finance is not appropriate due to the high
level of risk. US evidence suggests that the likely failure rate is 90%."
|deally, seed capital should come from the person with the concept or
his friends and those living in the immediate community. Given the
biases which exist in the risk/reward relationship in Ireland (see 3.1)
only an irrational investor would provide such funds. As a consequence
~only 12% of the funds are provided by the promoters, as compared to
up to 60% by the State, in Enterprise Development Programme (EDP)
' companies. |n the continued absence of seed capital funds there will be
few projects coming through to either the venture or development
capital stage. To generate a pool of seed capital within the community
it will be necessary to correct the existing series of distortions in the
returns available from difierent investments. In addition, recognising
the extremely risky nature of seed type finance, positive inducements
are necessary to attract investors to this initial stage of company
development. This inducement should take the form of a 100% write
off of seed capital expenditure against an individual’'s income tax.
The amount of this write off should diminish over time to reflect the
reducing uncertainty as the concept is developed. The write off should
decrease by 5% p.a. subject to a lower limit of 75%. This seed capital
phase shouid cease for the purpose of these seed capital write-offs once

1 o Dancasiar Polviech, Tioy, N. York,

the IDA agrees to grant-aid the company (other than feasibility or
research and development grants).

Venture Capital

This is the second stage in the funding of a new enterprise. Finance is
requi_red to get the concept from the feasibility study stage into com-
mercial production. This phase is likely to last for a period of 3-5 years.
During this time the company is likely to have a very substantial cash
drain. It may easily suffer significant trading losses {everything seems
to take twice as long and cost twice as much), as it attempts to develop

its new product markets. The areas for which funds are required by the
fledgling company are:

1. Capital Expenditure (plant, buildings and vehicles) — usually
correctly quantified

2. Start-up Costs (legal, accountancy, etc.) — usually ignored

3. Research and Development — usually underestimated

4. Working Capital (around 27% of turnover for manufactur-
ing) — very rarely appreciated

5. Running Losses (for up to 3 years) — always understimated.

The venture capital stage is less risky than the seed capital stage. In the
QS research has shown that 60% of all new firms fail within the first
five years of commencement. While the risk of failure is lower than in
Fhe seed capital stage, because of the much larger amounts of funds
qulved aggregate exposure is likely to be higher. As with the seed
capital stage the finance for the venture capital stage should come

‘primarily from equity or grant sources. It is totally inappropriate to have
large amounts of borrowed funds.

As with seed capital, Irish investors are unwilling to provide venture
capital, There are a small number of exceptions to this, where finance
from Pension Funds, Insurance Companies, and Venture Capital funds
have supported new start-up companies.

Without removing the distortions in the risk/reward ratio it is unlikely
that there will be a significant increase in this type of funding. Given
the almost total absence of equity funds for venture capital the IDA
identified the need to support new ventures and set up the Enterprise
Development Programme (EDP) in 1978.

Enterprise Development Programme
The EDP was intended to stimulate entrepreneurship among executives
from industry, with a view to their starting their own manufacturing
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businesses in the high growth sectors of the economy, and in particular
in areas of high technology.

At the end of 1982, 85 projects were in operation, employing 1,300
people. An estimated 40 to 50 new projects will be approved in 1983.
Interestingly, the promoters of these new projects continue to come
from secure jobs in industry and are seldom unemployed executives.
The total investment in EDP was £50 million at the end of 1982.

While it is clearly too early to measure the success of the EDP pro-
gramme in commercial terms, it must be considered a success in terms
of the number of new ventures in operation, which are unlikely to have
been established in the absence of the programme.

As with all start-up ventures, those going through the EDP have experi-
enced a high rate of failure. US research shows a 60% failure rate over
the first five years, and a 35% failure rate in the first two years. A recent
study? of 59 firms which were established under the EDP programme
in the period 1978-80 indicated that some 30% had either failed or
been substantially restructured, by June 1982. Of the 96 projects which
were set up under EDP from 1978 to February 1983, some 24% have
ceased operations or been substantially restructured. About half of
these (i.e. 12% of all projects) have been restructured and are once
again in operation. These failure rates are not inconsistent with inter-
national experience, and at this point in time could not be considered
unreasonably high. The true failure rate will not be clear for a number
of years. However, care must be taken not to unduly focus on failure
rates. It is easy to eliminate failures by not taking any risks.

A company faces two types of risk, business risk and financial risk. in a
new venture business risk is very high and every effort must be made to
ensure that the company does not take on additional financial risk.
Accordingly, debt financing should not be an important element in the
funding of new ventures. The business risk in new ventur - is greatly
aggravated by the heavy cash drain in the early years. C .cquently,
equity is the most appropriate form of finance for new veniu. es.

In the absence of equity finance for new venture investment the typlcal
financing profile of EDP companies is as follows:

2The implications of Financial Structure and the Performance of Startup High Tech-

nology Based Companies in jretand, Batry McGovern, unpublished M Comm. Thesis, 1983.

Equity 12%
Grants 32% ) cure
Borrowings guaranteed 24%) — IDA Expo
Borrowings not guaranteed 32%

100%

The total risk to the IDA in the form of grants and loan guarantees is
56%.

For the new venture the loans are subject to full interest charges and
have to be repaid. The guarantee is only relevant as security to the
bank if the company fails. This failure is made much more likely by
the imposition of the additional cash drain of borrowings, relative to
the cushion of equity finance.

Borrowings at 56% of funding is a totally inappropriate form of fund-
ing for a new venture. It substantially increases the risk of failure.

EDP Cash Flow Analysis and the “’Valley of Death”

High technology based projects have significant cash flow deficits
in the earlier years. This period is sometimes referred to as the ""Valley
of Death’’ — a period which many companies fail to survive. |f success-
ful, however, the turnaround to positive cash flow comes quickly, and
tends to grow at a rapid rate. On the other hand, lower technology pro-
jects tend to have smaller negative cash outflows in the earlier years
and if successful, show aslower rate of growth than the high technology
companies.

Figure 22 is based on an analysis of cumulative cash flows of EDP
projects during the first three years of operation. The projects are
divided into those in high technology and those in low technology
activities. As expected, the higher technology projects have a larger
deficit. Both, however, are still in significant cumulative cash deficit
positions,

Figure 3 shows the effect on the cumulative cash flow of the sample
of high technology projects if they rent their factories, instead of
purchasing them, and if they are financed with equity rather than
debt, where no dividend payments are made until after the company
has a cash surplus.

2The Implications of Financial Structure and the Perlormance al Start-up High Tech-
nology Based Companies in lreland, op. Cit.
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While the number of companies in the sample, at 5, is small this figure
does illustrate the dramatic effects of a proper capital structure and
the avoidance of unnecessary capital investment. There is some evidence
to indicate that in the past banks put pressure on companies to pur-
chase their premises to provide security for bank lending. Recognising
the seriousness of the cash drain resulting from the purchase of property
the IDA no longer allow those involved in EDP to purchase their
buildings. There is also some evidence that the higher technology com-
panies supported by the EDP programme have tended to manufacture
low technology products, and are involved in significant amounts of
distribution and agency work, in an effort to generate immediate profits
and cash, with a view to servicing the bank debt. This is done at the
expense of innovation, research, and new product development.

Venture Capital — Management and other Problems

Many new ventures are by their nature lacking in management depth,
The promoter may be an expert in production, marketing or finance
but never an expert in all three. Thereis a clear need for outside manage-
ment support in those areas where the promoter is weakest. The IDA
have recognised this and prefer to have projects involve promoters
with complementary skills and if possible joint venture and licensing
arrangements.

It is clear from the analysis of EDP companies that equity is the sen-
sible form of finance. However, some of the institutions indicated that
the financial advisors to many companies totally failed to appreciate
the importance of using a proper mixture of debt and equity in the
company. Such advisors tended to take the limited view that ownership
was the most essential factor, even at the expense of the lhikely future
growth or success of the company. This emphasis reflects an inadequate
appreciation of the greatly increased likelihood of failure of the com-
pany because of the cash flow problems caused by using debt rather
than equity finance. Start-up projects are very risky. Taking on the
avoidable financial risk of debt makes these companies even more risky.

Venture Capital — A New Environment

There is a need to encourage equity investment in new venture com-
panies, as it is only in a situation of financial strength that a company
can develop new markets and grow. This implies a willingness both on
the part of investors to provide venture capital funds, and on the part
of the promoters to share the equity investment with financial backers.

Problems with the risk return ratio and the need to correct these biases
have already been discussed. A 100% tax write off for seed capital

investment was proposed and a similar write off for venture capital
investment is warranted. For venture capital the write off should start
at 75% diminishing by 5% p.a. to 50%.

In other countries with a higher rate of company tax firms have been
encouraged to raise new equity through the medium of a corporate
tax write off. In Ireland this is not an appropriate inducement as the
level of tax in manufacturing is now 10%. However, requiring all IDA
grants for companies in the venture capital stage to be matched with
an equal amount of new cash equity investment, would probably pro-
vide the necessary inducement.

Development Capital )

The third level of financing is the finance to move from small to medium
size on route to a stock market quotation and development into a large
enterprise. There are a number of venture capital firms seeking to invest
development monies in companies with high growth potential. These
include Development Capital Corporation, Allied Combined Trust,
Share and Loan Trust, First Venture Fund, ICC, Avenue Investments,
and Silvermines Ltd.

The number of projects brought to venture capitalists has increased in
the last few years but remains at a low level overall. This reflects the
lack of seed and venture activity which must precede the development
phase.

While the bulk of ordinary Irish manufacturing companies lack equity
capital for development the venture capitalist seeks high growth com-
panies and has nointerest in investing in the average Irish manufacturing
company. There is a need for further equity finance for these firms.
Fifty percent of new equity investment in companies in existence for
more than five years should be allowable against income or corporate
tax. Given the size of the lrish market it is almost inevitable that com-
panies seeking development capital will move into international markets.
It is very much in the interest of the economy that such capital be
available to fund the growth of these companies.

4.2 Small and Medium Size Enterprises

The definition of what constitutes a “’small’’ firm varies depending on
what Government agency is supplying the statistics. The IDA use
a criterion of 50 employees, An Combhairle Oiliuna a level of 80, and
the Irish Praductivity Centre and ICC a level of 100. The Small Firms
Association uses an employment level of 100. In the US a small firm
is defined by the Small Business Association (SBA) as employing 500
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people or less. However, if we define small as those employing 100
people or less then small manufacturing firms represent 94% in 1981
(88% in 1980) of all Irish manufacturing companies and provide 38% of
the employment in manufacturing industry. In Japan the equivalent
figures are 98% and 56% respectively, The numbers clearly indicate
the importance throughout the western world of small firms. Table 9
shows comparative figures indicating the importance of small firms in
various countries,

Tobie 9
I mportance of smell manufacturing industry
{Employing 1-99)
Small Enterprises Employment in Small  Turnover of Small

Country Year as a % of total Firms as a % of total  Firmsas a % of total
Germany 1970 970 28.0 -
Belgwum 1970 969 332 -
Denmark ! 1973 871 36.3 -
France? 1976 929 25.2 245
trelang3 1980 875 315 30.0
Ialy 197 98.7 47.3 -
Luxembourg 1973 949 19.1 -
Netherlands 1973 95.6 36.0 -
UK 1972 90.1 16.2 13.2(5)
us - - - -
Japan 1976 98.0 56.0 34.00)
Canadat 1974 88.0 33.0 25.0(31

Nowms: 1Firms employing 6-99.
2Firms employing 0-99.
3Firms employing 399,
4Data refars 10 all business firms.
SRelates 10 1968.

Numbers in brackets refer 10 the rank order ot impariance ol the small tirmn the
countries listed.
Source: EEC Comwmission and IDA.

The importance of the small firm has been recognised internationally.
In the US, Government fosters an environment supportive of small
firms through the Small Business Association {SBA) and Small Busi-
ness |nvestment Corporations (SBIC).3

The importance of small business was also recognised in Britain by the
Wilson Report which noted that lack of equity in small business was a
constraint to growth. Recent UK tax legisiation which allows individuals
to write off equity investments in business has sought to redress this

3Slala of Small Business, A repart to the President ol the United States, March 1983,

situation. In the US and Japan support for small firms is not limited to
manufacturing industry and in the UK the recent Small Business Expan-
sion Scheme (BES) covers not only manufacturing but also distribution
businesses.

Over 800 projects per annum are approved under the Small Industries
Programme in the IDA. Some 80% of these are expansions of existing
companies rather than start-ups.

Not surprisingly, the vast majority of Small and Medium Sized Enter-
prises (SME’s) are in medium and low technology activities — the
metals and engineering sector accounts for 45% of |DA grant approvals
to small industry. The IDA estimates that only about 5% of small enter-
prises can be expected to have significant growth potential. These firms
should be identified and provided with every encouragement to grow.
It was outside the brief of this study to examine what, other than
financial aspects, stops companies from growing. In particular many
companies appear to reach a size of about 50 employees and then stop
growing. While the lack of finance is clearly a constraint, based on our
observations, it appears that there are many other factors which are also
of relevance. These include the gquality of management and the lack of
mobility and experience of management. The lack of external expertise
which, in other countries, is usually a part of any package providing
external equity, and the development of lifestyle companies where
there are few incentives to develop beyond a particular level. A compre-

hensive analysis of what stops small companies becoming large should
be undertaken.

As a group Small and Medium Sized Enterprises are unlikely to attract
equity from venture capitalists due to their lack of “star’’ appeal and
the stock market is not a source of equity. As with the rest of manu-
facturing industry, small firms lack equity and they rely heavily on
grant agencies and on banks to provide them with finance.

The survey of companies suggests that small firms have greater diffi-
culty in dealing with their banks than larger companies (see Chapter 6).
There are probably many reasons for this, ranging from lack of sophis-
tication on the part of the small business to a lack of understanding
on the part of the banks. The small firm is most likely to deal with

the local bank manager who cannot be expected to be an expert in
manufacturing.

It is desirable that manufacturing companies have a primary relation-
ship with a bank officer who specialises in manufacturing. This would



particularly benefit small manufacturing companies. We have recom-
mended elsewhere that when banks reject a loan application they
should provide reasons for the negative response. This would assist the
small manufacturing company. The recommendation that companies
make better use of outside Directors as a simple and inexpensive way
of obtaining advice and guidance is particularly applicable to small
firms. Indeed, some of the companies interviewed felt strongly that
their use of professional advisors or Directors to deal with banks and
development agencies had been a key to their success.

The 1981 CTT export audit showed that 66% of all exporters employed
less than 100 people and that these accounted for £750 million of
exports or 15.7% of total Irish exports. In examining those companies
interviewed which had less than 200 employees we found that 50% had
no qualified financial manager. These companies generally did not make
use of the forward exchange markets and had made little use of export
credit financing arrangements,

In 1979 a US Small Business Administration study® on incentives for
increasing small business exports highlighted three barriers to exporting
which would appear to be equally applicable in Ireland. These were:

(i) Owners and managers of manufacturing firms had an in-
adequate knowledge of export incentives and the methodology
of international trade.

(i) Next to the lack of knowledge, fear of the added risk of
exporting was the most significant barrier to beginning inter-
national trade.

(iii) Difficulty in obtaining adequate export capital was especially
acute for the small rapidly growing manufacturing firm that
is a primary candidate for international export activity.

An interesting feature of the SBA in the US is the use of an Affirmative
Action Programme designed to increase the share of contracts awarded
by US Government agencies to small business firms. Such a programme
could be operated in Ireland to the benefit of small firms with a likely
import substitution spin off. Some attempts have been made in this
direction in the past but this does not appear to have been systematically
organised.

4Incent|vos from increased Small Business Exporting, Robent Pricer, University of Wis-

consin, 1979,
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4.3 Large Indigenous Companies

Large companies in this study were those in excess of 200 employees.
They would not be considered to be large by international standards,
but there are only 115 indigenous manufacturing companies in Ireland
in this size category. These companies account for 30% of the labour
force in indigenous manufacturing industry. '

The interviews suggest that finance is not a material constraint for large
Irish companies. These companies appear satisfied with their banks.
They are not reliant on a single bank and the larger company is likely
to have several banks competing for its business.

The large company typically has a high level of financial expertise. It
normally deals with the bank’'s Head Office. The combined expertise
works to the advantage of both the company and the banks, the com-
pany making suggestions as to its needs and the Bank Head Office staff
having a clear understanding of the range of products that it can offer
to the company.

In theory, the larger firms should have ready access to the Stock Exchange
as well as to bank financing, but in practice this has not been the case.
The Stock Exchange has been largely irrelevant in satisfying the equity
needs of Irish industry (see Chapter 5.1).

‘The Co-operative Societies are among the largest Irish businesses. Due

to their ownership structure new equity comes from their membership
and they have found it very difficult to raise the amount of equity
appropriate for businesses of their size. The lack of equity may restrict
some of the Societies from developing the new products and new
markets which are essential if they are to grow through export market
expansion,

The financial position of large companies has significantly deteriorated
over the past few years. A recent survey of the 25 largest quoted indus-
trial companies® showed that the return on capital employed (Profit
Before Interest and Tax divided by Capital Employed) fell from 15.5%
in 1979 to 11% in 1982. Over the same period Profit Before Tax to
Capital Employed showed a much greater decline falling from 13% to
7.5%. This indicates the substantially increased impact of interest costs.

While large companies, in general, do not have problems in dealing with
their banks, most do provide security in the form of either fixed or

5Goodbod\/ & Wilkinson, Aggregate Accounts, 1983.
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floating charges. However, banks appear to be willing to share this
security.

Equity finance has not been readily available to the large companigs.
in common with all sections of manufacturing industry these companies
also suffer from a lack of equity.

4.4 Foreign Firms

These fall into two categories — subsidiaries of large successful muiti-
nationals and subsidiaries of much smaller firms with a very limited
overseas presence. Historically, the larger firms dominated foreign
investment in this country. This may now be changing as many of the
new technology firms are recently formed and still at an early stage of
development. This trend may also be the resuit of the IDA broadening
its marketing effort to include smaller firms which were not the primary
target in the past.

The irish subsidiaries of foreign companies have been very profitable
(with some notable exceptions) and, as a result, their financing needs
tended to be a good deal less than for their Irish manufacturing counter-
parts. Their primary need for finance is for fixed asset investment.
This is typically financed by a one-third grant matched by equity,
leaving a third to be financed through bank borrowings, normally in
the form of leasing. The interviews indicated that these companies had
no difficulty in raising their fixed asset financing requirements. Their
primary concern was with the cost of financing, and, here, leveraged
tax-based leasing was an extremely competitive and attractive form of
financial incentive.

It is difficult to estimate the extent of foreign companies’ working
capital requirements since many purchase raw materials from affiliates
and sell finished goods to other affiliates. This allows them to “manage’’
their working capital requirements to ensure that the group maximises
its borrowings where the cost is least. Section 84 type financing provides
funds at an advantageous rate and multinational firms made extensive
use of this. This cheap tax-based financing is essentially an additional
form of grant aid and the cost should be assessed in quantifying the
total package provided to any individual company.

in the future, foreign companies coming to Ireland are likely to be
smaller than those who set up here in the past. In many cases this may
be their first move overseas. Their smaller size has important implications
for both their financing needs and their ability to raise finance.
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To date, it would appear that these new companies, frequently in the
area of electronics and software development, can only raise finance
from the Irish banks by providing guarantees from their main US bank
—in the case of American companies — or the equivalent for other
countries. The Irish banks reasonably argue that if the company’s home
bank is unwilling to support the overseas move by its client with its
consequential risks and borrowings then the company should not be
setting up an overseas operation. It is unfortunate that in taking this
approach the Irish banks do not have the motivation to develop exper-
tise in the new technology sectors these companies are bringing to
ireland. A point of some concern is a number of cases where smaller
firms setting up in Ireland were told at a late stage in their negotiations
with the banks that while tax-based lending was available its availability
was entirely dependent on their home bank guarantees or guarantees
from foreign banks located in ireland.

It is clear that foreign industry in Ireland mades extensive use of
foreign banks located here for their international trading transactions.
Equally, because the bulk of foreign companies operating here are
production units with little or no marketing responsibility, their use of
CTT services is small in relation to the value of their exports.

In general, multinational firms have very little difficulty in obtaining
funds at very competitive rates, but this is usually because funds are
provided on the security of a guarantee from either the parent company
or a foreign bank.

4.5 Summary

The logical cycle in the development of companies is to move from seed
capital, to venture capital, and then on to development capital. These
stages represent the idea generation, commercialisation and initial growth
phases of a company. Due to the high risk nature of ventures at the
seed capital stage and the biases which exist in the risk/reward relation-
ship the rational investor will not invest in businesses which are still
at the idea or concept stage. The same is true for companies in their
first five years of commercial production where the risk of failure is
still high. At both the seed and venture stage, financing through bank
debt is inappropriate as it adds high financial risk to a company which
already carries high business risk. The financing prospects for companies
who have progressed to the development stage and show signs of high
growth is, however, quite favourable. Venture capital companies are
eager to invest in such high growth companies but cannot find a sufficient
number of candidates. Since the majority of Irish manufacturing com-
panies do not have high growth prospects they do have difficulty in
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attracting equity capital to fund growth and expansion.

To encourage the provision of capital for companies at the seed, venture
and development stages, tax write-offs should be available to investors.

The IDA Enterprise Development Programme established to encourage
executives to set up new venture in high growth industries will approve
45 new projects in 1983. At a time of deep recession this performance
indicates that the programme has been successful in achieving its basic
objectives.

There are, however, some problems with the ventures set up under the
EDP programme. The level of bank debt in these companies is far in
excess of what is appropriate at this stage of development. As a result
many of these companies are obliged to engage in low - technology
manufacturing and assembly to generate sufficient cash flow to service
bank debt. There is four times as much debt as equity in the EDP
companies. A more appropriate capital structure for these new ventures
would be to have four times as much equity as debt. Given the very
high failure rates which are to be expected at the EDP or new venture
stage, much of the bank debt to these companies has all the risk charac-
teristics of equity, without any of the potential rewards.

The financial data presented earlier in the report indicates that small
firms were more profitable than larger ones and had a better financial
structure. The importance of small firms to the economy is seen from
the fact that firms employing under 100 people represent 94% of all Irish
manufacturing companies. There is a need for the IDA to identify those
small firms with growth potential and to encourage their development.

The large indigenous company was less likely to have ditficulty in
raising bank finance than the small one. Bank finance has been readily
available to large companies, despite the lack of adequate profitability.

There is a need for co-operatives to develop new products and new
markets. This product/market expansion requires th. availability of
equity-type finance. Such funds are not readily ava.. ..le due to the
ownership structure of the co-operatives. |f these soci:i.es are to realise
their market potential some mechanism should be tound to provide
them with additional equity-type finance.
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CHAPTER S
SOURCES OF DIFFERENT KINDS OF FINANCE
In this section the available sources of long, medium and short term
finance are reviewed. The equity area appears to be the component

which is largely missing from Irish financial structures. This occurs for
many reasons, some of which have been highlighted earlier in the report.

5.1 Equity

The average level of gearing {Bank Debt/Shareholders Funds) in lrish ‘N} v

manufacturing companies is 59%. This compares with 49% in the US,
and 51% in the UK. Smaller UK manufacturing companies in the Wilson
Committee sample had a gearing ratio of 38% when directors loans were
considered to be equity. There are significantly different gearing levels

across sectors of US industry. Sectoral trends are not as clear in Irish
manufacturing.

Most of the firms interviewed had been funded from the original owners :; <

equity, with no new equity injections, other than retained earnings. E
Considerable use may have been made of property revaluation as a

" means of increasing capital reserves during the 1970s. Increases in a
- company’s net worth have thus been a mixture of retained earnings

and property revaluations, with little new money coming in as new -
equity. investment. Sixty percent of the managing directors of the com- |
panies interviewed did not perceive a need for additional equity, even
when they found it impossible to fund what they perceived as esseqtial
expenditure from either bank or IDA sources.

While the issue of control of the company was probed, most companies
had not thought sufficientiy about their capital structure for the con-
trol problem to be a significant issue. However, when further pushed on
the issue most felt that they did not wish to dilute their control over a
business they had developed.

The Stock Exchange has not been an important source of funds over
the past decade. In total £233 million (a substantial percentage of which

went to the non-manufacturing sector) was raised on the Stock Exchange
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since 1972. In the same period borrowing by the corporate sector
increased by £1,040 million.

The corporate financial data (Appendices 2 to 25) shows an increase
in the amount of issued capital in all sectors. It is not clear whether this
is a result of equity being introduced or some other factor such as
capitalisation of reserves, originating from revaluations of land and
buildings.

Only a small number of existing companies have had significant injec-
tions of new equity in recent years. This is not surprising as returns in
maufacturing have been low and risks high compared with alternative
investments.

Pension funds and insurance companies have not been a source of
equity except for a limited number of start-up or high growth ventures.

Sources of Equity
The major sources of equity finance are as follows:

Private investors/promoters, including retained earnings
The Stock Exchange

Venture Capital Companies

Pension Funds and Insurance Companies

IDA and other Development Agencies

Rescue Agencies

Private Investors/Promoters

It is important to distinguish between the business promoter and other
private investors. Business promoters will generally provide as much
equity capital as they can afford. However, they can seldom provide,
on their own, the levels of equity required to support a business. This
is particularly true in Ireland where the level of disposable income is
low. To the extent that industry relies solely on promoters’ equity

then industry will be severely undercapitalised. This is largely the
current position,

Private investors who should have an important role in providing finan-
cial backing to promoters have not been significant investors in Ireland.
The concept of investment pooling through a corporate structure does
not generally exist. This is in contrast to earlier years in the State when
the idea of collecting contributions in a local community to support a
business project was effectively used,
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The general lack of involvement of private investors in providing equity
to manufacturing industry is due to:

(i) The very low level of profitability in manufacturing industry.
Just why manufacturing industry profitability is so low is not
clear but it is certainly influenced by the recession and by a
difficult business environment. It is vital to recognise that
profit is necessary for survival and for investment. Non-profit
making enterprises cannot survive indefinitely no matter how
prepared Governments may be to reject additional capital.

(i) The low level of disposable income in the country.

(iii) The very high tax free return available from alternative risk
free investments such as Government Gilts,

(iv) A lack of incentive for business promoters to involve other
financial backers.

(v) The lack of a tax incentive to make an investment in manufac-
turing industry in the first instance and the high levels of tax
on both dividends and capital gains. Any advantage gained by
the company due to the low level of manufacturing tax can-
not be transferred to the owners of the company. This con-
trasts with the old tax free export status where the benefit to
the company could be passed on to its owners.

The Stock Exchange
In recent years the Irish Stock Exchange has not been a source of

capital for most of Irish manufacturing industry. It appears to have two
primary functions:

(a) to provide a market in stocks which are already quoted, and,
even here, the thinness of the market makes it difficult to
trade in many shares with the result that when large blocks of
shares change hands the transactions tend to be arranged out-
side of the floor of the Exchange;

(b) to provide a market for Government Gilts which represent
the vast bulk of turnover on the Exchange. In the first quarter
of 1983 twrnover by value in Irish Government Securities
accounted for 99% of total turnover. In terms of number of
transactions, Irish Government Securities represented 61% of
the total number of transactions.’

_ln the context of the need for equity in Irish manufacturing industry it
is disappointing that the Stock Market is a source of equity for only a

1Central Bank Bulletin, Report No. 1, 1983.
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handful of Blue Chip companies. The reasons for this are many and
most of them beyond the control of the Exchange itself. They include
the low profitability of manufacturing, a low level of awareness of
equities as an investment medium amongst the Irish public, and the
availability of low risk high returns elsewhere.

However, the Exchange has not been innovative in responding to the
needs of Irish industry. This is evident in reviewing the performance of
the Stock Exchange as a source of capital over the last 10 years. This is
shown in Table 10.

Table 10 ipdicates that since 1970 a total of only £5 million has been
raised for new manufacturing companies coming for a full listing on the
Exchange. Ninety three percent of the money raised through rights
issy#s went to the Banks, Cement Roadstone Holdings, The Smurfit
Group and Waterford Glass Limited. The issues for cash were placings

with financial institutions which primarily related to acquisition activities
by large companies.

Tabie 10

New Capital Raised on the Stock Exchange — Irish

. Public Issues

mﬁ:‘ Gross value Net cash proceeds Issues for Cash

of shares {0 company
issued

£m £m £m £m
1970 04 - - -
1871 1.7 28 15 0.5
1872 8.5 1.4 06 72
1973 6.4 6.4 29 o8
1974 10.2 - - -
1975 17.2 - - -
1976 229 - - -
1977 18.2 - - -
1978 06 - - 09
1979 425 - - 04
1980 26 - - 0.2
1981 63.56 - - 141
1982 36 - - 171
Total 188.3 106 5.0 43.7

Source: Issue documents published by the individual companies. The statistics quoied in the
Qntul Bank Quarterly refer in some cases 10 nomunal capital not actual maney
raised. {Compiled by J. Hogan.)

The Stock Exchange has not been a source of equity for new companies.
Memory Computers is the only Irish manufacturing company to come
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to the Unlisted Securities Market {USM) in Ireland. However, to achieve
a successful flotation Memory deemed it necessary to make its initial
flotation through the London Exchange.

Three other companies have come to the USM in Dublin. These are
Fruit Importers of Ireland which raised £2 million, Woodchester Invest-
ments which raised £1 million and Bula Resources which raised £12
million. None of these companies are in manufacturing industry.

There has been much discussion of the success of the USM. However,
the equivalent facilities were, effectively, available under Rule 163 (2).
The main difference would appear to be the positive effort by the Stock
Exchange in London to promote the USM.

A recent study on the Irish Stock Exchange by Colbert & McCarthy,?
states:

“*Our analysis reveals a spectacular decline in the number of quoted
companies brought about by mergers and sectoral decline. There
is no reason to believe that the decline will be arrested in the for-
seeable future. The composition of those remaining must also give
rise to some unease. A number are public in name only and are
rarely traded. Nor does the total number constitute a significant
element of the Republic’s industrial and commercial sector. Of the
major Irish companies ranked by turnover published in Irish Busi-
ness, January 1980, only 17 of the top 100 are quoted on the
Stock Exchange. None of the major enterprises in agribusiness,
or the new industries established by subsidiaries of foreign com-
panies, are ever likely to avail of its services. Consequently the
Exchange is highly unrepresentative of the broad range of activities
conducted in the economy.”’

The Stock Exchange has become increasingly irrelevant as a source of
capital to all but the handful of companies who have a joint listing on
the London market. The total funds raised through rights issues or new
issues for Irish manufacturing companies has averaged less than £1
million p.a. Over the period 1969-1981 total additions to the new equity
markets amounted to £223 million. This compares with £440 million
invested in commercial property development and £1,600 million of
Government Stock issues to the non-bank public. :

2Colbon & McCarthy, The Irish Stock Exchange Company Quotations 1950-79, Irish
Business Administration Review, Vol. 2, No. 2. October 1980.
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Since the establishment of the link between the Dublin and London
Stock Exchanges only one company has achieved a full listing and it
failed to raise its targeted amount. This is not to say that the link was
the sole reason for this. Furthermore, there is a growing tendency to
completely by-pass the Dublin Exchange and to place shares directly
with the institutions — primarily pension funds.

Venture Capital Companies

The basic objective of venture capital companies is to invest in ‘‘large
companies which are now small’’. Clearly their interest is in high growth
situations with the prospect of high payoffs. Typically they invest in
companies which are already in production and are in need of equity
financing to fund growth and development.

The venture capital company’s portfolio is a mix of manufacturing,
distribution, property, retail and services companies. Ideally, a can-

didate company will have potential to obtain a listing on the Stock
Exchange.

In addition to providing finance, venture capital companies also provide
considerable management support to the investor companies and play
an active role in guiding the company'’s strategy.

A number of venture capital funds operate in Ireland. These include
Development Capital Corporation, Avenue Investments, Silvermines
and the Banks. The Banks participate, either directly as is the case with
ICC or through venture capital funds managed by the Merchant Banks
e.g. Allied Combined Trust (ACT) and Share and Loan Trust (SALT).

While the bulk of their funds have been directed towards developing
companies, venture capital companies have made some investments in
start-up ventures including Trilogy, Stephens Green Safe Deposit Co.
and Intest. On balance, however, there appears to be a shortage of
investment opportunities for existing venture capital companies. While
the number of projects which they review has undoubtedly increased in
recent years they do not have the supply of companies in need of
development finance and with the high growth potential they would
like. This is partly a function of the lack of equity investment at the
seed capital and start-up stages.

Funds from venture capital organisations to development companies is
the one area where equity funds are readily available to manufacturing
industry. All the existing venture capital funds have been established
with banks, insurance companies and pension funds as shareholders. No
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venture capital fund exists which allows individual shareholders to
invest,

It is the basic business of a venture capital company to invest in grow-
ing companies, tieing up their investment for years, after which the
investment may be sold and the released monies invested in younger
growing companies. It is not constructive to apply capital gains taxes
on a company or individual who realises a profit on an investment and
immediately re-invests the proceeds. A tax on all realised capital gains
serves only to reduce the investment funds available by diverting a
portion of the gains to the Exchequer. It is suggested that Capital
Gains Tax should only be applied when gains are consumed and not
when the gains are re-invested.

The tax reliefs suggested as appropriate for equity investment in seed,
venture and development companies should be equally available to the
investments of a venture capital company or fund as to individuals.

. The EEC is developing a European Innovation Loan Scheme designed

to increase the flow of venture capital from the private sector. Com-
panies will quality for loans under the scheme if an approved financial
intermediary agrees to match the loan. This matching must take place
in the form of either equity or a subordinated loan. Loans under the
scheme will be available to small and medium sized companies develop-
ing new products, processes or services. The funds will be provided as
a 10 year subordinated loan on which no security is required. There
will, in effect, be a two year interest free period which will be financed
from the Community budget. Unlike other EEC funds these monies will
be available not just for funding fixed assets but also for funding work-
ing capital investment,

Pension Funds and Insurance Companies

The estimated total size of pension funds at the end of 1982 was
£2,200 million. The estimated annual net cash flow of these funds {i.e.
the total of investment income and new pension fund contributions) is
£350 million. This cash flow figure is the main source of new investment.

Despite the size of these funds they are insignificant suppliers of finance
to' Irish industry. A 1981 survey by the Irish Association of Pension
Funds showed the distribution of investments by Irish Pension Funds,
These are compared with the UK Department of Trade figures for
investment by UK Pension Funds. The figures are reproduced in Table 11.
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Table 11

Pension fund investment — 1980

Ireland UK
% %

Cash and deposits 1.3 4.7
Government Stocks 4038 216
Other Fixed Interest Stocks 43 65
Equities and Convertibles 18.7 50.0
Property 279 17.2
100.0 100.0

In the above table the percentages are calculated using the market
values of the investments at the end of 1980.

The major difference between funds invested in Ireland and the UK
appears to be equity investment. Fifty percent of UK pension fund
investment is in equities, whereas only 16% of domestic investment by
Irish Pension Funds is in equities. This difference is mainly accounted
for by a 26% higher investment in cash and gilts and a 10% higher
investment in property by lrish Funds. In the US, American pension
funds invest some 44% of their funds in equities, a further 22% in
long term bonds (a mixture of corporate and government), 14% in short
term deposits, and 3% in real estate. Mortgages count for 4% of their
funds.3 US pensions now invest 1% of their funds in venture capital
activities. Guaranteed investment contracts and insured plans account
for the balances.

In general, Pension Funds do not provide long term funds to industry.
However, they have been willing to participate in high growth com-
panies through investment in such funds as DCC, and ACT. They have
also performed a useful role by participating in private placements
which for one reason or another were not brought to the Stock Exchange.
However, most Pension Fund Trustees are unwilling to become involved

with individual investments unless a substantial number of other Pen-
sion funds also participate.

Because of the long term nature of both Pension and Life Office Funds,
it is appropriate for such funds to invest in industrial buildings. This is
not happening, except in prime locations. The difficulty with non-
prime property investment is the danger of it being left unoccupied

3Goodbodv & Wilkinson, Aggregate Accounts, 1983

108

for substantial periods if the initial tenant cannot make the rent pay-
ments. This problem is further exacerbated by the surplus of grant-
aided empty factories which helps to undermine demand.

A scheme might be developed to permit a flow of long term institutional
funds into non-prime property. Such a scheme would require the
bundling together of a large number of properties so that the funds
would invest in an average property position rather than be exposed
to the fortunes of a single unit. The IDA has the largest industrial
property portfolio and the Pension Funds should be required to examine
with the IDA how this portfolio or some portion of it could be trans-
ferred to the Pension Funds. It is probable that the rent payable relative
to the value on such properties would be very high, however, as the
rental income received by the funds would have to be sufficient to com-
pensate for the probability that some of the properties would not be
rentable if the current tenant were to leave. Any scheme developed
would of necessity have to take into account the market realities both
in terms of rental levels achievable and the valuations established given
the total position of the industrial property market.

It is estimated that there were some 330,000 people covered by pension
funds in 1978. Most pension fund holders have little identification with
their pension funds and the investments which these funds make. |f
pension fund holders were more aware of how their monies were
invested they might develop a greater understanding of both the needs
and the importance of industry.

IDA and Other Development Agencies

The IDA are considered in this section dealing with equity because their
grant funding should be considered as quasi equity. In the absence of
other equity sources it has been a major source of non debt funds to
manufacturing industry. The financial survey of companies provided in
Table 1 indicates that IDA grants amount to approximately 8% of
shareholders’ funds. This understates the total value of the grants, how-
ever, since the grants are written off over 10 years on the company’s
balance sheet. Furthermore, it understates the equity value of the grant
at the time the asset was acquired. There is no doubt but that the
grants provided by the IDA have been of enormous assistance in fund-
ing fixed asset investment and in providing a margin to secure bank
borrowing.

It is inappropriate, however, for manufacturing industry to rely on the
IDA for its equity funds. This has been the case in the past as there is
little evidence of company’s shareholders’ funds increasing throughequity
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injections from promoters or investors. The financial survey shows
some increases in shareholders’ funds, but this arises largely from
capitalisation of re-valued assets.

The IDA’s total investment in 1982 in the form of grants and building
expenditure was in excess of £200 million. It is essential that funds of
such magnitude be allocated as efficiently and as effectively as possible.
Consistent with the overall objective of the IDA of wealth creation it
makes economic sense to discriminate in favour of those companies
who perform well.

It is, therefore, desirable to establish a system under which companies
could only expect a favourable response to grant applications in situ-
ations where they have achieved objectives previously agreed with the
IDA. The establishment of appropriate mechanisms for evaluating
company performance is a difficult one. Different performance criteria/
targets may be appropriate for companies at different stages of develop-
ment and in differentindustries. Given the small size of the Irish market
it is not possible for companies in the traded sector to develop into
significant commercial enterprises without ultimately developing over-
seas markets.

Companies who are incapable of significant export potential and who
justify their continued existence on the basis of long term import
substitution should not be supported. This is particularly the case
where there is any possibility that a different company, under different
management might develop into these export markets. Grant aiding
companies which purely service the domestic market does nathing more
than provide a subsidy for one company relative to the others. Grant
aiding all such companies artificially depresses the costs of the total
industry, and causes a misallocation of resources. Consequently the
only companies which should be grant aided are those whose ultimate
objective is the development of export markets. Import substitution is
a reasonable short term objective, as firms need to be of a reasonable

size before they can take on the additional risks and demands of export
marketing.

This report has emphasised the inadequacy of the equity base of Irish
manufacturing industry. In other countries inducements are provided
for companies to raise new equity by providing special corporate tax
allowances. The low level of Irish manufacturing tax militates against
the success of such a scheme. In ireland an inducement could be pro-
vided by requiring that all grants be at least matched by new cash
equity injections. This is consistent with IDA practice at present in
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relation to foreign companies setting up in Ireland who are required

to match I DA grants with an equal amount of equity.

While the IDA have clearly filled a void in the equity markets through
the provision of grants, there must be some concern that owners of firms
are frequently reluctant to introduce new equity particularly where
there is ready availability of IDA grants and bank loans. This is par-
ticularly true in the case of financing fixed assets. The existing require-
ment that grants be tied to fixed assets has resulted in a high level of
capital investment in Ireland. Thé same cannot be said for investment
in product/market development which, while essential for long term
wealth creation, is frequently not grant aided and non-bankable. The
high level of investment in fixed assets will only be justified if markets
are developed to fully utilise the assets.

Other countries, such as the UK, the Netherlands and Belgium, while
providing lower levels of fixed asset support do provide support for
product market development. In Ireland, State responsibility for
product market development rests primarily with CTT. The IDA is
responsible for fixed asset financing. To ensure rational allocation
between aid for fixed asset financing and product/market development
finance a much closer liaison is necessary between the IDA and CTT.

(The services provided by SFADCO and Udaras, being virtually identical
to the IDA, have not been separately discussed.)

Rescue Agencies
In recessionary times rescue agencies play a significant role in financing

E _manpfgcturing industry. Decisions regarding the financing of companies
in difficulty are complex. They involve inevitable trade-offs, between

financial risk and social responsible, and between the cost of creating
a job and the cost of saving one. While a rescue package may solve short
term problems the real objective of a rescue is to create firms with the
capability for- growth and development in the post-rescue period. It is
pointless to create a portfolio of the “living dead"’ and policies in the
rescue area should be aimed at providing the rescued company with a
reasonable opportunity for medium term growth and development.

There are two types of company rescue:

1. Takeover Packages
2. Re-financing Packages

Company. takeovers will normally result in a tundamental change of
m



ownership. Re-financing packages, the majority of cases, occur in all
other circumstances. :

There are essentially three rescue agencies. Two are in the rescue busi-
ness on a voluntary basis, namely Foir Teoranta and the IDA. The
third is the Revenue Commissioners who is an involuntary participant
in the rescue business. All, however, are State agencies and therefore
should have the same objective. Tables 12 and 13 below show the
gpmrﬁitment by the IDA and Foir Teoranta to rescue operations for
the period 1980/1982.

Tabie 12

IDA Rescue Division statistics

No. of Total grant Grants for Grants for Employment
campanies commitment takeovers re-financing saved
1980 65 €8 million £5 million £3 million 3,000
{29 tirms) {36 ftirms)
1981 74 £32 mithion £12 milon £20 million 7,495
{31 tirms) {43 fims)
1982 114 £28 milhion £13 million €15 million 7,740
{38 tirms) {76 tirms)
Table 13
Fou Teorants Rescue statistics
No. of companies t.oans prowided Employment saved
1980 50 €10 milhion 8,800
gl 35 £5 mithon 4,000
1982 80 £14 milhion 7.700

In 1982, £42 million of State aid went into Company Rescue. This
figure will be higher in 1983 both in terms of the number of companies
rescued and the amount of funds provided.

This £42 million does not take any account of significant sums owing
to the Revenue Commissioners which will never be repaid due to
company closures or because the firms will never be capable of repay-
ing sums owed to the Revenue Commissioners. We are unable to quantify
" the State’s contribution to Rescue via the Revenue Commissioners.
However, it is not unusual for firms coming to the IDA for Rescue
assistance to owe more to the Revenue than they do to the IDA and
the banks combined. :
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sThere is difficulty in quantifying the cost per job rescued in that while
both Foir Teo and the IDA claimed to have saved about 7,700 jobs
each in 1982 there is bound to be a substantial degree of overlap
between these two organisations. There is a need for a co-ordinated
approach to the business of Company Rescue between these agencies
with the objective of one agency being responsible for the overall
Rescue effort. .

It is important decisions rest with only one agency since, in the past, a
certain amount of negotiation occurred between Foir Teoranta and the
IDA as to what their respective contribution would be, with each side,
presumably, seeking to minimise their own contribution.

Since early 1983 a system has been worked out between Foir Teoranta
and the IDA which has eliminated inter-agency conflict and leaves Foir
Teo as the primary mover in rescue situations. The IDA operates an
early warning system and seeks to identify potential Rescue situations.
These cases are discussed at weekly meetings with Foir Teo and the
Department of Industry, Trade, Commerce and Tourism.

Our overall goal is to ensure a single responsibility for the allocation
of State funds where some form of rescue is necessary. Responsibility

will rest either with the IDA or Foir Teoranta depending on the type
of rescue activity.

In company takeover situations, the IDA should play the lead role.

. This essentially involves the establishment of a new business and the

IDA is best positioned to find suitable candidates (both domestically
and overseas) to set up these new enterprises. Although it is unlikely
that Foir Teo monies will be required in a takeover situation occasions
do, however, arise where they are called on to assist. It follows, there-
fore, that it is appropriate for the IDA to keep Foir fully informed
from the beginning in all rescue cases of a take-over nature.

In the case of re-financing packages, Foir Teo should play the lead role.
We would, however, also see the IDA playing a significant role in advis-
ing Foir Teo on the appropriateness of rescue in cases of re-financing
packages.

It is clear that the IDA will have considerable sectoral knowledge and
will be aware of the strategic importance, or lack thereof, of the industry.
The IDA will, in all probability, have had a close relationship with the
rescue company over the years and will have an understanding of its
ability to compete successfully in its market-place. The IDA input,
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therefore, to the decision-making process is most important. However,
the final decision in a re-financing rescue rests with Foir Teo.

Revenue Commissioners

The Revenue is an involuntary participant in the rescue business. How-
ever, in many cases, companies seeking rescue assistance have aggregate
amounts owing to the Revenue which exceed the combined amounts
owing to the | DA and banks.

While monies owed to the Revenue provide a short term source of
working capital they also provide management with a soft option of not
facing cutbacks when a downturn in business requires this. The effect
has been unhealthy from everybody’s point of view. The Revenue Com-
missioners found themselves in the position of choosing between
collecting monies owed, and thereby putting companies into liquidation,
or of holding back and allowing themselves to become a primary source
of finance to ailing firms. This position was facilitated by the preferen-
tial position of Revenue debts.

The Revenue Commissioners are not empowered to forgo any amounts
of funds owing to them and at best can provide the concession of
deferring payment over a period of three years. The size of the Revenue
monies owed allied to the short term over which they must be repaid,
when the firm is at its weakest, can ensure that the combined efforts
of the IDA and Foir Teoranta cannot succeed in rescuing the company.

Where large amounts of money are due to the Revenue, Foir Teo
cannot put an effective rescue in place without removing the tax over-
hang. In many instances commercial banks are unwilling to provide
essential loans due to the prior claim nature of Revenue debt. Foir
Teo should take over responsibility for paying off the sums due to
the Revenue, and allow rescued companies to repay these to Foir
Teo over an extended period.

Appropriate Financing for Rescue

The bulk of Foir Teo funds to industry are in the form of loans at
market interest rates or preference shares. However, in 1982, interest
paid to Foir Teo on loans outstanding (after provisions for bad debts)
amounted to only 2.8%. It follows that Foir Teo is not earning a
commercial rate of return on its loans and it may be that Foir Teo
should recognise this by providing soft loans to rescue companies in
exchange for equity. it is suggested that Foir Teo take direct equity
investments up to and not more than 26% in companies which come to
it for rescue in exchange for whatevér amount of loan funds, at zero
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interest rate, may be appropriate to the rescue situation,

With a favourable loan package the rescued company stands a much
greater chance of survival and development in the medium term. Hope-
fully this will give value to Foir’s equity holding and in the long run
might prove a more remunerative use of Foir‘s funds. Providing funds at
commercial interest rates to these companies reduces the likelihood
of their survival due to the higher debt servicing requirement.

It is recognised that one of the fundamental issues in a Rescue situation
is to determine whether the cost of a job saved is greater or less than
the cost of a job created. |f Foir are to be the primary Rescue agency
they must have the responsibiity for calculating the cost to the State
of the job saved including the cost to the State of redundancy pay-
ments, unemployment payments and funds owing to the Revenue if the
company were to go into liquidation.

Given that the ultimate objective of Rescue is to create firms capable

of growth and development in the medium term the following points
must be made:

(a) In Rescue situations where large sums are owing to the
Revenue the continuance of Revenue debt effectively pre-
cludes the ultimate objective being achieved.

(b) More debt is not what a company in need of Rescue requires.

(c) In practice, Foir Teoranta receives only a fraction of the
interest due to it. The borrowing firm for its part while fail-
ing to make the cash payments due to Foir Teoranta must
charge the full interest cost (say 15%) to its profit and loss
account, thereby guaranteeing continuing losses.

A re-think of the Rescue operations should take place along the follow-
ing lines: -

{a) An effective Rescue cannot take place with large sums owing
to the Revenue. Some way must be found for extending the
payment terms and reducing the interest cost on these funds.
We believe that Foir Teoranta should assume responsibility
for funds owing to the Revenue.

{b} Foir Teoranta should recognise the reality that the provision
of loan funds at commercial interest rates is unlikely to be a
successful formula in rescuing companies. Foir Teo has
attempted to address this problem by providing preference
shares with deferred dividend payments. However, the problem
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with this mechanism is that it builds up a large future debt
which may block future development since the owners per-
ceive that they are no longer working for themselves.

It is suggested that Foir take direct equity investments up to and not
more than 26% in companies which come to it for rescue in exchange
for whatever amount of loan funds at zero interest rate may be appropri-
ate to the particular Rescue situation.

In this scenario it is not clear what role IDA grants.play or indeeq to
what extent IDA grants are appropriate where there is a clearly defined

State agency responsible for re-financing rescue cases. If the IDA were -

not to be a grant provider for Rescue situations, at least until they
reached a development stage once more, then it would be appropriate
‘that? some of Foir Teoranta’s loan money would be made available in
the form of non-repayable loans (which is the equivalent of a grant).

6.2 Long Term Finance
. Long term finance means loans repayable over periods in excess of seven
years. Long term finance is attractive from two points of view. First, it
reduces the pressure on companies to repay debt over shorter periods
than justified by the payback on the project being financed. Second,
long term finance was frequently provided in the past at fixed rates of
interest thereby providing a degree of certainty in the financing costs of
a project. At present neither long term finance at variable interest rates
or long term finance at fixed interest rates is available for industry on
the Irish market. There is one exception to this for manufacturing
industry. The Industrial Credit Company (ICC) has available ten-year
fixed rate money from the European Investment Bank (EIB) which is
lent to small and medium-sized businesses. There has been great demand
for these funds and their availability has been of great assistance to
small industry. It has also been a very attractive product for the ICC
who had sole access to these funds and it has allowed them to expand
their lending base significantly.

The absence of long term money is a relatively recent phenomenon
and is clearly linked to the growth in inflation over the past two decades.
For almost a century and a half covering the period 1800 to 1950
Americans were willing to lend their money to the Government or to
private companies for periods as long as 30 years at a 2-3% nominal
interest rate. The only time this changed was during or immediately
after wars and then only briefly. The ability to borrow money for
30 years at low interest rates made possible 30-year plans and 30-year
write offs. Today this has changed, not just in the US, but in the
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western world in general. A high degree of uncertainty about economic
performance means that few lenders are willing to take a 10-year per-
spective let alone a 30-year one. Even where the funds are available
for 10 years or more there is little chance of their being available at a
fixed rate which does not include a substantial premium to protect the
lender against the devaluation of his capital by inflation. If fixed rate
funds were available to a manufacturer, it is unlikely that the return on
the project being financed would be adequate to repay the interest
which would currently be demanded by the fixed rate lender. The
absence of long term fixed rate monies is therefore not critical since
few manufacturing firms would wish to borrow at the high fixed rates
of interest currently prevailing. Based on the interviews, firms would
have been unwilling to borrow long term fixed rate money at rates
above 10%, at a time when long term Government Gilts were yielding
about 14%. It is questionable whether if all interest rates were to fall
firms would still be prepared to borrow at a long term fixed rate of 10%.
If there wasdemand then an interface, such as a mortgage bank, between
pension/insurance funds and industry might be desirable.

The absence of long term finance for industry at variable rates of interest
is certainly a concern. With profitability low, companies have great
difficulty repaying capital amounts due on medium term loans provided
by the banks. Banks are also concerned by this trend since the absence
of loan repayments reduces the level of bank funds available for new
loans. The financial survey indicates that while debt has increased sig-
nificantly since 1978 the cash cover (net profits plus depreciation
relative to debt) has not increased in the same proportion. Bank debt
as a percentage of total assets has increased from 20% in 1978 to 22%
in 1982, while net profits and depreciation have fallen from 1.2% of
total assets in 1978 to 0.6% in 1982, a fall of 50%.

Qanks should not be considered as major suppliers of long term funds
since the bulk of their funds come from short term deposits and current
accounts. Traditionally it has been the Life Assurance Companies and
Pgn:v.uon Funds, whose sources of funds are long term, that have been
willing to lend long term money. Few of these companies either here or
overseas have been willing to lend long term funds in recent years despite

declining_ inflation rates. It is unlikely that this position will change
radi ully in the immediate future.

As indicateq, at current high interest rates, long term fixed rate funds
at cpmmercoal rates are not attractive to industry. One possible approach
which could be attractive to both industry and lenders is a provision of

index-linked funds with repayment of both capital and interest phased
over the life of the loan. 17



The cash flow effects of this are depicted in Figure 4 below. This type
of loan has the advantage of low interest charges in the earlier years,
offset by the higher repayments during the latter period of the loan.

Using index-type funds ensures that the long term lender receives a real
rate of return. During the seventies this did not happen. Such funds
are ideally suited to property-type financing where one expects the
rental value to increase over time also. There has been some move to
develop sources of index-type' funds. They were initially offered in
ireland by the Housing Finance Agency and are now also offered

through two funds, one organised by a merchant bank, and the other
by a life assurance company,

5.3 Medium Tarm Finance

Medium term finance is defined as loans repayable over a 1 to 7 year
period and used primarily to finance buildings, plant and equipment,
and vehicles. All banks provide this sort of finance, as do finance houses
in the form of leasing and hire purchase. These funds are normally
provided in Irish pounds but are also available in foreign currencies.

The financial survey indicated a significant increase in term finance as
a proportion of total bank borrowings by Irish manufacturing industry.
Term debt as a percent of bank borrowings has increased from 45% to
50% for small firms and from 52% to 57% in the case of large firms over
the period 1978-1982. This trend is also confirmed by a survey of the
top 25 publicly quoted industrial companies (Appendix 26).

This is not surprising as the Associated Banks have been pursuing a

policy of reducing the use of short term overdraft facilities for fixed
asset funding.

The interviews indicated that there was little problem obtaining funds
to finance plant and equipment. This is partly explained by the positive

impact which IDA grants have in providing a margin of security for the
bank.

The industrial banks only provide about 1.3% of the loans to manufac-
turing industry. However, some companies indicated that it was easier
to obtain a loan of say £20,000 from a Finance House (probably a sub-
sidiary of one of the Associated Banks) than to obtain an increase of
£20,000 in the company’s working capital facilities via an increase in
the overdraft limit. There are two reasons for this:

(a} The bank places a high value on the security provided by
equipment; and 118

Figure 4

Cash fiow effects of repsyment of index Linked Funds loan

Cumulative surplus Cash-flow from using » 20 year Index-Linked loan of 2.5% versus a 20 year

12.75% fixed rate loan with level repayments of principal and intsrest, amuming a 10% inflation
rate.
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Exampie: Atier a period of 10 years, allowing for interest effects, the borrower will have

£77.50 movse cash available it the borrower uses an index-inked loan rather than g
straight 20 yeas loan.
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(b) The rates of interest which they charge is likely to be sub-
stantially higher than that charged for overdraft or, indeed,
for a 3-year term loan.

In quoting interest rates for hire purchase and leasing the finance
houses/industrial banks continue to quote flat rates of interest. The law
does not require that the true rate of interest be declared on such loans.
However, the industrial banks have agreed with the Central Bank to
display notices in their offices setting out both flat and effective rates
of interest, relating to the facilities they offer. When quoting for
business, be it verbally or in writing, and also in loan documentation,
the banks and finance houses should be required to state the true
interest cost to the borrower.

The more sophisticated borrower is capable of working out the true
rates of interest and the effect of leasing tax write offs to the bank, and
can negotiate appropriately competitive rates. This is not true, however,
for the smaller company which can pay a very high rate of interest
without appreciating this fact.

Product/Market Develapment

Traditional bank financing has had a strong security emphasis. As a
consequence it has been oriented towards satisfying fixed asset and
seasonal working capital requirements. There is no significant problem
with the financing of these assets.

The area where there is a clear need for medium term funds (say 3

years) and where the market does not provide money is in financing
“company growth through product and market development programmes.
As previously indicated, the level of fixed asset investment in Ireland
has been high over the past decade. This investment will be pointless if
products and markets are not developed to fully capitalise on the
investment programme.

The financing of product market development is a risky business and
should not be funded entirely from bank borrowings. There is a need
for equity funds. There is also a need for a significant IDA and CTT
involvement as their funds have many of the characteristics of equity

investment. The final component in the package will be bank financing
but this shauld not be dominant.

Bank funding for product/market development programmes will require
a shift from security-oriented lending to cash flow-oriented lending.
This shift requires much greater understanding of the individual com-
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pany and sectoral needs by the banks. However, it will never be
appropriate to fund all of the expenditure on product/market develop-
ment with loan finance. The maximum appropriate amount of loan
funding is the lower estimate of the amounts which the individual pro-
duct/market development project is likely to realise. Financing in
excess of this is more appropriate to equity-type funds. Coras Trachtala
have proposed a Market Entry/Development Finance Scheme and we
would fully support the objectives of such a scheme. In principle, how-
ever, we are not in favour of the use of State guarantees, as proposed
in the CTT scheme, or in other State schemes. State guarantees are
being used as a device to avoid focusing on the total amount of the
State's liability. A greater sense of accountability would occur if
instead of guarantees actual loans or grants to fund the costswere used. It
is noted that in both the UK and French market entry/development
schemes (see Appendices 37 and 38) the funds are effectively supplied
in the form of repayable interest-bearing loans, where repayment is
made through a percentage annual charge on the sales achieved.

In developing such schemes particular attention should be paid to the
export services industries which by their nature have little to offer by
way of security. It is worth noting that in our interviews the most
widely perceived barrier to entering the export markets was the lack
of finance, with ability to compete, due to wage costs and prices, being
a close second.

Product/Market
The survey indicated a desire on the part of exporters for the expansion
of the existing CTT programme for funding export personnel living

~ overseas. This programme was seen as being particularly useful.

While it is easy to talk about the development of foreign markets from
a conceptual point of view, in practice marketing in foreign countries
is very demanding, requiring that an export manager live away from
home for significant periods of time, often in unpleasant environments,
In other countries income tax concessions are provided to export
marketing personnel who spend more than 100 days a year abroad on
business. This incentive is absolutely essential. It is people who generate
sales and at the present levels of income tax in Ireland there is no
inducement for an individual to undertake the rigours of export market-
ing when the personal gains are so few. Irish exporters have a serious
problem in recruiting good people for this sort of work. This is certainly
a barrier to the further development of exports from indigenous industry.

In the US a change in the law allows US banks to establish Export
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Trading Companies. A number of banks have already done_ this, some
setting up on their own, and others in joint venture with existing
commercial firms. The concept is that if banks, who are experienced'm
financing global trade, were to bring together buyers and sellers, with
the Export Trading Company taking title to the goads, then greater use
of the banks’ expertise and contacts would be made in the interest of
promoting foreign trade. These Export Trading Companies are much
too new for comment to be made on their performance. It does, how-
ever, show a willingness on the part of the US banking system to move
a little in the direction of the Japanese concept of interlinking between
financial institutions and trading companies.

54 Short Term Finance

This is provided for periods of one year or under, typically through the
medium of an overdraft. The overdraft is an extremely flexible and
useful form of finance to the borrower. It is typically intended to
finance seasonal working capital requirements. Additional forms of
short term finance are provided via seasonal loans primarily in the
agricultural sector. Apart from bank finance the other important source
of short term finance is trade credit.

The information compiled by the banks for this study shows that there
has been a decrease in the amount of overdraft financing relative to the
amount of term financing over the period 1978 to 1982. In the com-
panies with borrowings below £250,000 the ratio of overdraft to term
finance has decreased from 55% to 50%. A similar trend is seen in the
other sample of companies where the ratio has decreased from 48% to
43% in the period 1978-82.

Wiile bank overdraft relative to term loans has decreased, the relative
importance of overdraft as a source of short term finance has increased
for small companies. In 1978 the ratio of bank overdraft to current
libilities was 19% in the small companies. By 1982 this figure had
seen a marginal increase to 22%, about the same as for large companies.

Trade creditors provide about 29% of the total funding of Irish manu-
facturing industry. This proportion has remained unchanged over the
period. For the large companies the average number of days taken has
increased from 62 to 73. For the smaller companies the number of days
has decreased from 68 to 67. Given the severe pressures on companies
in recent years it is slightly surprising that the increase in the utilisation
of trade credit has not been even higher.

Current assets relative to sales have remained roughly constant over. the
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period 1978-82 in bath the small companies where the ratio is 42%, and
in the large companies where the ratio is 40%.

While inflation has greatly increased the demand for working capital
finances, the demand has been further aggravated by some actions of
the State. In particular, the imposition of VAT at point of entry (see
Chapter 3.3) has increased working capital needs. A particular problem
is the method of charging VAT when there are stage payments involved.
If one imports materials which will be paid for over a number of months,

the VAT payment on the full value of the materials is still payable
immediately.

A further problem which increases the demand for working capital is
the substantial delay in the payment of IDA grants. In some instances
delays were in excess of a year, though this may have been in part caused
by the companies themselves. The IDA have a policy of paying grants
within a period of six weeks from receipt of the claim. They believe
that the actual delay from the time the claim is received to the pay-
ment of the grant is on average six to ten weeks. According to the IDA
it is not uncommon to receive claims for grants in respect of expenditure
incurred months or years prior to the claim date. However, if an average
delay of six months is assumed in the payment of grants after the
expenditure is incurred, and a 16% rate of interest, the value of the IDA
grant is overstated by 8%. In general, there was little evidence of
difficulty in arranging bridging finance for IDA grants. Some less secure
companies, however, did have problems organising bridging finance
because they had already used up their borrowing capability and the
banks were concerned that if the company got into difficulties the
money would not be forthcoming from the IDA.

Some banks have developed new products to cater for these problems.
One has developed a special facility for bridging IDA grants, and a
number of banks have introduced VAT bonds. However, there is also
some evidence from our interviews that overdraft facilities were not
revised to take into account the additional need for short term cash
following on the introduction of VAT at point of entry.

Overdraft is a particularly flexible form of finance. However, while
intended to be a form of revolving credit, it is frequently viewed as a
source of permanent finance. In some other countries bills of exchange
and promissory notes are the prime vehicles for short term finance. In
many respects these are better from a bank perspective, in that they
give much greater control over the business, but they are not as desirable
as the overdraft from the point of view of the business.
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The increased flexibility of the overdraft carries with it additional res-
ponsibilities. It is essential to develop a greater understanding between
the bank and the customer. The arrangement of the overdraft should be
subject to constant review based on the performance and needs of the
company.

Entering into export markets provides additional working capital needs.
The problems of export finance are examined in detail in section 3.4.
Factoring, which is largely underutilised as a potential source of finance,
is also discussed in section 3.3.

The major problem area in working capital finance appears to be the
inability to fund the complete production cycle. It should be possible
to finance all costs incurred in delivering against confirmed orders start-
ing from the raw material stages. | nterviews indicated a number of firms
who were unable to take on additional export sales because they were
unable to arrange the finance necessary for the longer production runs.
Where the increased export orders result in longer production cycles
but do not remove the cyclical nature of the financing need then it is
appropriate to increase the overdraft facility.

It is difficult to understand how a bank can justify financing a short
inefficient production run and then, because of the size of the loan

refuse to finance the more profitable longer production run, caused by .

the receipt of a firm order. Frequently, however, the real problem IS
that overdraft is not the most appropriate form of finance. In the event
of the expansion resulting in additional permanent financing needs, or
if the production cycle is increased to reflect hoped-for, rather than
firm orders, then equity or other long term finance is more appropriate.

In conclusion, nearly all short term finance is funded by overdraft.
There is almost a complete absence of specific mechanisms for financing
stocks and debtors. If instead of providing a single overdraft facility
the banks were to provide self-liquidating loans against specific assets
a more realistic assessment could be taken about specific business
needs. With the devaluation of the security available to the banks under-
floating charges because of the increase in the position of preferential
creditors, the development of such specific financing mechanisms is
important,

6.5 Summary

The sources of equity funding for manufacturing industry are very
limited. The private investor has not been a significant provider of
equity due to the distortions in the risk/reward relationship referred to
earlier in the report. 124

The" Stock Exchange has been a source of capital for a very limited
number of large companies. This reflects the poor profitability of
manufacturing industry and the narrow base of the Stock Exchange
which is not representative of the broad range of economic activity in
Ireland.

Venture capital companies provide equity in situations where businesses
have potential for high growth. In general, the venture capital com-
panies are not investors in start-up manufacturing enterprises. They
have a preference for companies with a successful track record. There
are, however, only a limited number of such investment opportunities
in Ireland and as a result venture capital companies have a surplus of
funds for investment, |f the recommendations concerning tax write-
offs for equity investment are put into place venture capital companies
may be more willing to invest in higher risk seed and venture stage
manufacturing companies.

It is not constructive to apply capital gains taxes on a company or
individual who realises a profit on an investment and immediately
re-invests the proceeds. It is suggested that capital gains should only
be applied when gains are consumed and not when they are re-invested.

Pension funds and insurance companies are not significant sources of
equity or long term finance — in loan form — to manufacturing industry.
There is a fear on the part of these funds of being overly exposed to
the risks of any single investment, a fear of being unable to liquidate
their investments, and a willingness to provide funds only when other
pension funds are also investing. There is a need for a vehicle which
would pool equity and long term loan investments for pension funds
and remove these fears. This could be done in a way which would
spread their risk over a wide range of investments and minimise the
impact on the individual pension funds or insurance company of the
failure of any one investment.

While over 300,000 people are covered by pension funds no attempt is
made to make these pension fund holders aware of how their funds
are invested. Creating such an awareness may help to develop a greater
understanding of the needs and impartance of successful performance
of industry and the alternate investments.

The expansion in manufacturing industry over the last decade has -
been funded primarily by IDA grants and bank debt. The banks have
not been providers of equity funds to manufacturing industry. In the
present environment some bank loans have all the characteristics of
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equity but without the returns which accrue to the equity hoider.

The introduction of new equity into firms could be encouraged if
the IDA were to require all second round grant-aid to be matched by
an equal amount of equity in the form of cash investment or surplus
(i.e. cash available but not necessary for the successful carrying out
of the business) retained earnings.

There are currently three State organisations involved in company
rescue — the IDA, Foir Teoranta and the Revenue Commissioners. It
is important that these three organisations function in such a way as to
ensure the most efficient allocation of State funds.

There is a need to develop a Market/Development Finance Scheme to
assist export development. This scheme should provide funds in the
form of repayable loans where repayment is made through a percentage
annual charge on export sales achieved.

There is a need for banks to develop specific mechanisms for financing
stocks and debtors. |f banks were to provide self liquidating loans against

specific assets, a more realistic assessment could be made of the specific
business needs.

A reduction in security as a basis for lending, the provision of loans
for product/market development and the development of specific
mechanisms to finance stocks and debtors would all be facilitated if
banks acquired a much greater level of sectoral expertise.

126

CHAPTER 6
FINANCIAL EXPERTISE

it is essential to examine not only the services and advice being offered
by the banks and other suppliers of finance, but aiso the level of
expertise of the companies with which the banks interact. This assess-
ment is primarily oriented towards the financial management area. It
is difficult to provide an accurate measure of the quality of management
and ultimately one must rely on what may be overly simplistic yardsticks.

As well as examining the quality of management, the interviews looked
at the main sources of financial advice used by companies.

initially we will examine the quality of financial management and
subsequently the sources and needs for advice.

6.1 Financial Management

The importance of management expertise is underlined by the percep-
tion among institutions that the key factor in the collapse of firms is
bad general management. Despite the deterioration across all manufac-
turing sectors, there was at least one company in each sector which
showed significant improvements in both output and profitability. The
institutions generally felt it was mangement quality which allowed
these companies to achieve superior performance. The IDA also strongly
endorsed the view that bad management was a major factor in causing
company collapse. In particular, they quoted examples of companies
tendering for, and accepting, contracts which could not be executed at
a profit, and examples of companies refusing to take remedial action
until it was too late. While the latter problem is unfortunate, the former
is more serious as it affects not only the company, but pricing at a loss
also damages other members of the industry.

Foir Teoranta are in the process of increasing their after-care service as
a means of strengthening the management in their client companies.

This suggests that they too have identified management weaknesses as
a key concern.

The banks generally perceived some improvement in the companies’
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production of financial information both in terms of industrial manage-
ment accounts and projected cash flows.

The survey indicates that of those companies with more than _2_00
employees all had full-time financial executives who were qualm_ed
accountants or had equivalent financial expertise. These companies
produced adequate financial information. Fifty percent of the com-
panies in the survey with less than 200 employees had no qualified
financial personnel. The production of internal management accounts
varies considerably. Many firms do not produce adequate management
accounts and measured profitability solely by the state of their over-
draft balance.

A number of companies have absolutely no internal financial expertise
and do not seek advice from outside. An example of this is two com-
panies exporting over 50% of sales, but entirely unaware of the existence
of foreign exchange forward markets.

The survey indicates that where companies managed their bank relation-
ship, it was a constructive one.

The board of directors is not perceived as a potential source of advice
for the smaller company. Most small companies do not have any external
directors and do not consider their potential value as a supplement to
compensate for internal deficiencies.

Some newly-established firms felt very strongly about Athe bengfuts
they had derived from the use of an experienced outside Advnsqr/
Director, particularly in dealing with banks, IDA, other State agencies
and Government Departments.

It is difficult to know why management is considered bad or to know
whether, or if, it is bad in relation to other countries. There is, how-
ever, evidence to show that irish management is younger than in other
countries and that, due to the lack of mobility in the irish ma(ket,
management experience of different companies, industries and environ-
ments tends to be a lot less than in countries such as the US.

We feel that mobility should be encouraged. At present, there are
major obstacles to mobility. Two major ones are:

(i} the lack of transferability of pension fund rights, which
effectively deprives people of a portion of their savings;

(i) discriminatory employment rules which seek to ensure little
mobility between the different employment sectors.
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The age and experience problem could be greatly compensated for by
encouraging the employment of experienced outside directors. A most
valuable reservoir of untapped management talent exists amongst those
who have recently retired, having achieved a considerable level of
expertise and experience during their careers.

6.2 Financial Advice _

The survey indicates that the major source of financial advice is internal
management. The banks are considered the second most important
source of advice, withconsultants, auditors and the IDA ranked as third.

A surprising feature of the interviews was that 80% of the companies
without qualified financial personnel still relied on internal management
as the primary source of financial advice.

While most companies felt that outside advice was useful on some
occasions, their overriding feeling was that it was the internal respon-
sibility of management to manage their company, and that even if they

were in trouble it was not the role of either the IDA or the banks to
sort out their probiems.

A recent CTT survey indicated that iess than 25% of exporters consider
themselives to have in-house expertise in the area of foreign exchange,
export credit or credit insurance. The survey underiines this fact. There
was a perceived need among companies for advice on export-type
financing. Companies would like this advice from CTT as part of an
integrated export advisory service but, in general, they did not perceive
CTT as capable of providing this financiai advice at present.

While there is a clear need for specialist advice, particularly in the
finance and marketing areas, there is a reluctance among companies to
be hand-heid. The IDA is beginning to require that companies obtain
specialist advice where they feel deficiencies exist. This is certainly
appropriate.

Many small companies perceive their local bank manager as a potential
source of advice. These managers may be able to suggest the use of out-
side advice or consider bringing in the advice at board level.

6.3 Relationships with Financial Agencies

In the survey the relationship which companies have with their banks,
the IDA and CTT was explored. Anticipating that companies of different
size and background were likely to have different perceptions of these
institutions, the data was analysed on the basis of whether firms were in
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agribusiness, were foreign-owned, were small indigenous firms, or large
indigenous firms.

The first question asked and a schematic description of the answers is
set out below:

How wouid you describe your relationship with your main Bank, IDA and CTT?

Very Non Very
Constructive Constructive Neutral Coastructive Unconstructive
l Foreign Agribusiness Small firms | I
Banks Large Industry
Large
Small likums  Firms
oA | - - - | 1 l |
Agribusiness Foreign
Small firms )
Agric. firms Foreign
crr | : a - | |
Large
Firms

Foreign firms, agribusiness and large firms have constructuve relation-
ships with their banks. This is consistent with the banks’ clear sectoral
expertise in agribusiness and with our view that both foreign and larger
indigenous firms have few problems in obtaining bank finance. Small
firms, on the other hand, have a very neutral view of the relationship
with their banks.

In the case of the IDA it is not surprising to find that small firms which
depend heavily on them had the best relationships with them.

Foreign firms have a neutral attitude to CTT, reflecting the fact that
they have less use for their services since they are mostly production
units with marketing responsibility not being located in Ireland. On
average, companies’ relationships with the bank, the IDA and CTT must
be considered good although there were certain instances where com-
panies found all three non-constructive.

The ICC was not the main bank to any of the companies interviewed.
Many deal with the ICC but tended not to have a close relationship and
viewed them more as a conduit for EIB money rather than as one of
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their banks. However, the ICC’s role in providing long term fixed rate
EIB money was viewed as very constructive. There was a general per-
ception that, despite the lack of an ongoing relationship between the
ICC and the company, the ICC had a better understanding of the business

at the time the loan was processed than the people with whom they
were liaising in their main bank.

The second question and a schematic description of the answers is set
out below:

How weil do you fesl that the Bank, IDA and CTT understand your business?

Very well Well Not Well Not at
all
L_ I | N
Large Small
Agrib. Foreign Inish Firms
Banks l . . l . . l I
Small +
Agnib. Large Foregn ’
wa |- : | ] |
Agrib. Large Small
crr | . . | . | |

The clearest result is the very good understanding of the agribusiness
area by each of the banks, the IDA and CTT. Even though with both
thebanksand the IDA the agribusiness area did not come out as showing
the most constructive relationship, these companies clearly felt that the
banks and the I DA understood their business very well.

Apart from the agribusiness area the ranking in terms of understanding
was similar to the ranking of the relationship. Small firms perceived
themselves as least understood by the IDA. In the case of CTT, we have
ignored the foreign firms as most of them had no relationship with CTT
and consequently would not have expected CTT to understand their
business. Of those who had contact with CTT small companies felt that
they were least understood.

In general, those with an ongoing relationship with CTT are very satis-
fied (there were some definite exceptions to this), particularly with
assistance in appointing agents in overseas markets and in obtaining
assistance in overseas markets where CTT is represented. However,
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there is confusion as to the precise role of CTT. Many exporters in-
correctly perceive them as a grant provider similar to the |DA rather
than primarily as an export marketing advisory service.

Because of the very great need for banks to understand the business to
which they are lending, especially when one takes into account the very
high gearing levels in Irish industry, the frequency of bank personnel
visiting the business was explored. The question and the responses are
shown below:

Does someone from the bank regularly visit your plant?

Small firms Large firms Agric. firms fForeign firms
% % % %
Never 23 30 13 o
Less than once a year 23 10 ] ]
At least once a year 54 60 87 100

Foreign firms without exception were visited by the banks at least once
a year. There may be a few reasons for this: firstly, the banks attempting
to develop new business, since the foreign firms are in a growth position;
secondly, it may reflect an expectation on the part of foreign firms that
they be visited by their bankers rather than the converse.

The small firms were least frequently visited, had the worst relationship
and felt least understood by the banks.

As previously indicated, nothing in the interviews suggested any dif-
fefence among the four Associated Banks. Due to the operation of the
Bank Cartel the Associated Banks always act in umson and only after
agreement has been reached among themselves. This process has resulted
in a uniformity of service and a lack of imagination and innovation.
Indeed two years after the introduction of short term financing schemes
for exports the banks have not yet printed a brochure on the scheme.
The pricing of bank services is the same from one bank to the next and

the range of services and their quality does not vary from one bank to
another,

The loser in this scenario of non-competition is the customer who is
likely to choose his banker on a historical or purely geographic basis.

A number of companies interviewed had extremely bad relationships
with their banks. This would appear to be due to a lack of understand-
ing by each party of the other's position. The result is a lack of co-
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operation which only serves to increase the risk to both company and
bank. Where a bank is unwilling to support a company, it should spell
out clearly the reasons why it is unwilling to do so. This is particularly
so as it is very difficult for companies to move their relationship to a
second bank when an existing banker is being unsupportive.

6.4 Summary

There is a wide perception among institutions that a key factor in
causing the collapse of firms is bad management. It is difficult to know
why management is considered bad or to know if it is bad in relation
to other countries. However, there is evidence that many smaller com-
panies do not employ qualified financial personnel. The use of outside
advisors is also limited and the Board of Directors is seldom used as a
means of obtaining advice and assistance. While companies would wel-
come assistance they did feel that where difficulties arise that they
themselves should sort out their own problems.

The results of the survey indicate that foreign firms, agribusiness and
large businesses have the best relationship with the banks. This reflects
the frequency with which banks visit the companies. The foreign firms
are visited by their bankers at least once a year but 30% of large irish
firms had never been visited. Small firms tend to have the worst relation-
ship with the banks and the best relationship with the IDA. In general,
those with an ongoing relationship with CTT are satisfied.

Consistent with the banks’ sectoral expertise in agribusiness and the
IDA's and CTT's knowledge of their industry, agribusiness firms feel
that all three understand their business well.

There is no perceived difference among the four Associated Banks. The
lack of competition among the banks reinforces this perception and
results in a sameness in the service and product range provided.

Where a bank is unwilling to support a company it should provide a
clear reason why it is unwilling to do so.
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CHAPTER 7
RECOMMENDATIONS

The recommendations are set out in two sections. The first deals
with the nine key recommendations of the Report. These recommen-
dations have their primary focus on improvement in the efficiency of
the allocation of State and private finance, and the development of a
pro-enterprise attitude in the community. The improvement in the
allocational efficiency is to be achieved by removing anti-industrial
investment biases, by increasing competition at all levels between the
financial institutions, by clearly allocating responsibilities between
public sector organisations, by linking State grants to company per-
formance, by improving the equity base of industry, and, finally, by
promoting a financial restructuring of Irish manufacturing industry.

The second series of recommendations deal with other factors which,
while not pivotal to the development of Irish industry, either cause
unnecessary difficulties for industry or, alternatively, concerninstitutions
or services whose potential has not been fully realised.

7.1 Key Recommendations

1. REMOVE THE DISTORTIONS IN THE RISK/REWARD RELATIONSHIP SO AS TO EN-
COURAGE EQUITY INVESTMENT IN MANUFACTURING

The present investment environment guarantees a high post-tax risk-
free return from investing in Government funds, while equity investment
in manufacturing industry, which is inherently risky, is at a disadvantage
compared with both Government and property investments due to tax
biases. If such distortions continue it will never be attractive for the
investor to assume the additional risk of putting funds into manufacturing
industry.

There are particular advantages to investing in Government Gilts, especi-
ally for the high tax payer. By investing in Gilts it is possible to take
income in the form of capital gains and avoid all income tax liability
on these investments. There are additional advantages from investing in
Gilts in relation to the payment of capital acquisitions tax.
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There are many biases in favour of property investment, including
Section 23 of the 1981 Finance Act, Section 29 of the 1983 Finance
Act, special relief on industrial buildings and tax relief on mortgage
interest. All biases should be removed as they only serve to redirect
funds away from their most productive use. The special position of
building societies serves to reinforce this allocational inefficiency.

A strong incentive exists especially for high tax payers to avoid direct
investment in manufacturing and instead to invest through pseudo-life
insurance funds. While the growth of investment funds is welcome it is
irrational to allow a device to continue which confers a tax advantage
on these funds and which did not arise as a result of Government policy.
The special status of these insurance-linked funds should be removed.

Other distortions arise due to the differing taxation treatment of the
various deposit-taking institutions. These institutions should be en-
couraged to compete not on the basis of taxation distortions but on
the basis of the service they provide.

2. PROVIDE A POSITIVE BIAS TOWARDS INVESTMENT IN SEED. VENTURE AND
DEVELOPMENT CAPITAL

From the investors’ perspective manufacturing has been an unattractive
medium for investment due to the low level of profitability and the
high level of risk free returns available elsewhere. Because there has
been no significant incentive to invest in manufacturing, Irish industry
now has an inadequate equity base. Private investment has been replaced
by State investment. The onus for developing industry now rests almost
entirely with the State in the form of grant aid. Much of this respon-
sibility should be shifted back towards the private investor. There is a
need to create an environment, for a period of time, which will result in
money flowing into manufacturing or other traded sector firms from
the private sector. While this will reduce financial risk, in the long term,
investment in manufacturing industry will only continue if it becomes
more profitable than it is today.

Irish industry, which is small by international standards, needs additional
equity if it is to have sufficient risk capital to undertake the essential
product market and export development which is necessary for growth.
Other countries, such as the UK and France, have already recognised
these needs. Due to the small domestic Irish market and the consequent
increased risk from essential export market development, this need for
equity capital is much greater in Ireland.
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To promotea much <loser identification between the genera} community
and industry it is recommended that investors be provided with an
incentive to invest in issues of new equity either quoted or unquoted.
This should take the form of awrite-off against income tax. To encourage
large flows into the high risk seed, venture and dgvelopment stages,
write-offs snould decline from 100% at the seed capital phase to 50% in
the development phase. The recommended maximum allowance for
write-offs is £5,000.

In Belgium each individual is allowed to offset against his income an
equity investment of up to 10,000 Belgian Francs {about £600) each
year in publicly quoted companies in both maanactunpg and non-
manufacturing. These companies are also pravided with tax mdpcements
to raise additional equity. The low level of manufacturing tax in frefand
does not permit such an inducement to be usetully offereq herg. How-
ever, by requiring that iDA grants be matched by equi!y injections of
an equal amount companies are provided with an incentive to raise new
equity.

The Business Expansion Scheme in the UK allows write-offs of up to
£40,000 for investment in industrial enterprises, including both manu-
facturing and distribution activities. In principle we do not favour as
big a deduction as operates in the UK. The joint objectives are 10 attract
additional equity and to involve as many people as possible. Furth'er-
more, there is evidence that in the UK new equity monies are flowing
only towards the more developed, lower risk companies Ieaving' seed
capital and venture companies deprived of new equity finance. It is our
view that the seed capital is the most important stage. Without this
ideas generation’’ stage there will be no significant venture or deyglop-
ment stages. Qur research, however, has indicated a need Iqr additional
equity in all but the largest indigenous companies. Clearly A'f there were
not a scaled write-off system, funds would flow to the less risky develop-
ment companies only, leaving R & D companies starved for capital.
As there is adequate equity available for the larger companies these
write-offs should not be available for companies with net assets in
excess of £10 million.

The result is undoubtedly a scheme which is more difficult to administer,
but generally should be more cost effective as it channels monies to the
needier sectors. It isexpected that,as in the UK, funds will be developed
to manage some of these new equity monies.
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3. BANKS SHOULD TAKE EQUITY IN ENTERPRISE DEVELOPMENT PROGRAMME
(EDP) COMPANIES

The Enterprise Development Programme is the IDA’s programme for
encouraging executives to establish new ventures in high growth, high
technology sectors. This programme has been successful in attracting a
wide range of projects and in 1983, 45 new ventures will be established.
However, the capital structure of these companies is characterised by a
jow level of equity and high levels of bank debt with a consequent
increase in the risk of these companies getting into financial difficulty.
Because of the high level of financial risk the potential for growth in
the higher technology areas of these businesses is not being achieved.
in an effort to service bank debt companies are choosing to minimise
investment in research and development and maximising production

of lower technology products which have immediate revenue generating
capacity.

Some of the banks have been strong supporters of the EDP companies
and have provided high risk money in the form of bank loans. It is
suggested that both the bank and the borrower would benefit if the
high risk quasi equity nature of these loans were recognised by the
banks taking equity participation in these companies.

The features of an operational scheme might be as follows:

1.  The scheme would operate for a period of two years only.
After two years it is hoped that the environment for equitv
participation in general would be influenced by the imple-
mentation of the recommendations contained elsewhere in
this report and that adequate equity monies would flow to
manufacturing projects from private and corporate investors.

2. The banks would take equity stakes in EDP companies with
a limit on their participation to 26%." Their maximum equity
investment per project would be limited to £500,000.

3. The banks would choose those EDP companies in which they
would wish to invest. They could be new ventures which are
now being established or EDP companies already in operation.

4. if promoters of EDP projects are to be the beneficiaries of
this scheme then it follows that equity participation by
banks would only occur when the promoter took the initiative
by seeking bank participation. (At present banks are not
finding a large demand for equity investment in new ventures.

*Licenced banks would require Central Bank permission for investments exceeding 20%.
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This reflects the absence of new ventures and the need for
greater investment at the seed or idea stage.)

The rationale for using the banks as the first stage in the development
of the equity base of Irish industry is that the banks have direct contact
with all industrial firms and are in the best position to perceive both
needs and opportunity. This scheme will encourage banks to develop
greater sectoral expertise and, by being more closely involved with these
companies, ensure that those who represent the banks with small
industry have sufficient expertise to advise both the banks and the
company.

In some respects the equity investment by banks would be in part a
re-definition of high risk loans in existing EDP companies which already
have many of the investment characteristics of equity though none of
the potential equity returns. To the extent that the banks are making
new equity investments, and not just re-defining existing debt, they
would have to reduce overall loan exposure by a multiple of the new
equity invested, to reflect the higher risk nature of equity relative to
more secure debt.

4 LINK IDA GRANTS TO COMPANY PERFORMANCE AND HAVE AN EQUITY MATCH-
ING REQUIREMENT

The IDA is a major provider of funds to industry. In 1982, £209 million
of capital grants was provided. It is essential that these funds be allocated
as effectively as possible.

It makes economic sense to favour those companies who perform well
— particularly in the export area. Companies should only expect a
favourable response to second round grant applications where the
company has achieved objectives previously agreed with the IDA.
These objectives should not focus entirely on short run goals but should
relate to the strategic objectives of the company.

The establishment of mechanisms for evaluating company performance
is a difficult one. Different performance criteria/targets are appropriate
for different companies at different stages of development and in
different industries. However, long term export market development
should be a key element in the performance measurement.

Over the planning horizon the criteria must be success at import sub-
stitution, at least initially, and export performance for those who have
reached an appropriate stage of company development. Ultimately,

138

grant aiding of companies who are incapable of exporting is nothing
more than a subsidy to inefficient sectors or firms.

Where a company’s plans include provision for export sales it is appro-
priate that the Business Development Plan should incorporate a 3-year
Export Marketing Plan. This plan should be reviewed by CTT and be
supported by CTT grant assistance for the period. CTT should also
review feasibility studies where export markets are involved.

There should be a strong inducement for companies to acquire new
equity. The earlier recommendations hopefully set a climate which will
bring forth the equity. There is some concern that owners of firms are
reluctant to introduce new equity when there is ready availability of
bank finance and IDA grants. Fixed asset financing is readily available.
However, the growth of Irish industry requires a much greater invest-
ment in both marketing and product development. These investments
are high-risk in nature and should be financed by equity.

Second and subsequent rounds of grant aid should be matched by
equity in the form of cash investment or retained earnings which at
the time of the award of the grant could be withdrawn from the com-
pany in the form of cash dividends. Capitalisation of re-valued fixed
assets is not an equity injection. This is consistent with IDA practice
at present in relation to foreign companies setting up in Ireland which
are required to match IDA grants with an equal amount of equity.

5. ENCOURAGE BANKS TO DEVELOP A MUCH WIDER SECTORAL EXPERTISE THAN
THEY HAVE AT PRESENT

There is evidence that banks have considerable expertise in the agri-
cultural sector. Agribusiness firms perceive the banks as understanding
their business better than do other manufacturing sectors. Banks are
more imaginative in devising schemes for the financing of stocks and
general working capital needs in agribusiness. The more a bank knows
about a sector the less the risk associated with lending to individual
businesses within that sector and the less the bank must emphasise
security.

Due to technological change knowledge in the manufacturing sector
can quickly become obsolete. The banks should acquire in-depth
knowledge of the newer industries as they have done in agribusiness,
both to protect themselves while servicing their existing client base and
to put themselves in a position to make constructive credit decisions in
the newer growth areas. |If the banks are to successfully participate in
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EDP-type ventures, as is hoped under recommendatiqn 3, they vyull
require greater sectoral expertise to ensure the most ra_monal allocation
of their investment. Smaller manufacturing companies need contact
not only a Branch Manager but also with a manufacturing specialist
within the bank.

It is suggested that all firms in manufacturing irrespective of size should
have access to an expert in his industry within the bank. The b_an_ks’
ability to respond to this recommendation may be Iimited.by existing
policies for staff recruitment which are governed by restrictive hm.ng
agreements between the Associated Banks as a group and the Irish
Bank Officials Association.

6. PROMOTE COMPETITION IN THE BANKING SYSTEM BY DISMANTLING THE
REGULATED BANK CARTEL

The Associated Bank Cartel originated in 1913 with the adoption by
the banks of an agreed schedule of deposit interest rates. The effect of
the cartel is that the Associated Banks do not compete in the specific
areas covered by a set of voluntary agreements. The main areas covered
by the agreements are:

Interest rates on overdrafts, term loans and deposits.

Fees and charges relating to current accounts.

Foreign exchange commissions and other fees and commissions.
Charges for Executor, Trustee and Income Tax services.
Policies concerning staff.

The cartel no longer covers every aspect of the major activities listed
above, and there is vigorous competition in relation to the larger
accounts.

Up to the mid-1960s the bank merely advised the Central Bank of
impending changes in interest rates, whereas changes are now subject to
the prior agreement of the Central Bank.

Central Bank approval is also required in relation to changes in items
such as current account charges, fees, commissions and the criteria
which must be met by customers to qualify for the "AAA’ category
interest rates. In summary, what once was a genuine cartel IS now a
cartel subject to Central Bank influence.

The operation of the cartel decreases the flexibility of the individual
banks in competing for resources and in the provision and pricing qf
services. The operation of a cartel cannot be justified on any economic
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grounds. Bank cartels are not perceived as necessary in most other
developed countries.

If the banks ceased operating as a cartel the overall level of interest
rates prevailing in the economy could still be influenced by the Central
Bank (as happens in the UK and US markets) through intervention in
the money markets. The absence of a cartel would not significantly
influence the overall level of interest rates which are established by
external developments and domestic macro-economic forces, particularly
the former. However, the rate of interest chargeable to any particular
borrower would no longer be set by an agreed matrix but would be
arrived at through a process of competitive negotiations. The dismantling
of the cartel is unlikely to lead to an increase in the amount of credit
available either in aggregate or for specific sectors. As indicated else-
where, the benefits to manufacturing industry will primarily be improved
services, a more innovative approach to lending and a more rapid adjust-
ment to the changing needs of industry.

A sophisticated money market has existed in Dublin for a number of
years which by definition determined interest rates. The matrix of
cartel interest rates has generally followed the real market forces which
existed in the non-cartel Dublin Inter Bank Money Market.

As with lending rates, the interest payable on deposits under £25,000
is set by the cartel with Central Bank agreement. In the absence of an
agreed interest rate structure there would be considerable competition
for deposits not only among the Associated Banks but also with other
deposit-gathering institutions. The main beneficiaries of this would be
the ordinary bank depositor, however, ultimately manufacturing
industry will be the loser if the banks are unable to compete for funds
with other deposit-taking institutions. (Note that the low level of
interest paid on deposits by the US commercial banks resulted in the
rapid growth of non-bank money market funds and the loss of these
funds from under-rewarded bank deposit accounts.) In the US and the
UK where strong competition now exists between the main banks, a
trend has developed where same banks are paying interest on current
accounts or on balances over a certain minimum.

The pricing of bank services would be affected by the removal of the
cartel. At present the service costs in the Associated Bank are uniform
and can be changed only with the agreement of the Central Bank. In
the past the pricing of bank services has not reflected the true cost of
providing these services. |f competition between the banks is covered it
is likely that a more accurate costing of services will result. The reduc-
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tion of cross-subsidisation between the different services offered by
banks will inevitably mean that some consumers of bank services will
pay more and others less. |n aggregate, however, greater allocational
efficiency will result. The Central Bank should have a greatly reduced
role in setting price levels and should not allow its price control function
to become a barrier to the more accurate costing of services.

The quality and range of services offered to bank customers should be
greatly improved by the removal of the cartel. The current sameness of
service which the customer receives from the Associated Banks should
disappear‘i‘n ‘a freely competitive environment. We would expect the
banks to hecome much more innovative and service conscious to the
bapefit of all customers, including those in manufacturing industry.

7. MAKE CENTRAL BANK RESPONSIBLE FOR REGULATION OF ALL FINANCIAL
INTERMEDIARIES

To help ensure that competition between financial institutions is
maximised and that distortions in the risk/reward ratio are minimised,
all deposit-taking institutions should be regulated by the Central Bank
which has authority over the majority of banking institutions. Some
notable exceptions are:

(1) The ICC and ACC who report to the Department of Finance and
are not subject to the same credit guidelines, capital ratios, etc., which
the Central Bank impose on the rest of the banking community. The
Department of Finance would have to change its relationship with both
the ICC and the ACC. These two banks would have to be regulated by
the Central Bank, with the Department of Finance purely acting as the
controlling shareholder. This does not imply that the State should not
continue to route the low cost European Investment Bank tunds which
have been very useful to industry through these organisations. The State
as the owner of these two banks is providing a subsidy on these loans
in the form of exchange rate guarantees, and any return which is earned
on these subsidised funds should continue to accrue to the State.

(2} Offshore banks who can lend into Ireland on the basisof an exemp-
tion from the Money Lenders Act issued by the Department of Industry,
Trade, Commerce and Tourism. They do however require exchange
control permission, which is issued by the Central Bank. It could be
argued that these offshore banks introduce an element of competition
into the system, and we would not disagree with this. However, this
competition is confined to the large companies who are already well
provided for. To the extent that there are economies of scale in banking
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these banks would appear to have an advantage over those foreign banks
who have established branches in Ireland.

(3) Trustee Savings Banks who report to the Department of Finance
and Building Societies who report to the Department of the Environ-
ment. Neither of these groups are lenders to industry. The primary
investment of the Trustee Savings Banks and Building Societies are in
Government Funds and house mortgages, respectively. These institutu-

tions receive special tax treatment which favour them over the suppliers
of funds to manufacturing industry.

(4) Other deposit-taking institutions which are not under the control
of the Central Bank include the Post Office Savings Bank, Industrial
and Provident Societies, Friendly Societies, and Credit Unions.

We recognise that regulation of these institutions by the Central Bank
will not of itself necessarily increase the sources of funds available to
industry. It will, however, leave all deposit-taking institutions under the
regulation of a single authority. This should help to ensure that distor-
tions favouring one deposit-taker over another do not arise again in
the future and should promote more even competition between the
institutions. This recommendation is made in the context of the need
to remove and avoid distortions in the risk/reward ratio, particularly
those which channel funds away from industry.

8. ALL FUNDS FOR COMPANIES BEING RESCUED AND RECEIVING RE-FINANCING

PACKAGES SHOULD BE CHANNELLED THROUGH FOIR TEORANTA WHO SHOULD
BE THE PRIMARY STATE RESCUE VEHICLE.

In recessionary times rescue agencies play a significant role in financing
manufacturing industry. Decisions regarding the financing of companies
in difficulty involve inevitable trade offs between financial risk and
social responsibility, and between the cost of creating a job and the cost
of saving a job. It is pointless to create a portfolio of the “’living dead"’.
Policies must aim at creating firms, which having been rescued, have
reasonable potential and opportunity to grow and develop.

There are two types of company rescue:

1. Takeover Packages.
2. Re-financing Packages.

Company takeovers will normally result in a fundamental change of

ownership. Re-financing packages, the majority of cases, occur in all
other circumstances.
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In organising the State’s rescue effort, the motivation must be t_he
optimum allocation of State funds. This responsibility will rest with
either the IDA or Foir Teo.

In company takeover situations the IDA should play the lead role. The
IDA is best positioned to find suitable candidates, either domestically
or from overseas, for this type of company rescue. Although it is un-
likely that Foir Teo monies will be required in a takeover situation,
occasions do arise where they are called on to assist. |t is appropriate
for the IDA to keep Foir Teo fully informed from the beginning in all
rescue cases of a takeover nature.

in all other cases Foir Teo should play the lead role though we would
see the IDA playing a significant role in advising Foir Teo on the
appropriateness of rescue in cases involving re-financing packages. It is
clear that the IDA will have considerable sectoral knowledge and will
be aware of the strategic importance, or lack thereof, of the industry.
The IDA will in all probability have had a close relationship with the
rescue company over the years and will have an understanding of its
ability to compete successfully in its market-place. The IDA input,
therefore, to the decision-making process, is most important. However,
the final decision should rest with Foir Teo.

There are currently three rescue agencies; two are in the rescue business
on a voluntary basis, namely Foir Teo and the IDA, the third is the
Revenue Commissioners who are an involuntary participant in rescue
activities. In many cases companies seeking rescue assistance have
aggregate amounts owing to the Revenue which exceed the combined
amounts owing to the IDA and the Banks.

While monies owing to the Revenue provide a short term source of
working capital, it also provides management with the soft option of
not facing cutbacks when downturns in business require this. This is
unhealthy from everybody's point of view. The Revenue find them-
selves having to choose between collecting monies owed to them,
thereby putting companies into liquidation, or holding back and
allowing themselves to become a permanent source of finance to ailing
firms. This choice is eased by the preferential position of revenue debt.

Many firms seeking rescue have an enormous debt in PAYE and VAT
monies which cannot be repaid in the two-year time span sought by the
Revenue. Usually an effective rescue is impossible unless some arrange-
ment is made concerning sums due to the Revenue. It is impossible for
the Revenue to waive the sums owing due to the precedents which would
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be set. Furthermore, where large amounts are due to the Revenue, Foir

Teo cannot put an effective rescue in place where large amounts of pre-
ferential claims are left in the company.

Foir Teo should take responsibility for paying the sums due to the
Revenue, and require rescued companies to repay these to Foir over
an extended time period. If this arrangement were to exist on an on-
going basis, there could be an incentive for firms to accumulate Revenue
debts. Foir Teo might consider limiting its function in taking over
Revenue debts to some time period, so that its role is limited to the

removal of the existing burden which is an impediment to an effective
rescue package.

The bulk of Foir Teo funds to industry are either loans at market rates
of interest or preference shares. However, in 1982 interest paid on loans
outstanding (after provisions for bad debts) amounted to only 2.8%.
Clearly Foir Teo is not earning a commercial return on its loans. In
appropriate cases Foir Teo should recognise this reality by providing
soft loans to rescue companies in exchange for equity. Foir Teo should
take direct equity stakes of up to 26% in companies which come to it
for rescue in exchange for whatever amount of loan funds at zero
interest rate which may be appropriate to the particular rescue situation.

Such a favourable loan package will provide the rescue company with a
much greater chance of survival and development in the medium term.
This will give value to Foir's equity holding. In the long run this may
prove a more remunerative use of Foir's funds than providing loans at
commercial interest rates. Rescue companies will have a greater likeli-

hood of survival due to the lower short-term cost of servicing their
finance.

In summary, State funds for rescue should be sourced from a single
agency, with the objective of saving only those companies with real
development potential. Foir Teo should play the lead in all cases
except where takeovers are involved. The IDA has an important advisory
role to play in all cases, and the key role in takeovers. In restructuring
companies at the rescue stage it should be possible for Foir Teo to
take over the Revenue debts and to provide some of the funds interest-
free. Foir Teo should receive an equity stake in return for their input.

9. ESTABLISH A MORE AUTONOMOUS IRISH STOCK EXCHANGE

An irish Stock Exchange Council representing all spheres of investor
interest should be set up to oversee the operations of the Irish Stock
Exchange.
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Membership of this Council should include representatives of the stock-
broking community, the merchant banks, pension/insurance funds,
the Department of Industry, Trade, Commerce and Tourism, the Central
Bank and industry.

The objective is to develop a sense of awareness of the particular needs
of the Irish industrial and investment community and to encourage
existing members of the Stock Exchange to assume a greater degree of
responsibility for organising their own affairs and the development of
the Exchange. It is expected that the Stock Exchange will continue to
foster and develop its links with the other European Stock Exchanges.

The Dublin Stock Exchange is currently a branch of the London
Exchange in exactly the same way as Manchester and Birmingham.
Responsibility for the organisation and development of the Irish
Exchange rests with the Stock Exchange Council in London. With only
one voice out of 46 on the Stock Exchange Council there is little the
Dublin Exchange can do to influence its own destiny. Nowhere is this
better illustrated than in the current debate on negotiated commissions
where it would appear that Dublin stockbrokers will be obliged to abide
by the rules of the British Office of Fair Trade. A major advantage for
Irish stockbrokers in the association with London is their ability to
access the Stock Exchanges’ Central Guarantee Fund. This fund protects
the Irish and UK stockbroking community in the event of financial
default by one of their members.

Since the establishment of the link between the Dublin and London
Exchanges only one company — Inish Tech — received a full listing.
This resulted in only £500,000 being raised from the non-institutional
investors. All of this money went for Venture Capital investment in the
US. Aside from full listings three new companies came to the market
with a8 USM listing: Fruit Importers of Ireland (£2 million), Wood-
chester Investments (£1 million) and Bula Resources (£12 million). A
number of oil exploration companies have raised money via Rule 163.
The only new manufacturing company to raise money in recent times
is Memory Computer who went public via the London Exchange and is
now also listed on the Irish USM. Indeed, there is also a growing ten-

dency to by-pass the Dublin Exchange by placing shares directly with
the institutions.

in the period 1970-1982, £188 million was raised through the Exchange
in the form of rights issues, amounting to an average of £14.5 million
per annum. Of this amount, 93 percent was shared among five com-
panies: Bank of Ireland, Allied Irish Banks, Cement Roadstone, Smurfits
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and Waterford Glass. in other words, rights issues raised only £1 million
per annum over the period for the rest of Irish industry.

In the same period licenced banks lending to industry increased by an
average of £100 million per annum. Gilts issued to the non-bank

public for the same period amounted to £1.6 billion or £123 million
per annum. '

The Stock Exchange — Irish Unit has not been a source of capital
for Irish industry. It can only be improved by developing a market
which recognises the special needs of the Irish economy whose state
of development is altogether different to that of the UK economy.

7.2 Further Recommendations

1. CAPITAL GAINS TAX SHOULD BE APPLIED ONLY TO GAINSWHICH ARE REALISED
FOR CONSUMPTION PURPOSES AND NOT ON GAINS WHICH ARE RE-INVESTED

Capital gains should be a tax applied only on gains which are realised
for consumption purposes. The application of capital gains at a time
when switching from one investment to another:

(a} reduces the mobility of capital,

(b} decreases the overall level of private investment; and

(c) provides no incentive for people to stay committed to
industry when liquidating an investment.

Throughout these recommendations every effort has been made to
increase the equity base, by providing incentives for people to invest
in industry. Roll-over relief would discourage people from reducing
their investments, while giving them the opportunity to act rationally

as investors, by rebalancing their investment portfolios when prudent
to do so.

2. CO-OPERATIVES TO RAISE EQUITY VIA ROYALTY TYPE BONDS

The structure of the Co-operatives is such that they cannot raise new
equity from other than existing members. The balance of the funding
comes from the banking system. There is currently no vehicle or invest-
ment medium which allows the pension funds or others to provide
money to this key sector of the Irish economy.

if the Co-operatives were to increase their product market development
activity and find a need for additional equity type finance then it is
possible to provide funds to Co-operatives from non-member investors
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which would have most of the characteristics of equity.from a financ-
ing point of view, while at the same time not affecting the control
structure or pricing policy of the Societies.

This could be achieved by designing securities, the return on which
would be related to the turnover or volume of output of the Societies.
For example: if a Co-operative was attempting to develop a market for
its cottage cheese then a security could be designed which would give
no dividend if no cottage cheese were sold and an increasing dividend
depending on the volume of cheese sold. All payment on the bond
would be in the form of dividends and the bonds would be irredeemable.

3. BANK LOAN REFUSALS SHOULD BE ACCOMPANIED 8Y:

(a) REASONS THE LOAN WAS TURNED DOWN, and

(b) SUGGESTIONS AS TO WHAT ACTION SHOULD BE TAKEN BY THE COM-
PANY TO MAKE THE PROPOSITION BANKABLE.

In many cases borrowers do not understand the basis of a bank’s
decision and, in particular, do not appreciate that the bank's attitude
to risk is quite different from a promoter’s. There is often the feeling
on the part of a potential borrower that the bank does not understand
his business. In these circumstances, whether justified or not, the
borrower feels that it is easier for a bank to say no than to agree to
make the loan. The implementation of our recommendation will have a
long-term beneficial effect on the relationship between the banks and
industry.

4..HEMOVE THE ANOMALIES WHICH EXIST IN THE APPLICATION OF VAT AT POINT
OF ENTRY

The imposition of VAT at point of entry was an attempt to halt a situ-
ation whereby the Irish producer was unfairly discriminated against
relative to his foreign competitor. Since its introduction the rules for the
charging of VAT at point of entry have been substantially refined so
that many of the initial problems and distortions have been overcome.
In modifying the rules the overriding objective must be to stop the
discrimination against the Irish producer.

Minor anomalies still exist and these should be removed as a matter
of urgency.

These anomalies are detailed in Section 3.1.3.
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5. PROVIDE SOME RELAXATION IN THE EXCHANGE CONTROL REGULATIONS AS
THEY APPLY TO FOREIGN TRADE

Thg Central Bank, in general, plays a constructive role in its implemen-
tation of exchange controls. There is, however, a feeling that instead of
attempting to reduce the amount of controls, as the Irish pound becomes
more mature, the Central Bank is becoming more restrictive.

In afidition to the increasing level of paperwork there are also some
foreign exchange services which Irish exporters need but which are not
currently available. These problems particularly relate to the complete
inability to provide any exchange protection at the tendering stage of a
contract and the equal inability to provide any form of cover where
contracts or payment terms last for more than one year.

6. PENSION FUND HOLDERS SHOULD BE ENCOURAGED TO IDENTIFY MORE

CLOSELY WITH THEIR PENSION FUND INVESTMENTS BY BEING FULLY INFORMED
AS TO HOW FUNDS ARE INVESTED

It is a fundamental tenet of this study that an attitude be created in the
community which fosters enterprise and encourages performance. A

sub§tantial portion of the population are significant investors through
their pension funds.

In most funds, however, there is no identification between the pension
fund holder and the investments. This identification could, initially, be
encouraged by requiring pension fund trustees to provide a detailed

bregkdown of investments in the funds and their performance over the
period.

At a Iat.ef stage it may be practicable to provide a system which allows
the mdwucjual pension fund holder to aliocate a portion of his pension
fund monies between a limited range of unit funds.

7. CENTRALISE RESPONSIBILITY FOR EXPORT CREDIT INSURANCE WIT
H TH
DEPARTMENT OF INDUSTRY, TRADE, COMMERCE AND TOURISM €

The Department is, at present, the primary decision maker with respect
to ali aspects-of export insurance. It determines which countries will be
covered by insurance, which countries will be removed from the

. approved list, and it must ultimately pay any claims which arise. The

Department is also the beneficiary of all premium income except the
management fee now payable to the Insurance Corporation of Ireland
for administering the scheme. The Department is also the entity with
the most comprehensive knowledge and expertise in export insurance.

149



The current scheme came into force in August, 1983 and is a major
improvement on earlier schemes. Some minor problems still exist
(e.g. the requirement of Bills of Exchange in all cases) which need to
be ironed out.

At present an exporter wishing to avail of export finance under an
export insurance scheme must deal with three institutions, his bank,
the ICI and the Department of Industry, Trade, Commerce and Tourism
(either directly or indirectly via the ICI). Considerable dissatisfaction
has been voiced by users of the export schemes about the bureaucracy
and the slowness in obtaining decisions. Instances arise where it has
been necessary to deliver goods before a decision is finally received.

The Insurance Corporation plays purely an administrative role on
behalf of the Department. The expertise and decision-making all rest
within the Department and the system could be greatly improved by
centralising the administrative responsibility along with the decision-
making role.
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Category : All sectors. Firmg with loans in excess of IRE250,000

APPENDIX 4

Selected financial ratios

Ratio

1978 1982
% %
NPBY/Sales 4
PBIT O:gﬁ 3';5
Total Borrowing/Net Worth 059 073
Current Assats/Current Liabilities 14 1.34
Debtors/Sates 19 20
Stocks/Sales 16 7
CRS/Sales a7 20
Land & Buildings/Fixed Assets 67 68
Fixed Assats/Total Assets .38 .39
Short Term Debt/Long Term Debt 94 74
APPENDIX 5
Selected tinancial ratios
Category: All sctors. Firms with toans IR£50,000-250,000
Ratio 1978 1982
% %
NPBT/Sales 6.0
WPBIT 21 3’25
Total Borrowings/Net Worth 45 47
Current Assets/Current Liabilities 1.38 1.37
Debtors/Sales 22 21
Stocks/Sales 15 )
CRS/Sales 19 ‘}2
Land & Buildings/Fixed Assets 61 66
Fixed Assets/Totat Assets .34 .39
Short Term Debt/Long Term Debt 1.22 1'02
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NATIONAL ECONOMIC AND SOCIAL COUNCIL PUBLICATIONS
APPENDIX 39
NOTE: The date on the frant cover of the report refers to the date the report was sub-
Peciod by period returns mitted to the Government. The dates listed here are the dates of publication.
Shares .
tax rate Title Date
Yoar Long Gilts Short Gilts Property 0% 60% 1. Report on the Economy in 1973 and the Prospects for 1974 April 1974
1o 18 - 04 -07 2. Comments on Capital Taxation Rroposals July 1974
1970 g 37 A7 o P 3. The Economy in 1974 and Outlook lor 1975 Nov. 1974
1972 -02 ‘3§ '_232 -19 -22 4. Regional Policy in Ireland: A Review Jan 1976
:3;3 -::tzs 13 _-g'; '-g ':;; 5. Population snd Employment Projections: 1971-86 Feb. 1976
1975 i‘g :(‘); 09 02 -.04 6. Comments on the OECD Report on Manpower Policy in Ireland  July 1976
:g;? 50 gg g; ‘g? ‘gg 1. Jobs and Living Standards Projections and Implications June 1976
:g;g ::g?s 00 24 -.(:g '~g; 8. An Appraach 1o Socisl Policy June 1976
1880 2 [2)2 g: " o4 -ot 9. Report on Inliavon June 1975
:g; 2:5 :24 13 -.10 -;g 10. Causes anut Ellects ol Inllation in Ireland QOct. 1975
1883 19 06 7 77 ' 11. Income Distribution: A Preliminary Report Sept. 1976
Source: Property data comp:cdw l.t::‘n “;lnoﬂ;:d :?ﬁm?z:?:a:::;‘\:‘:::mm:m 12, Educational Expenditure in Ireland Jan. 1976
p(;‘..:dd:;v;.el::’m P'c-.u;. nc'ept far industnal shares ‘wmch are shown pre- and 13. Economy in 1975 and Prospects for 1976 Oct. 1976
post-tax. Post-tax rates on investimant ase calculated assuming 3 60% tax on dividerds 14. Population Projections 1971-86: The Implicstions lor Social
but no capital gains tax. Planning — Dwelling Needs Feb. 1976
15. The Taxation of Farming Profits Feb. 1976
16. Some Aspects of Finance lor Owner-Occupied Housing June 1978
17. Suatistics tor Social Policy Sept. 1976
. 18. Population Projections 1971-86: The Implications lor Education July 1976
19. Rural Areas: Social Planning Problems July 1976
20. The Future ol Public Expenditures in Ireland July 1976
21. Report on Public Expenditure July 1976
22, Institutional Arrangements for Regional Economic Development July 1976
23. Report on Housing Subsidies Feb. 197i
24. A Comparative Study of Output, Value-Added and Growth in
irish and Duich Agriculturs ) Dec. 1976
25. Towards a Social Report Mar, 1977
26. Prelude 10 Planning Oct. 1976
27. New Farm Operators, 1971 10 1975 April 1977
28. Service-type Employmant and Regional Development July 1977
29. Some Major Issues in Health Policy July 1977
30. Personal Incomes by County in 1973 July 1977
31. The Potential for Growth in Irish Tax Revenues Sept. 1977
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