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Executive Summary  

The IFS 2020 Action Plan 2018 contained measures to review and assess the use of hybrid 

financial instruments by Irish Small and Medium Enterprises (SMEs) and provide an update 

on developments in relation to access to equity finance by Irish SMEs. This work follows on 

from a mapping review undertaken in 2018 by the Department of Finance to examine access 

to equity finance by SMEs. The mapping review was one of a number of measures contained 

in the IFS 2020 Action Plan 2017 related to supporting access to finance for SMEs. 

T H E  U S E O F  H Y B R I D  F I N AN C I AL  I N ST R U M EN T S  B Y  I R I S H  SM E S  

Traditionally, SMEs use a combination of retained earnings, debt and equity to finance their 

operations and future growth ambitions. More recently, financial instruments that combine 

elements of both debt and equity have become an increasingly popular tool for investing in 

high growth, high potential businesses due to the increased flexibility they provide to both 

investors and investee companies. These types of instruments are collectively known as 

hybrid financial instruments and can be used as a financing mechanism for all sizes of 

business from start-ups to multinational corporations.  

This paper aims to focus on the use of these hybrid financial instruments by SMEs in Ireland, 

and explore how hybrid financial instruments can be used as a tool for seed and early stage 

financing. In the preparing of this paper, no specific barriers that would affect the use of hybrid 

financial instruments by Irish SMEs were found. However, the Department will consider any 

such barriers that may be brought to its attention. 

Based on exploratory research carried out by the Department of Finance, hybrid financial 

instruments are commonly used by high growth, high potential companies in Ireland as a 

source of funding for growth and product development. For the purposes of this paper, high 

growth, high potential companies are considered to be companies that discover new market 

segments, or product niches, and thereby achieve substantial gains in output and 

employment. This is often achieved by developing patentable, innovative technologies, 

typically in fields such as FinTech, Bio and Medical Tech, and Information Communication 

Technology (ICT). For these types of businesses, hybrid financial instruments allow for 

investors to initially lend to promising businesses and subsequently see their loan convert to 

equity should the business reach certain milestones. 

In-depth interviews carried out by the Department of Finance with six high growth, high 

potential companies found that using hybrid financial instruments, in particular, convertible 

loan notes, reduce the administrative burden, and cost, for both the investor and the recipient 

company during early funding rounds. From the investors’ perspective, hybrid financial 

instruments remove the need to place a value on the equity of the business at a time when 

the business is yet to achieve profitability.  
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U P D AT E  O N  AC C E S S  T O  E Q U I T Y  F I N AN C E  B Y  I R I S H  SM E S  

The second section of this paper provides an overview on the availability, and demand, for 

equity finance amongst SMEs in Ireland. As a source of finance, equity investment is of 

particular importance to SMEs at the earlier stages of their life cycle at a time when they wish 

to invest in the growth of their business and the development of new products and services. 

As such, the majority of Irish SMEs will not require an equity investment at a given point in 

time, and may instead choose to rely on retained earnings and bank lending to avoid the 

dilution of the owners’ shareholdings. However, for those SMEs that do require equity 

investment, it is a vital source of funding, which were it not available, could prevent the growth 

and survival of the business. Equity finance continues to play a pivotal role in the creation, 

growth and success of indigenous high growth high potential companies in Ireland. 

Equity finance can be sourced from a number of investor types in Ireland, including: angel 

investors, seed and venture capital funds, private equity funds, connected parties (such as 

friends and family) or by State bodies (e.g. Enterprise Ireland). Data supplied by industry 

bodies such as the Irish Venture Capital Association (IVCA) and TechIreland shows that the 

amount of seed and venture capital that has been invested in Irish businesses has increased 

in recent years, growing from €269 million in 2012 to €994 million in 2017 (source: IVCA). 

Further, this data suggests that the majority of this investment is being allocated to larger 

businesses, with smaller, less established businesses receiving only a fraction of the total 

investment. In 2017, €34 million of seed and venture capital related to individual investments 

of €1 million or less. This represents just 3% of the total seed and VC deals for the year. 

Meanwhile, 79% of all recorded investments were of a value greater than €5 million.
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Introduction  

The IFS 2020 Action Plan 2018 contained measures for the Department of Finance to examine 

the use of hybrid financial instruments as a tool for facilitating investment by Irish Small and 

Medium Enterprises (SMEs) and provide an update on the equity financing landscape for 

SMEs in Ireland. This research follows on from the IFS 2020 Action Plan 2017, which 

contained a measure for the Department of Finance to carry out a mapping review of access 

to equity finance with a particular focus on access by SMEs and issues relating to investor 

interest.1 A paper was published by the Department in March 2018.2  

Some of the key findings from the mapping review of access to equity finance carried out by 

the Department were:  

 Demand for equity finance is highest amongst high growth, high potential companies, 

while more established SMEs  rely on a combination of retained earnings and bank 

lending to address their financing needs; 

 There is a large cohort of SMEs that chose not to use equity as source of funding, this 

is partly due to a lack of understanding of the benefits it may have for their business; 

 The average size of each equity investment round in Irish SMEs remains high, leaving 

companies looking for smaller amounts of funding with difficulty raising equity suitable 

to their investment needs; 

 Angel investors continue to have a preference for high growth, high potential 

companies operating in sectors such as life sciences and technology; 

 There was no equity based crowdfunding platform operating in Ireland; however, one 

has launched since publication of the access to equity mapping review.3   

 

 

                                                   
1 https://www.gov.ie/en/publication/fcebcb-ifs2020-action-plan-2017/  
2 Available at https://www.gov.ie/en/publication/e62326-ifs2020-review-of-access-to-equity-finance-mapping-
review-paper/  
3 It should be noted that, since the paper of the mapping review of access to equity finance was published, a 
new crowdfunding platform has entered the market that provides equity based crowdfunding services. 

https://www.gov.ie/en/publication/fcebcb-ifs2020-action-plan-2017/
https://www.gov.ie/en/publication/e62326-ifs2020-review-of-access-to-equity-finance-mapping-review-paper/
https://www.gov.ie/en/publication/e62326-ifs2020-review-of-access-to-equity-finance-mapping-review-paper/
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Following the work completed in March 2018, this paper aims to examine:   

a) How high growth high potential companies use hybrid financial instruments to finance 

the growth and expansion of their businesses;  

b) How hybrid financial instruments can be used as a tool for seed and early stage 

financing;  and,  

c) Developments in the Irish market with regards to access to equity finance by SMEs. 

IFS 2020 Action Plan 2018 Measures 

Following publication of the mapping review, the IFS 2020 Action Plan 2018 contains two 

further measures relating to SME financing. The first is to review and assess the use of debt-

equity hybrid instruments by SMEs and their potential as a means by which to raise equity 

finance, while the second is to continue to monitor developments in relation to equity financing 

for SMEs.4 This paper aims to complete both of these IFS 2020 Action Plan 2018 measures.  

 

Measure 39: Review and assess the situation in relation to the use of debt-equity hybrid 

instruments by SMEs 

“Following on from the work undertaken on the mapping review of access to equity finance by 

SMEs, additional work will be undertaken to understand the scope of the use of debt-equity hybrid 

instruments by SMEs. This will examine if there is current use by SMEs and if there is scope to 

encourage their usage as a leeway into equity investment into SMEs.” 

 

 

Measure 40: Continue to monitor developments in relation to equity finance for SMEs 

“Following on from the mapping review of access to equity finance, the equity market for SMEs will 

continue to be monitored. Equity finance can offer a solution for SMEs who do not want to or cannot 

access debt, and as such can play an important role in the funding of the Irish SME market. As the 

mapping review gave details of the current state of the equity market for SMEs, it is important to 

continue to monitor and review developments in this area.” 

 

                                                   
4 https://www.gov.ie/en/publication/791a5a-ifs2020-action-plan-2018/  

https://www.gov.ie/en/publication/791a5a-ifs2020-action-plan-2018/
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SME Financing and the Role of SMEs in the Irish 

Economy  

SMEs continue to be a major contributor to the Irish economy and account for the majority of 

employment across the country. According to the Central Statistics Office (CSO), in 2016, 

SMEs employed approximately 1 million people in Ireland, or 68% of the total labour force, 

and represented 41% of the total Gross Value Added (GVA) of the Irish economy (see Figure 

2 and Figure 3, below).5 

A well-functioning SME finance market, particularly in respect of high growth, high potential 

companies, is essential to increasing the size and number of successful indigenous Irish 

businesses that can compete at a global level. Increasing the number of successful indigenous 

SMEs could help to diversify the Irish economy both in terms of employment, and in terms of 

the sources of tax revenue collected by the State. Identifying ways to increase the amount of 

funding (both debt and equity) available to high growth high potential companies, and 

promoting a greater diversity of funding sources is essential for the establishment and growth 

of innovative and successful indigenous companies in Ireland.  

 

Figure 2: Gross Value Added by Size of Enterprise6,7 

 

Source: Central Statistics Office (CSO)  

 

 

 

                                                   
5 https://www.cso.ie/en/releasesandpublications/ep/p-
bii/businessinireland2016/smallandmediumenterprises/ 
6 SMEs are defined as enterprises with less than 250 persons engaged.  SMEs are split into Micro 
enterprises with >10 persons, other Small enterprises with between 10 and 49 persons and Medium sized 
enterprises with between 50 and 249 persons.  
7 https://www.cso.ie/en/releasesandpublications/ep/p-
bii/businessinireland2016/smallandmediumenterprises/  

Micro 
(<10)
18%

Small 
(10-49)

12%

Medium (50-
249)
11%

Large 
59%

https://www.cso.ie/en/releasesandpublications/ep/p-bii/businessinireland2016/smallandmediumenterprises/
https://www.cso.ie/en/releasesandpublications/ep/p-bii/businessinireland2016/smallandmediumenterprises/
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Figure 3: Number of Persons Engaged by Size of Enterprise:  

 

Source: Central Statistics Office (CSO)  

 

The role of SMEs in the Irish economy should be further examined in the context of the 

contribution made by large multinational firms in Ireland. According to the IDA, an estimated 

two thirds of all Irish corporation tax receipts derive from large multinational corporations 

(MNCs), while the total number employed by multinational corporations grew to nearly 230,000 

by December 2018 accounting for almost 10% of the Irish workforce.8,9 To date, Ireland’s 

economy has greatly benefitted from foreign direct investment and the presence of large 

multinational corporations due to the significant levels of employment they provide, and due 

to the funding to the exchequer they generate both through corporation tax and employment 

taxes.10 Figure 1 shows how Ireland was one of the largest recipients of foreign direct 

investment as a percentage of gross domestic product (GDP) of any OECD country in Europe 

between 2013 and 2017 (note: the reclassification of some multinational companies based in 

Ireland, and the “onshoring” of intellectual property partly responsible for the volatility in 

Ireland’s FDI and GDP figures during this time).11  

 

 

 

 

                                                   
8 Central Statistics Office 
https://www.cso.ie/en/releasesandpublications/er/lfs/labourforcesurveyquarter12018/  
9 https://www.irishtimes.com/business/economy/state-won-more-than-55-brexit-related-investments-in-2018-
ida-1.3746786  
10 https://www.idaireland.com/newsroom/ida-ireland-2018-results-highest-number-ever-emp  
11 Activity from multinationals in 2015 distorted the levels of both FDI (numerator) and Gross Domestic 
Product (denominator).https://www.ntma.ie/download/NTMAInvestorPresentationAugust2016.pdf  

Micro 
(<10)
26%

Small 
(10-49)

22%

Medium 
(50-249)

20%

Large 
32%

https://www.cso.ie/en/releasesandpublications/er/lfs/labourforcesurveyquarter12018/
https://www.irishtimes.com/business/economy/state-won-more-than-55-brexit-related-investments-in-2018-ida-1.3746786
https://www.irishtimes.com/business/economy/state-won-more-than-55-brexit-related-investments-in-2018-ida-1.3746786
https://www.idaireland.com/newsroom/ida-ireland-2018-results-highest-number-ever-emp
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Figure 1: Foreign Directive Investment as a Percentage of Gross Domestic Product 

(2013 – 2017) 

 

Source: OECD 

T H E  R O L E  O F  H Y B R I D  F I N AN C I AL  I N ST R U M E N T S  I N  I R I S H  SM E S  

Of the circa 250,000 SMEs in Ireland, only a small portion are likely to finance their business 

through the use of hybrid financial instruments. This is largely due to the fact that hybrid 

financial instruments are best suited to high growth high potential companies and start-ups in 

circumstances where a lack of earnings and/or tangible assets limit their ability to raise more 

traditional debt finance that would normally be provided by a bank, or non-bank lender. Based 

on the limited data currently available, it is difficult to estimate the number of businesses that 

are likely to use hybrid financial instruments as a funding mechanism.  

One data point that does exist is the number of high growth technology and science led 

companies in Ireland. Dublin based consultancy firm, TechIreland, tracks nearly 2,400 high 

growth SMEs, many of whom have raised funds, or are in the process of raising funds, via 

hybrid financial instruments such as convertible loan notes.12 Although this figure represents 

less than 1% of the total number of SMEs, the companies tracked by TechIreland represent a 

group of innovative high growth high potential companies that have the potential to generate 

proportionately greater employment and revenue growth than the wider SME cohort. This 

growth is achieved through focusing on developing disruptive technologies and products that 

possess unique intellectual property (IP) rights, or address a gap in a given market that is not 

met by other businesses. 

Company Life Cycle and Funding Needs 

The company life cycle is a method of describing the journey a business takes from the point 

of its formation, to the point at which founders and other shareholders choose to sell their 

stake in the business. Once a company reaches a suitable size, the company founders and 

                                                   
12 https://www.techireland.org/companies  
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investors may decide to exit the business by selling to a third party, or by listing on a 

recognised stock exchange through an Initial Public Offering (IPO). Depending on the stage a 

company is at in its life cycle, it is likely to require different amounts and types of finance. As 

such, different debt providers and equity investors offer different types of funding to meet a 

given company’s needs. In general, SMEs are more likely to receive equity finance during the 

earlier stages of the company lifecycle due to the high risk nature of the business during this 

time. During the earlier stages of the company life cycle, investors may prefer to take part 

ownership in the business to improve the risk reward profile of their investment.  

Sources of equity capital In Ireland include Enterprise Ireland, angel investors (usually high 

net worth individuals), seed capital funds, venture capital funds and private equity. As SMEs 

become profitable and mature to the later stages of the lifecycle, they are more likely move 

away from these type of providers and instead chose debt financing. For this, the firms will 

have the opportunity to approach institutions such as banks, or non-bank finance providers 

that offer leasing, invoice discounting and asset finance. 

The company lifecycle varies materially from company to company; however it can be broadly 

broken up into five distinct stages: Research & Development, Start-up, High Growth, 

Development & Expansion and Maturity. Figure 4 provides a summary of these five stages in 

further detail below: 

Figure 4: Amount and Type of Equity Financing Required at Different Stages of the 

Funding Life Cycle  

   

Source: Entrepreneur.com    
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Measure 39: The Use of Hybrid Financial 
Instruments by Irish SMEs  

Hybrid financial instruments are a type of financial instrument that possess features of both 

debt and equity. These instruments help provide a greater degree of flexibility for both the 

business receiving the investment as well as for the investors that are financing it. Hybrid 

financial instruments can be employed by companies at the earliest stage of their life cycle, or 

by larger companies to help finance transactions such as a Management Buyout (MBO) or a 

Leveraged Buyout (LBO).13 Before discussing hybrid financial instruments in detail, it is worth 

looking at some of the typical attributes of both debt and equity. These are outlined in the table 

in Figure 5, below:14,15  

Figure 5: Attributes of Debt and Equity  

Attributes of Debt and Equity 

Debt Equity 

Regular cash payments (interest) 
Dividends: regular or intermittent (at the discretion 

of the firm) 

Legally guaranteed return on the amount 

borrowed 
Residual interest in the assets 

High priority in liquidation Lower priority in liquidation 

Stated maturity date No maturity date 

No voting rights Voting rights 

Positive and or negative covenants No covenants 

Source: OECD Report “New Approaches to SME and Entrepreneurship Financing: Broadening 

the Range of Instruments” 

Overview of Hybrid Financial Instruments  

Hybrid financial instruments is a collective term for securities that “combine debt and equity 

features into a single financing vehicle”.16 In some instances they can initially take on attributes 

similar to a bank loan, before subsequently converting to equity under agreed conditions; or, 

they can take on characteristics that are more akin to equity but with some debt like features. 

Some investors choose to employ hybrid financial instruments as a way to reduce complexity 

when investing in a company, for example, by removing the need to determine a valuation at 

                                                   
13 
https://www.cso.ie/en/releasesandpublications/ep/p-bii/businessinireland2016/smallandmediumenterprises/  
.com/article-posts/debt-equity-classification-hybrid-securitie/  
15 http://www.oecd.org/cfe/smes/New-Approaches-SME-full-report.pdf  
16 http://www.oecd.org/cfe/smes/New-Approaches-SME-full-report.pdf  

http://www.oecd.org/cfe/smes/New-Approaches-SME-full-report.pdf
http://www.oecd.org/cfe/smes/New-Approaches-SME-full-report.pdf
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an early stage in the business’s life cycle, while others use them to achieve certain investment 

objectives, such as gaining voting rights, or being allowed to share in the profits of a company. 

For the firm receiving the investment, hybrid financial instruments can help to reduce the 

administration costs associated with the fund raising process by allowing for the replication of 

terms across multiple investors.17 There are a wide range of hybrid financial instruments that 

can employed in a funding round, however some of the most common types are set out in the 

table in Figure 6 below: 18 

Figure 6: Types of Hybrid Financial Instruments  

Types of Hybrid Financial Instruments 

Convertible Loan Notes 

Simple Agreements for Future Equity (SAFE) 

Loan Notes with Warrants 

Participating Loans 

Silent Participation 

Mezzanine Finance 

Hybrid Bonds 

Source: OECD Report “New Approaches to SME and Entrepreneurship Financing: Broadening the 

Range of Instruments”  

Convertible Loan Notes  

A convertible loan note (CLN) is a debt instrument, i.e. a loan, that is structured in such a way 

that it converts to equity when certain trigger events occur. These trigger events are agreed 

upon between the investor and the recipient company at the point of making the investment. 

In the majority of cases, the primary trigger event is the occurrence of any subsequent 

investment that is received by the company.  

Convertible Loan Notes initially rose in popularity following the collapse of the dot-com bubble 

in 2000. At that time, angel investors and venture capital investors that had financed 

businesses through direct equity investments found themselves with little or no claim on the 

assets of the companies in the event of the company failing. Furthermore, direct equity 

investments required the investors to agree a valuation for the business at a very early stage 

leading to valuations that had no correlation with the value of the business’s assets or 

expected future turnover and profits. Convertible loan notes provided a mechanism by which 

investors could lend to businesses where no valuation was required, while also offering the 

                                                   
17 This view was expressed by a number of the firms interviewed by the Department of Finance 
18 http://www.oecd.org/cfe/smes/New-Approaches-SME-full-report.pdf  

http://www.oecd.org/cfe/smes/New-Approaches-SME-full-report.pdf
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opportunity to take an equity stake in the company at some stage in the future, and thereby 

share in the growth of the company should it be successful.19  

Convertible loan notes are particularly suited to investments where it is difficult to determine 

the value of a company. This is often the case with start-ups that have limit revenue and/or 

tangible assets. A more traditional direct equity investment would require the investors to 

determine how many shares they should receive for their investment, and at what price. A 

convertible loan note allows the investor to simply covert to equity once a later investment 

round is achieved (such as a Series A or Series B investment round).  

 

Due to the various conditions that are included in a convertible loan note they may, for some 

less experienced investors, be perceived as a more complex investment vehicle than a direct 

equity investment. This may discourage some investors from partaking in investment rounds 

where convertible loan notes are employed. 

From the investee company’s perspective, convertible loan notes can be a much simpler and 

cheaper way for the business to raise funding. This is partly due to the fact that the terms 

included in a convertible loan note can effectively be replicated across multiple investors. A 

direct equity investment often requires the business to undertake more administration such as 

making additions to the shareholders register, and issuing share certificates to new investors. 

A convertible loan note may include a combination of different clauses and covenants 

depending on the terms agreed between the investor and the investee company. Some of the 

most common features that might be included in a convertible loan note are outlined below:  

T R I G G E R  E V E N T S   

There are a number events that can trigger the conversion of convertible loan notes from a 

debt instrument to a shareholding in the company 

1. Subsequent fund raising: if a 3rd party invests in the business this will usually lead 

to the convertible loan note being converted to equity on the terms agreed.  

2. Time: for example after 3 years the convertible loan note coverts to equity regardless 

of whether or not investment is received by a third party.   

                                                   
19 The Convertible Note: Bill Payne – The Full Ratchet 27th August 2014 

Series A and B funding rounds are later stage investments used for the purposes of 

further product development, growing the business in existing markets, and 

expanding into new markets. Businesses receiving Series A or B funding rounds are 

more likely to have a proven product offering and a financial track record that 

includes revenue generation and a build-up of tangible assets.  
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3. Target: Revenue or earnings target being met by the company 

D I S C O U N T   

Another key feature of a convertible loan note that might be used is a discount that investors 

agree to on any future valuations placed on the company. As the convertible loan note investor 

is investing at an earlier, and therefore riskier, stage in the business’s life cycle, they are 

sometimes awarded a discount on what the Series A investment values the company at. So 

for example, if the convertible loan note provides investors with a 20% discount, and if the 

company is valued at €10 a share following a Series A investment, the investors in the 

convertible loan note will be entitled to convert at €8 a share.20  

C AP   

A cap is a proxy for what the valuation is believed to be at the time of the convertible loan note 

investment. It is designed to represent the maximum valuation that the earlier investors (i.e. 

the founders) will receive at the point of a Series A investment. If the Series A exceeds the 

cap, this will result in more shares being allocated to the convertible loan note holders.21 See 

Scenario 2 in the below table.22 

I N T E R E ST  R AT E S   

A convertible loan note can be non-interest bearing, or interest bearing. However, if it is 

interest bearing then the interest is usually capitalised, and can be used to purchase additional 

shares on conversion. 

An example of how these various features work in practice are outlined in the below example: 

Example of How a Convertible Loan Note Works 

Convertible Loan Note Example23    

Scenario 1. Discount Only  2. Cap Only 3. Cap & Discount 

    
A. Agreed 'Cap' € 0 € 7,000,000 € 7,000,000     
B. Series A Valuation  € 10,000,000 € 10,000,000 € 10,000,000 
C. Shares Outstanding               2,000,000                  2,000,000                  2,000,000  

Series A Price Per Share (B ÷ C) € 5.00 € 5.00 € 5.00 
    
Amount Invested via CLN € 25,000 € 25,000 € 25,000 
Discount agreed 20% 0% 20% 

Converted Price Per Share on CLNs € 4.00 € 3.50 € 2.80     
Number of Shares Converted                      6,250                         7,143                         8,929  

CLN 'On Paper' Value of Converted Shares € 31,250 € 35,714 € 44,643     
Unrealised Return on Investment for CLN 
holders 25% 43% 79% 

                                                   
20 https://www.seedinvest.com/blog/startup-investing/how-convertible-notes-work    
21 http://fullratchet.net/ep13-the-convertible-note-bill-payne/    
22 https://fundersclub.com/learn/convertible-notes/convertible-notes-numerical-examples/convertible-note-
cap-discount/  
23 For simplicity, loans have been assumed to be interest free. 
https://martin.kleppmann.com/2010/05/05/valuation-caps-on-convertible-notes-explained-with-graphs.html  

CLN investors can 
buy shares worth €5 

for only €4 

Series A 
is €3m 
greater 

than €7m 
cap 

https://www.seedinvest.com/blog/startup-investing/how-convertible-notes-work
http://fullratchet.net/ep13-the-convertible-note-bill-payne/
https://fundersclub.com/learn/convertible-notes/convertible-notes-numerical-examples/convertible-note-cap-discount/
https://fundersclub.com/learn/convertible-notes/convertible-notes-numerical-examples/convertible-note-cap-discount/
https://martin.kleppmann.com/2010/05/05/valuation-caps-on-convertible-notes-explained-with-graphs.html
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Notes:  

 

Fixed upside for the 
investor. Investor 

limited to the agreed 
20% discount.  

Allows for the 
investor to share 

some of the upside if 
the valuation is 

higher than expected 
 

Investor benefits from 
both the discount and 

any upside if the 
valuation is > cap. 

Founders shares are 
more heavily diluted 

when the cap is 
exceeded 

 

A Simple Agreement for Future Equity (SAFE)   

A Simple Agreement for Future Equity (SAFE) is a tool used by investors to make a cash 

investment in a business without having to issue a loan, or take any share ownership of the 

company at the point of investment. Instead, the investor receives shares in the company 

following a specific trigger event. Although very similar in structure, SAFE notes offer an even 

simpler way of financing a business as the lending element is removed from the agreement.24 

SAFE notes may include an option to purchase shares at a discounted price to any future 

valuation, and may include a valuation cap. The simplicity, and standardised nature, of these 

agreements help to lower the legal costs associated with investing in high growth high potential 

companies and start-ups, and therefore help remove a monetary barrier for investors when 

committing smaller amounts of capital to such businesses. As SAFE notes are not considered 

to be a loan, the business is not required to meet any interest or capital repayments as would 

be the case with other hybrid financial instruments. This helps the cashflow of a business.  

Loan Notes with Warrants  

Similar to a convertible loan note, loan notes with warrants attached provide the investor with 

the right to purchase a specified number of shares at a specified predetermined price known 

as the “exercise price”. The value of a warrant is determined by the difference in price between 

the price at which the holder is entitled to purchase the shares, and the market value of the 

shares. Warrant holders will therefore wait until the market value of the shares exceeds the 

exercise price. The holder is not entitled to receive any dividend prior to exercising the option. 

Some lenders to early stage companies will attach warrants to a loan to improve the potential 

upside should the company perform well. This improves the risk-reward trade-off for the 

lender.  Warrants differ from convertible loan notes in that the holder usually makes a payment 

to convert the security into common shares.25 

Participating loans  

Unlike term loans and subordinated debt, the remuneration the investor receives under 

participating loans is directly dependent upon the financial performance of the debtor 

                                                   
24 https://www.ycombinator.com/documents  
25 https://www.forbes.com/sites/mariannehudson/2016/12/22/what-the-heck-are-warrants-answers-to-
questions-some-angels-are-afraid-to-ask/#146da84447e5 

https://www.ycombinator.com/documents
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company. Repayment of participating loans may be linked to the debtor company’s sales, 

profits or share price. As such, participating loans take on some of the attributes of equity e.g. 

receiving a share of profits, while retaining their classification as a debt instrument. However, 

unlike equity, the lender is not required to share in any negative retained earnings. While in 

bankruptcy, participating loans can rank in line with other loans.26 

Profit Participation Rights 

Profit participation rights are equity like investments that provide the investor certain rights 

over the firm’s assets. This may include the right to receive a portion of the company’s profits, 

the right to a portion of the surplus on liquidation, or the right to a subscription of new stock. 

Profit participation does not provide holders with same rights as shareholders such as: 

ownership rights, voting rights, or the right to attend shareholders’ meetings.27 They can also 

be designed in such a way that allows for an agreed contractual repayment similar to a loan.28 

Silent Participation  

Silent participation is a financing method more closely aligned to equity than to a subordinated 

loan. Silent participation allows for investors to take an equity like stake in the business. Silent 

participants are usually treated as junior to all debt, but are paid out a portion of any profits 

ahead of ordinary shareholders.  Liability is limited to the amount invested in a company. 

However, unlike equity, silent participation rights can be structured so that the investor is 

involved in management decision making.29,30 

Mezzanine Finance 

Mezzanine finance typically combines junior unsecured debt (or subordinated debt) with equity 

and other financial instruments inducing hybrid instruments including those mentioned above. 

This group of securities is divided up into “tranches”. Each security or financial instrument 

constitutes a particular tranche with varying risk and reward profiles attached, then combined 

into a single facility prior to being invested in a company.   

Mezzanine finance is most commonly used as a form of growth and expansion capital, and is 

raised by larger SMEs that can demonstrate a track record of stable cash flows, a history of 

profitability and an experienced management team. As such, it is mostly used by SMEs that 

have positive Earnings Before Interest Tax and Depreciation (EBITDA), or by those that do 

not have sufficient equity backing for the level of growth and expansion finance they require. 

                                                   
26 https://www.mzs-law.com/financial-professionals/financing-of-companies/profit-participating-loans.html  
27 http://www.mzs-law.com/financial-professionals/financing-of-companies/profit-participation-rights.html  
28 OECD SME & Entrepreneurship Papers No.2: Alternative Financing for SMEs and Entrepreneurs    
29 https://www.oecd.org/cfe/smes/New-Approaches-SME-full-report.pdf  
30 http://www.europarl.europa.eu/RegData/etudes/IDAN/2017/587399/IPOL_IDA(2017)587399_EN.pdf  

https://www.mzs-law.com/financial-professionals/financing-of-companies/profit-participating-loans.html
http://www.mzs-law.com/financial-professionals/financing-of-companies/profit-participation-rights.html
https://www.oecd.org/cfe/smes/New-Approaches-SME-full-report.pdf
http://www.europarl.europa.eu/RegData/etudes/IDAN/2017/587399/IPOL_IDA(2017)587399_EN.pdf
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According to the OECD, the market for mezzanine finance is usually reserved for upper tier 

SMEs with high credit ratings, and where the funding requirement exceeds €2 million.31 

Investment is generally limited to a number of sophisticated investors, and equity tranches 

would tend not to include more than 3-5% of the equity of any company. Investors are likely 

to conduct ongoing monitoring of the companies, and firms would be expected to regulatory 

provide detailed financial and non-financial information. The levels of increased oversight, and 

the complexity of the instruments, may act as a deterrent for SMEs looking to use mezzanine 

finance as fundraising tool.32  

 

Figure 7: Features of Senior Debt, Mezzanine Finance, and Equity  

Financing Type Senior Debt Mezzanine Finance Equity 

Ranking Senior Contractually 
Subordinated 

Junior 

Taxation Debt Interest 
Deductible 

Debt Interest 
Deductible 

Tax on 
Capital 

Covenants Comprehensive 
Restrictions 

Tracks Senior Debt, 
but Looser 

None 

Security Yes – 1st ranking Yes – 2nd ranking No 

Investor’s Involvement in 
Management 

No direct involvement Moderate involvement Voting rights 

Purpose Contractually 
specified 

Not specified Not specified 

Term 4-5 years 5-10 years Open ended 

Repayment Amortising from 
cashflow 

Bullet upon exit or at 
maturity 

None 

Warrants None Almost always None 

Expected annual return 5-13% 13-25% Term 
dependent 

Source: OECD Report “New Approaches to SME and Entrepreneurship Financing: Broadening the 

Range of Instruments”  

 

Taxation of Hybrid Financial Instruments  

When hybrid financial instruments are used as a financing mechanism on a cross border basis 

(i.e. where the investor and the recipient company are based in separate member states), 

                                                   
31 https://www.oecd-ilibrary.org/docserver/3709429e-
en.pdf?expires=1546862732&id=id&accname=guest&checksum=25EC960A3B9221AE9F1E4677FD6E4E0
F  
32 https://www.oecd-ilibrary.org/docserver/5k3xqsf00j33-
en.pdf?expires=1546856969&id=id&accname=guest&checksum=4F5D515261F90994897A0F64DD2E23C
C  

https://www.oecd-ilibrary.org/docserver/3709429e-en.pdf?expires=1546862732&id=id&accname=guest&checksum=25EC960A3B9221AE9F1E4677FD6E4E0F
https://www.oecd-ilibrary.org/docserver/3709429e-en.pdf?expires=1546862732&id=id&accname=guest&checksum=25EC960A3B9221AE9F1E4677FD6E4E0F
https://www.oecd-ilibrary.org/docserver/3709429e-en.pdf?expires=1546862732&id=id&accname=guest&checksum=25EC960A3B9221AE9F1E4677FD6E4E0F
https://www.oecd-ilibrary.org/docserver/5k3xqsf00j33-en.pdf?expires=1546856969&id=id&accname=guest&checksum=4F5D515261F90994897A0F64DD2E23CC
https://www.oecd-ilibrary.org/docserver/5k3xqsf00j33-en.pdf?expires=1546856969&id=id&accname=guest&checksum=4F5D515261F90994897A0F64DD2E23CC
https://www.oecd-ilibrary.org/docserver/5k3xqsf00j33-en.pdf?expires=1546856969&id=id&accname=guest&checksum=4F5D515261F90994897A0F64DD2E23CC
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problems may arise where there is an “inconsistent classification” of hybrid financial 

instruments across different jurisdictions due to specific legislation or autonomous 

classification principles in separate member states. For example, an inconsistent classification 

may exists if a hybrid financial instrument is treated as equity in the state where the investor 

is resident, and as debt in the state of the company receiving the funding. 33 One of the 

consequences of autonomous classification of hybrid financial instruments when used on a 

cross border basis is that double taxation may end up being applied.. 

Consequently, the European Commission introduced the Anti-Tax Avoidance Directive 

(ATAD) in 2016 which addresses this issue of “hybrid mismatches”, amongst other things.34 

The rule on hybrid mismatches in the Directive aims to prevent companies from exploiting 

national mismatches to avoid taxation.35 The deadline for implementing the anti-hybrid rules is 

1st January 2020, and for the anti-reverse hybrid rules is 1st January 2022.36 The Department 

of Finance recently ran a public consultation entitled “ATAD Implementation:  Hybrids and 

Interest Limitation” to assist in the process of national implementation of these rules.37 Further 

details on the actions and legislative changes that will be taking place in relation to hybrid 

financial instruments is set out in the Corporate Tax Roadmap, “Review of Ireland’s 

Corporation Tax”.38 

 

Findings on the of Use of Hybrid Financial Instruments 

by Irish SMEs 

The Irish Government already recognises the potential for hybrid financial instruments to be 

used as a means of supporting access to finance by Irish SMEs. The current Brexit Omnibus 

Bill contains legislative amendments to allow Enterprise Ireland to engage in specific forms of 

lending and investment in support of its client companies via both convertible loan notes and 

non-convertible debt instruments.39  

The Department of Finance carried out in-depth interviews with a number of high growth, high 

potential companies.40 These interviews were designed to determine each business’s rationale 

for raising equity through such instruments, and to understand their benefits and 

disadvantages as a funding mechanism. These types of companies were chosen due to the 

                                                   
33 http://corit-advisory.com/wp-content/uploads/2011/12/Hybrid-Financial-Instruments-and-Primary-EU-Law-
Part-1-Jakob-Bundgaard-IBFD-October-2013.pdf    
34 https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32016L1164&from=EN   
35 https://ec.europa.eu/taxation_customs/business/company-tax/anti-tax-avoidance-package/anti-tax-

avoidance-directive_en 
36 https://assets.gov.ie/5532/110119163004-830900eb61de4ce2be254d8be8f54005.pdf 
37 https://assets.gov.ie/5532/110119163004-830900eb61de4ce2be254d8be8f54005.pdf 
38 https://assets.gov.ie/4220/111218110322-f8ed72acfe914120830b22a5377356e1.pdf 
39 https://merrionstreet.ie/en/News-Room/News/Brexit_Omnibus_Bill.pdf  
40 These interviews were conducted by the Shareholder and Financial Advisory Division (SFAD) of the 

Department of Finance.  

http://corit-advisory.com/wp-content/uploads/2011/12/Hybrid-Financial-Instruments-and-Primary-EU-Law-Part-1-Jakob-Bundgaard-IBFD-October-2013.pdf
http://corit-advisory.com/wp-content/uploads/2011/12/Hybrid-Financial-Instruments-and-Primary-EU-Law-Part-1-Jakob-Bundgaard-IBFD-October-2013.pdf
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32016L1164&from=EN
https://merrionstreet.ie/en/News-Room/News/Brexit_Omnibus_Bill.pdf
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size and nature of their operations, and the likelihood of them employing hybrid financial 

instruments to finance their businesses. While the sample of companies that were interviewed 

was small, and not representative of the wider SME population, these interviews allowed for 

the Department to gain an insight into the market for these instruments amongst a subset of 

SMEs.  

Based on these in-depth interviews it was found that convertible loan notes are commonly 

used at the pre-seed and seed funding levels in Ireland. Of the six high growth, high potential 

companies the Department of Finance interviewed, four had used convertible loan notes to 

finance their business. 

To further understand the use of hybrid instruments from the investors’ perspective, the 

Department of Finance engaged with Enterprise Ireland. Based on these discussions, it was 

found that Enterprise Ireland use a form of hybrid instrument known as Convertible 

Redeemable Preference Shares (CCRPs) when investing in high growth, high potential 

companies. These are predominantly used when investing its “Innovative High Potential Start-

Up (HSPU) Fund”. Similar to Convertible Loan Notes, Convertible Redeemable Preference 

Shares offer a discounted share price to the investor upon conversion to equity; but unlike 

convertible loan notes, will pay an agreed dividend instead of the usual coupon (i.e. interest 

rate).41 

Other than the findings extracted from the in-depth interviews undertaken with Enterprise 

Ireland and a small number of Irish SMEs there is a lack of available market wide data on the 

use of hybrid financial instruments by Irish SMEs. Further research would be required to 

provide greater insight into the prevalence of this form of funding, the rationale for using hybrid 

financial instruments, and the level and knowledge and understanding of such instruments 

that exists amongst Irish SMEs more generally. 

 

                                                   
41 https://www.enterprise-ireland.com/en/Funding-Supports/Company/HPSU-Funding/Innovative-HPSU-fund.html    

https://www.enterprise-ireland.com/en/Funding-Supports/Company/HPSU-Funding/Innovative-HPSU-fund.html
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Measure 40: Update on Access to Equity 
Finance by Irish SMEs  

This section sets out to provide an update on access to equity finance by Irish SMEs following 

the publication of the Department of Finance Access to Equity Mapping Review. Additionally, 

it will set out some of the current developments and policy initiatives relating to the availability 

of equity finance in Ireland since the mapping review was carried out in March 2018.  

Global Seed and Venture Capital in Ireland 

By a number of measures, the level of seed and venture capital funding in Ireland appears 

plentiful when compared with other countries around the world. Analysis carried out by the 

OECD show Irish companies to be some of the highest recipients of seed and venture capital 

in globally when measured as a percentage of GDP. In 2016, Ireland scored 4th highest in the 

world behind Israel, the USA and Canada in attracting seed and VC funding (see Figure 8). 

However a different picture begins to emerge by looking instead at the levels of funding over 

a longer time period. European venture capital firm, Atomico, reported that Ireland was the 8th 

highest recipient of VC funding in Europe on a per capita basis between 2013 and first half 

2018, with only USD$93 raised per head of population over this period versus USD$222 in 

the Netherlands (see the graph in Figure 9).  

Figure 8: Seed and Venture Capital Investments as a percentage of GDP (2016) 

 

Source: OECD  
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Figure 9: Venture Capital Funding Raised Per Capita by Country (2013 – 1H 2018 USD$) 

 

Source: Atomico Report “The State of European Tech” 

Seed and Venture Capital in Ireland  

Although Ireland remains behind a number of other EU countries on a per capita basis, the 

Irish seed and VC industry has experienced strong annual growth in recent years. According 

to the Irish Venture Capital Association (IVCA), the total value of funds raised has increased 

from €268 million in 2012 to nearly €1 billion in 2017. This represents a Compound Annual 

Growth Rate (CAGR) of 30% over the period. However, similarly to the way in which Ireland’s 

Gross Domestic Product (GDP) is often adjusted to Gross National Product (GNP) to take 

account of the proportionally high levels of foreign direct investment, seed and VC funding in 

Ireland can also be distorted by the presence of multinationals that raise funding through Irish 

subsidiaries. A number of such firms are in fact included in the IVCA’s data, resulting in a total 

market value that distorts the amounts raised by indigenous Irish businesses.  

The not-for-profit tech consultancy, TechIreland, estimated the indigenous tech sector 

received only €655 million in 2017, as opposed to the €994 million referenced by the IVCA 

(see Figure 10).42 IVCA’s 2017 data included a number of investments excluded by 

TechIreland, resulting in a higher balance at the end of the year. 

Despite only a small number of companies receiving seed and venture capital, the amount of 

seed and VC raised is also significant when compared the value of bank lending to SMEs. 

Figures provided by the Central Bank of Ireland indicate that €4.9 billion of debt lending was 

provided to SMEs by Irish banks in 2017.43 Figure 10, below, shows a significant increase in 

                                                   
42 TechIreland: Female Founders https://www.siliconrepublic.com/wp-
content/uploads/2018/07/female_founder_funding.pdf   

43 Central Bank of Ireland: “Trends in Business Credit and Deposits: Q4 2017”  
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the volume of equity funding raised by Irish SMEs and this trend has continued since the 

previous Mapping Review of Access to Equity Finance with 12% increase from 2016 to 2017. 

The number of Irish SMEs raising venture capital funding has remained more stable; however, 

this is a minimum number and there are also a number of undisclosed deals not included in 

Figure 11. 

 

Figure 10: Total Volume of Venture Capital Funding (€m) Raised 2010 - 2017 

 

Source: Irish Venture Capital Association  

Figure 11: Number of Irish SMEs that raised Venture Capital Funding 2010 - 2016 

 

Source: Irish Venture Capital Association  
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Figure 12: Volume of Venture Capital Funding (€ millions) by Sector in 2017 

Source: Irish Venture Capital Association (2017 Pulse) 

As shown in the graph in Figure 12, venture capital investments are spread across a range of 

different sectors. Investments in software companies constituted the largest portion of €994 

million of VC funding raised in 2017. In total, the sector received €275 million, or 28% of all 

investment. Meanwhile life sciences and financial technology, (FinTech), accounted for 23% 

and 18% respectively.  

Figure 13: Value of Venture Capital Funding Raised by Irish SMEs (€millions), by 

Amount 2016 - 2017 
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Figure 13 shows a breakdown of seed and venture capital investments made in Irish 

companies over the course of 2016 and 2017 across different investment amounts. Based on 

IVCA data, this graph shows that of the €994 million of recorded investments in 2017, only 

€34 million related to individual investments of €1 million or less. This represents just 3% of 

the total seed and VC deals for the year.44 Meanwhile, 79% of all recorded investments were 

of a value greater than €5 million (see Figure 13). The five largest deals in 2017, amounted to 

€338 million, or 34% of the total seed and VC invested in 2017.  

Looking in more detail at investments of €1 million or less shows that the larger investments 

of €500,000 to €1 million account for the majority of investments since Q1 2016 (See Figure 

14). The first three quarters of 2018 saw €19 million worth of investments below €1 million per 

transaction. This compares with €28 million in the first three quarters of 2017 and represents 

a reduction of 34% between the two periods. This decline in new investment in the first three 

quarters of 2018 was raised by TechIreland which stated that “according to our data, 22 

companies raised between €500K and €3M in seed funding in Q3 2017. In Q3 2018 that 

number was only 9.”45  

Figure 14: Value of Seed and Venture Capital Investments of Less than €1 million (Q1 

2016 – Q3 2018) 

  

Source: Irish Venture Capital Association  

The lower levels of investment in deals below €1 million that are shown in the IVCA data, can 

also be seen across other sources. For example, the Revenue Commissioners record 

information on the size of equity investments in Irish companies that are permissible under the 

Employment and Investment Incentive (EII) scheme.46 The EII scheme provides income tax 

                                                   
44 The IVCA data included €81 million of deals that are classified as “undisclosed”. It is not possible to 
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45 https://www.techireland.org/blog/ending-on-a-high  
46 https://assets.gov.ie/4045/071218130657-3be4a529aeee4999ba8d63bb0c0ff9d9.pdf  
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relief to qualifying investors of up to 40% for investments in certain qualifying SMEs. This 

scheme is designed to encourage individuals to invest risk finance in companies that wish to 

raise equity for their business. Of the €391 million invested in SMEs through the scheme since 

it was introduced, €146 million related to investments of less than €1m, or 37% of the total 

amount. As the research suggests, larger investments of greater than €1 million account for 

the majority of the capital invested under the scheme.47 

Figure 15: Amount raised by investment size under the Employment and Investment 

Scheme (€m) 2011 - 201748  

 

Total Amount Raised by Company Total Amount Raised (€m) Percentage of Total Amount Raised 

<€50k €4 1% 

€50k - 150K €19 5% 

€150K-€500k  €64 16% 

€500k-€1m €60 15% 

€1m-€2m €82 21% 

>€2m €164 42% 

Total €391 100% 

Source: Indecon Evaluation of EII and SURE 

Enterprise Ireland also reports figures on the funds invested through their “Seed and Venture 

Capital Scheme” which co-invests in high growth high potential companies and start-ups by 

partnering with institutional investors. The funds invested though the scheme in 2017 were 

double that of 2016, while the amount invested in the smallest “Start-up” category increased 

from €6 million to €36 million over the same period. Of the total amount invested, 18% is 

allocated to the less established, higher risk “Start-up” category.  

The Department of Business, Enterprise and Innovation has launched a fifth multi-annual 

Seed and Venture Capital Scheme covering 2019 – 2024 for €175 million, as announced in 

Budget 2019. This follows on from extensive policy analysis, stakeholder consultation and an 

evaluation of the Scheme conducted by Indecon. The main recommendation from the 

evaluation carried out by Indecon was that there is a continued need for State support in 

relation to the venture capital sector in Ireland and in particular, with regards to the availability 

of seed and early stage investment.  

The Scheme is focused on seed and early stage investments where the Minister for Business, 

Enterprise, and Innovation stated there was a “very clear market failure”.49 Up to €50 million 

                                                   
47 Enterprise Ireland: Seed & Venture Capital Report 2017 https://www.enterprise-
ireland.com/en/publications/reports-published-strategies/seed-and-venture-capital-reports/2017-seed-and-
venture-capital-report.pdf 

48 https://assets.gov.ie/4045/071218130657-3be4a529aeee4999ba8d63bb0c0ff9d9.pdf 
49 https://dbei.gov.ie/en/News-And-Events/Department-News/2019/February/28022019.html  
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will be available to funds focused on Pre-Seed and Seed investments. Under the new Scheme 

Enterprise Ireland can make an increased maximum investment of 70% in such funds.50  

It is intended that this Scheme will also utilise financial instruments to optimise the impact of 

European Commission and/or EIB group investment in the seed and venture capital sector in 

Ireland. This aims to attract commercial and institutional investors in to investment in seed 

capital. Enterprise Ireland is currently seeking expressions of interest for funding under the 

Scheme.51 

Figure 16: Level of Funding under the Enterprise Ireland Seed and Venture Capital 

Scheme €m (2016 – 2017) 

 

Business Size 2016 (€m) 2017 (€m) % Of 2017 Total 

Start Up  €6m €36m 18% 

Early Stage €28m €49m 24% 

Development €59m €119m 58% 

Total  €93m €204 100% 

Source: Enterprise Ireland “Seed and Venture Capital Report”  

The Department of Business, Enterprise and Innovation has recently published the “Future 

Jobs Ireland 2019” Report. The second of the five pillars of the Report is “Improving SME 

Productivity”.52 This includes supporting the provision of “long-term equity”, which is “where 

an investor is willing to make an investment in an enterprise with no expectation of a quick 

profit but in anticipation of considerable rewards in the longer term”.53 This approach is also 

known as “patient capital”.  

One of the deliverables in the report is “Prepare for ISIF and EI to increase the availability of 

long term equity investment to support indigenous Irish companies in scaling their 

businesses”. The Department of Business, Enterprise and Innovation and Enterprise Ireland 

intend to work more closely with the Ireland Strategic Investment Fund (ISIF) in order to 

provide more long-term patient capital.  

It is worth noting that ISIF is a provider of long-term patient capital in the Irish market. It has 

supported platforms that provide equity to Irish SMEs and has also itself provided direct equity 

investment to indigenous Irish companies.  ISIF has supported Business Growth Fund as a 

provider of long-term equity capital to Irish SMEs. In addition, it has supported a number of 

                                                   
50 https://dbei.gov.ie/en/News-And-Events/Department-News/2019/February/28022019.html  
51 https://www.enterprise-ireland.com/en/invest-in-emerging-companies/seed-and-venture-capital-

scheme/seed-and-venture-capital-scheme.html  
52 https://dbei.gov.ie/en/Publications/Publication-files/Future-Jobs-Ireland-2019.pdf  
53 https://dbei.gov.ie/en/Publications/Publication-files/Future-Jobs-Ireland-2019.pdf  

https://dbei.gov.ie/en/News-And-Events/Department-News/2019/February/28022019.html
https://www.enterprise-ireland.com/en/invest-in-emerging-companies/seed-and-venture-capital-scheme/seed-and-venture-capital-scheme.html
https://www.enterprise-ireland.com/en/invest-in-emerging-companies/seed-and-venture-capital-scheme/seed-and-venture-capital-scheme.html
https://dbei.gov.ie/en/Publications/Publication-files/Future-Jobs-Ireland-2019.pdf
https://dbei.gov.ie/en/Publications/Publication-files/Future-Jobs-Ireland-2019.pdf
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other Irish private equity platforms and will continue to do so where it sees a gap in market for 

equity finance for Irish SMEs.  

 

Demand for Non-Bank Finance 

Each year the Department of Finance conducts its annual Credit Demand Survey which is 

designed to examine SMEs borrowing habits, and assess the drivers behind their financing 

decisions. A number of the survey questions focus on the demand for ‘non-bank finance’ 

amongst Irish SMEs. The survey’s definition of Non-bank finance includes both borrowing 

offered by non-bank lenders, and equity finance provided by investors. The survey helps to 

provide some indication as to the level of demand that exists for equity finance amongst Irish 

SMEs.  

As illustrated by the latest Credit Demand Survey, the percentage of SMEs seeking non-bank 

finance decreased from a peak of 19% in May 2012 to 7% as of September 2018 (see Figure 

17). This reduction in demand may indicate that businesses are choosing to either deleverage 

and/or finance their business through retained earnings.  

Looking specifically at demand for equity investment, the survey results suggest that the 

portion of SMEs seeking angel investment or venture capital stood at 2% of all SMEs in 2018. 

With the exception of 2015, this figure has remained consistent since 2013 (see Figure 18) 

suggesting that the trend in the reduction in demand for non-bank finance from SMEs is due 

to the other sources of non-bank finance captured by the survey, see Figure 19. This graph 

also indicates that some of the other sources of non-bank finance such as “other government 

financial supports” that are referenced in graph 19 may include elements of equity finance.  

Figure 17: Percentage of SMEs Seeking Non-Bank Finance 2011 - 2018 
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Source: Department of Finance SME Credit Demand Surveys 

Figure 18: Percentage of SMEs seeking Venture Capital and Business Angel Funding 

(2013-2018) 

 

Source: Department of Finance SME Credit Demand Surveys 

The percentage of SMEs seeking different types of non-bank finance according to the latest 

iteration of the Department of Finance SME Credit Demand Survey (covering the period April 

2018 – September 2018) is set out in Figure 19 below.  

Figure 19: Percentage of SMEs seeking Non-Bank Finance broken down by type (April 

2018 – September 2018) 

 

Source: Department of Finance SME Credit Demand Surveys 
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According to the SME Credit Demand Survey “crowd funding/peer to peer lending has not 

risen above the 1% point level it showed at in September 2014”. Crowdfunding does have the 

potential to be a useful source of non-bank finance, both lending (peer-to-peer) and equity 

based crowdfunding. Developments in relation to the regulation of crowdfunding are set out in 

the next section of this paper.   

 

Irish Developments  

A number of tax schemes have been established to help high growth, high potential SMEs to 

raise equity finance, attract and retain staff, and encourage investment in innovative research 

and development projects. A brief summary of each of these schemes is outlined below:  

T H E  EM PL O Y M EN T  AN D  I N V E S T M EN T  AN D  I N C E N T I V E  S C H EM E ( E I I S )   

The Employment and Investment Incentive Scheme provides a maximum of 40% tax relief 

that is designed to encourage individuals to invest risk finance in companies that wish to raise 

equity for their business.54 The scheme allows for an individual to invest up to €150,000 in a 

qualifying business over the course of a single tax year.55 The tax relief for the investor is split 

into two tranches, 30% in the first year and 10% in the fourth year on the condition that certain 

criteria are met. This tax relief may be set off against any tax owed, or any tax required on 

rental income. If there is a return on investment, this will still be subject to capital gains tax. 

In Budget 2019, the Minister for Finance and Public Expenditure and Reform, Paschal 

Donohoe, T.D., announced a number of changes in the Finance Bill in relation to the EII 

scheme. One of the more significant changes provides for the self-certification of applications 

for EII relief. The scheme was also given an extended sunset date of end 2021.56 

ST AR T  U P  R E F U N D S  F O R  E N T R E P R EN E U R S  S C H EM E  ( SU R E )  

The Start-up Refunds for Entrepreneurs (SURE) scheme allows for entrepreneurs and 

founders of new enterprises to apply for a refund of income tax paid in previous years provided 

that they have invested capital in the business, and where the founders were previously in 

PAYE employment or recently unemployed. SURE was designed as a replacement to the 

Seed Capital Scheme of Budget 2015. 

                                                   
54 https://www.revenue.ie/en/starting-a-business/initiatives-for-startup-businesses-and-smes/the-
employment-and-investment-incentive-eii-for-companies.aspx 
55 https://www.revenue.ie/en/personal-tax-credits-reliefs-and-exemptions/investment/employment-and-
investment-incentive/index.aspx 
https://www.irishtimes.com/business/personal-finance/disappointed-with-returns-to-savers-from-deposits-
there-are-other-options-1.3717631 
56 https://www.finance.gov.ie/updates/minister-donohoe-announces-details-of-proposals-for-the-
employment-and-investment-incentive-eii-and-start-up-refunds-for-entrepreneurs-sure/ 

https://www.revenue.ie/en/personal-tax-credits-reliefs-and-exemptions/investment/employment-and-investment-incentive/index.aspx
https://www.revenue.ie/en/personal-tax-credits-reliefs-and-exemptions/investment/employment-and-investment-incentive/index.aspx
https://www.irishtimes.com/business/personal-finance/disappointed-with-returns-to-savers-from-deposits-there-are-other-options-1.3717631
https://www.irishtimes.com/business/personal-finance/disappointed-with-returns-to-savers-from-deposits-there-are-other-options-1.3717631
https://www.finance.gov.ie/updates/minister-donohoe-announces-details-of-proposals-for-the-employment-and-investment-incentive-eii-and-start-up-refunds-for-entrepreneurs-sure/
https://www.finance.gov.ie/updates/minister-donohoe-announces-details-of-proposals-for-the-employment-and-investment-incentive-eii-and-start-up-refunds-for-entrepreneurs-sure/
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There are a number of conditions that must be met to by the founder of the company to be 

eligible for this scheme including that they:  

 establish a new entity;  

 were a PAYE payee for the previous 4 years;  

 are in full time employment within the company and are investing cash in the company 

by purchasing new shares.  

The maximum investment permitted under the scheme by any one person is €700,000, with a 

yearly maximum of €100,000 over a period of 7 years. Income tax relief under this scheme 

may be up to 41% of the capital invested.57 Similar to the EII scheme, changes to the scheme 

were announced in Budget 2019 to address issues relating to the application process. 

ST AR T  U P  C AP I T AL  I N I T I AT I V E  

In Budget 2019, the Minister for Finance and Public Expenditure and Reform announced a 

new scheme designed to increase investment in early stage start-ups. The Start-up Capital 

Incentive (SCI) aims to provide some tax relief for friends and family that choose to invest in 

early stage start-ups with a maximum lifetime investment of €500,000.58,59 

K E Y  EM PL O Y E E  E N G AG EM E N T  P R O G R AM M E  ( K E E P )  

The Key Employee Engagement Programme (KEEP) was introduced as part of the 2017 

Finance Act. The purpose of the scheme is to help SMEs to attract and retain talent when 

competing with larger enterprises for staff. It provides for a more advantageous tax treatment 

of gains arising from the exercise of qualifying share options provided to the staff during the 

course of their employment with the firm. Where the KEEP applies, any gains realised on the 

exercise of qualifying share options granted during the period of January 2018 to December 

2023 will not be subject to income tax, PRSI or USC. The gain will instead be subject to 

Capital Gains Tax (CGT) on a future disposal of the shares.60 

 

European Developments  

At a European level, the European Commission is undertaking a number of initiatives to 

promote access to finance for SMEs. These include the proposed regulation of the 

                                                   
57 https://www.revenue.ie/en/tax-professionals/tdm/income-tax-capital-gains-tax-corporation-tax/part-16/16-
00-11.pdf 
58 https://www.pwc.ie/publications/2018/finance-bill-2018-protecting-the-future.pdf 
59 https://www.cpaireland.ie/getattachment/Resources/CPA-Publications/Accountancy-Plus/accountingcpd-
net-courses-(2)/PCA-Profiles-Personal-Development-(5)/CPA_Overview-of-Finance-Bill-2018-Budget-
2019.pdf?lang=en-IE 
60 https://www.revenue.ie/en/tax-professionals/tdm/share-schemes/Chapter-09.pdf 

https://www.pwc.ie/publications/2018/finance-bill-2018-protecting-the-future.pdf
https://www.cpaireland.ie/getattachment/Resources/CPA-Publications/Accountancy-Plus/accountingcpd-net-courses-(2)/PCA-Profiles-Personal-Development-(5)/CPA_Overview-of-Finance-Bill-2018-Budget-2019.pdf?lang=en-IE
https://www.cpaireland.ie/getattachment/Resources/CPA-Publications/Accountancy-Plus/accountingcpd-net-courses-(2)/PCA-Profiles-Personal-Development-(5)/CPA_Overview-of-Finance-Bill-2018-Budget-2019.pdf?lang=en-IE
https://www.cpaireland.ie/getattachment/Resources/CPA-Publications/Accountancy-Plus/accountingcpd-net-courses-(2)/PCA-Profiles-Personal-Development-(5)/CPA_Overview-of-Finance-Bill-2018-Budget-2019.pdf?lang=en-IE
https://www.revenue.ie/en/tax-professionals/tdm/share-schemes/Chapter-09.pdf
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crowdfunding industry across Europe, and a number of initiatives designed to increase access 

to public markets as part of the Capital Markets Union.  

C R O W D F U N D I N G  

Globally, equity crowdfunding has become an increasingly popular tool for companies to 

source donations and pre-seed capital which can assist them in building prototypes and begin 

commercialising their business plans. Platforms such as these offer an alternative source of 

finance outside of the traditional seed and venture capital industry. At present, Ireland has a 

number of peer-to-peer lending platforms which provide crowdfunded term loans to SMEs, 

including, and at least one known equity crowdfunding platform.61, 62 

Crowdfunding platforms that enable SMEs to raise short to medium term business loans are 

currently the most popular form of peer-to-peer lenders in Ireland. In 2017, €24 million of 

funding was provided to SMEs through crowdfunding platforms. This compares with €4.9 

billion of lending to SMEs by traditional lenders such as banks in the same year.63 Meanwhile, 

at a European level, a University of Cambridge backed study estimated the size of the ‘online 

alternative finance market’ to be €7.7 billion in 2016, a 41% increase on the previous year. 

The UK remains the largest centre for peer to peer lending with €2.1 billion of lending in 2016. 

In March 2018, the European Commission proposed the regulation of crowdfunding service 

providers that operate on a cross-border basis. The purpose of the European regulatory 

regime for all crowdfunding service providers operating in the European Union is to reduce 

regulatory divergence and obstacles, facilitate and support cross-border crowdfunding activity 

as a means of providing finance to SMEs, and as part of completing the Capital Markets Union. 

Work on this draft regulation started under the Austrian Presidency of the EU and progress 

has been made on most issues, including the possibility of expanding the regulation to cover 

all crowdfunding service providers and their activities, as opposed to only cross-border 

operations. The Romanian Presidency is taking negotiations of this regulation forward.  

National crowdfunding regulation has already been implemented in a number of European 

countries. Although Ireland has yet to implement any national regulation, it was announced in 

Budget 2019 that the Department of Finance would begin looking at measures to regulate the 

industry.64 Given the development of the European regulation, it may not be necessary to 

introduce a domestic regime for Ireland. However, if the draft European regulation is delayed 

for a considerable period, a domestic regime, which is aligned with the proposed European 

regime, will be proposed.  

                                                   
61 https://www.independent.ie/business/technology/crowdfunding-firms-startup-spark-37176121.html  
62 www.Sparkcrowdfunding.com/    
63 Central Bank of Ireland: Trends in SME lending 
64 However, the Minister for Finance, Mr Paschal Donohoe T.D. in his Budget 2019 speech announced that 
national regulation of crowdfunding in Ireland would be forthcoming and would be aligned to the European 
regulation. 

https://www.independent.ie/business/technology/crowdfunding-firms-startup-spark-37176121.html
http://www.sparkcrowdfunding.com/
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E U R O P E AN  AN G E L S  F U N D  ( E AF )  I R EL AN D  

The European Angels Fund (EAF) is an initiative which provides equity to angel investors and 

other non-institutional investors who in turn finance SMEs on a co-investment basis. The fund 

is administered by the European Investment Fund (EIF) which is a specialist provider of risk 

finance to SMEs across Europe, and forms part of the European Investment Bank (EIB).  

In November 2018, the Department of Business, Enterprise and Innovation, Enterprise Ireland 

and the European Investment Fund (EIF) put in place an agreement to increase the existing 

European Angels Fund Ireland (EAF Ireland) from €20 million to €40 million.65 The fund 

focuses on investing in what it classifies as “innovative companies” in the seed or early growth 

stage as well as those entering the expansion phase. The total amount allocated by EAF 

Ireland to each co-investment will range from €250,000 to €4 million over a period of 10 years 

to Business Angels, doubling their investment into SMEs.66  

The first €20m of the fund is now fully allocated, following agreement with nine Irish Business 

Angels, who have invested in 20 early stage companies. By increasing the fund to €40m, it is 

anticipated that up to 100 companies will be supported over the next 10 years.  

R E G U L AT O R Y  I N I T I AT I V E  T O  P R O M O T E  SM E G R O W T H  M AR K ET S  

On a European level, there has also been a move to facilitate access by SMEs to capital 

markets, as well as to private equity investment and venture capital funding.67 The European 

Commission is supporting this through an SME listings proposal to reform European SME 

Growth Markets, which are provided for and permitted by the second Markets in Financial 

Instruments Directive (MiFID II).68 The main way that this is being achieved is through changes 

to the EU Market Abuse Regulation and Prospectus Regulation compliance obligations for 

SME Growth Market Issuers.69 SME Growth Markets are a sub category of multilateral trading 

facilities (MTFs). There are certain conditions for classification as an SME Growth Market; for 

example, at least 50% of the issuers must be SMEs.70 

 

                                                   
65 https://www.hban.org/News/European-Investment-Fund-and-Enterprise-Ireland-double-Business-Angels-
fund-to-%E2%82%AC40-million.1363.html  
66 http://www.eif.org/what_we_do/equity/eaf/index.htm  
67 https://ec.europa.eu/info/business-economy-euro/banking-and-finance/financial-markets/securities-
markets/sme-listing-public-markets_en#regulatory-initiative-to-promote-sme-growth-markets  
68 https://www.algoodbody.com/insights-publications/proposed-sme-growth-market-reform-implications-for-
market-abuse-and-prospec  
69 https://ec.europa.eu/info/business-economy-euro/banking-and-finance/financial-markets/securities-
markets/sme-listing-public-markets_en#regulatory-initiative-to-promote-sme-growth-markets  
70 https://www.algoodbody.com/insights-publications/proposed-sme-growth-market-reform-implications-for-
market-abuse-and-prospec  

https://www.hban.org/News/European-Investment-Fund-and-Enterprise-Ireland-double-Business-Angels-fund-to-%E2%82%AC40-million.1363.html
https://www.hban.org/News/European-Investment-Fund-and-Enterprise-Ireland-double-Business-Angels-fund-to-%E2%82%AC40-million.1363.html
http://www.eif.org/what_we_do/equity/eaf/index.htm
https://ec.europa.eu/info/business-economy-euro/banking-and-finance/financial-markets/securities-markets/sme-listing-public-markets_en#regulatory-initiative-to-promote-sme-growth-markets
https://ec.europa.eu/info/business-economy-euro/banking-and-finance/financial-markets/securities-markets/sme-listing-public-markets_en#regulatory-initiative-to-promote-sme-growth-markets
https://www.algoodbody.com/insights-publications/proposed-sme-growth-market-reform-implications-for-market-abuse-and-prospec
https://www.algoodbody.com/insights-publications/proposed-sme-growth-market-reform-implications-for-market-abuse-and-prospec
https://ec.europa.eu/info/business-economy-euro/banking-and-finance/financial-markets/securities-markets/sme-listing-public-markets_en#regulatory-initiative-to-promote-sme-growth-markets
https://ec.europa.eu/info/business-economy-euro/banking-and-finance/financial-markets/securities-markets/sme-listing-public-markets_en#regulatory-initiative-to-promote-sme-growth-markets
https://www.algoodbody.com/insights-publications/proposed-sme-growth-market-reform-implications-for-market-abuse-and-prospec
https://www.algoodbody.com/insights-publications/proposed-sme-growth-market-reform-implications-for-market-abuse-and-prospec
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Conclusion 

At present, there is limited data available detailing the use of hybrid financial instruments by 

SMEs in Ireland. However, based on a number of in-depth discussions carried out by the 

Department with high growth, high potential companies, and with Enterprise Ireland, there is 

evidence to suggest that hybrid financial instruments are a tool commonly used by certain Irish 

SMEs to facilitate the raising equity. Irish SMEs that develop and commercialise patentable 

and innovative products and services such as those in the FinTech and life sciences sectors 

are the most likely to employ these instruments. For these types of companies, convertible 

loan notes are the most common type of hybrid financial instrument used, and can be 

employed at the pre-seed and seed stages in the company life cycle to reduce the costs 

associated with the fund raising process, and where it is difficult to determine the value of the 

equity in a given business.  

Data provided by the Irish Venture Capital Association, and TechIreland suggests that the 

majority of equity investment and venture capital funding equity investment and venture capital 

funding appears to be being raised by larger businesses and/or at a later stage in the business 

life cycle and that there is less equity and venture capital investment at a pre-seed and seed 

(early stage).  

A number of Government supports are already in place to support and facilitate access to 

finance by SMEs. These include the Strategic Banking Corporation of Ireland (the SBCI)71, the 

Ireland Strategic Investment Fund (ISIF)72, the Credit Review Office73, Local Enterprise Offices 

(LEOs)74, the Credit Guarantee Scheme75, the Supporting SMEs Online Tool76, the 

Microenterprise Loan Fund (administered by Microfinance Ireland)77, as well as Enterprise 

Ireland78. The Government also supports investment in SMEs through a range of tax schemes. 

These are kept under regular review and maintained, amended or terminated in light of such 

reviews.  

                                                   
71 www.sbci.gov.ie  
72 www.isif.ie  
73 www.creditreview.ie  
74 www.localenterprise.ie  
75 https://dbei.gov.ie/en/What-We-Do/Supports-for-SMEs/Access-to-Finance/SME-Credit-Guarantee-
Scheme/  
76 https://supportingsmes.gov.ie/sme-search  
77 www.Microfinanceireland.ie    
78 www.enterprise-ireland.com  

http://www.sbci.gov.ie/
http://www.isif.ie/
http://www.creditreview.ie/
http://www.localenterprise.ie/
https://dbei.gov.ie/en/What-We-Do/Supports-for-SMEs/Access-to-Finance/SME-Credit-Guarantee-Scheme/
https://dbei.gov.ie/en/What-We-Do/Supports-for-SMEs/Access-to-Finance/SME-Credit-Guarantee-Scheme/
https://supportingsmes.gov.ie/sme-search
http://www.microfinanceireland.ie/
http://www.enterprise-ireland.com/


The Use of Hybrid Financial Instruments by and Access to Equity Finance for SMEs  

—— 

34 

In light of the findings of this paper, the Department of Finance will continue to engage with 

other Government departments, bodies and stakeholders to ensure that there are sufficient 

and appropriate policy supports in place for Irish SMEs to enable them to access credit, and 

other types of financing, they need to ensure they grow and develop and to encourage the 

establishment of new companies.  
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Appendix 1: Glossary of Terms 

Angel Investor: An Angel Investor is a high net worth individual who wishes to invest this in 

other businesses. Often angel investors will have particular experience of growing a business 

and finance themselves and can often provide expertise to the business in which they invest. 

Business angels may also co-invest through networks and may also invest together, pooling 

their capital, in a group known as a syndicate. 

Convertible Loan Note: A Convertible Loan Note is a loan that is structured in such a way 

that it converts to equity under certain circumstances, for example when certain trigger events 

occur. These trigger events are agreed upon in advance between the investor and the 

recipient company. 

Crowdfunding: Crowdfunding usually occurs through an (online) platform that connects 

projects with funding. Projects are usually small businesses that are seeking funding and they 

list themselves on the crowdfunding platform. A business can receive a small amount of 

funding from multiple investors through the platform to meet its funding needs and investors 

can invest small amounts in a number of businesses. Generally investors are non-

sophisticated, retail, investors who are not professional investors, but sophisticated, 

professional investors and institutional investors may also wish to invest through crowdfunding 

platforms. Funding can be provided to the project in the form of both a loan (this is known as 

peer-to-peer lending), or equity. The role of the crowdfunding platform is to provide a matching 

service between businesses and investors. 

Debt: Debt involves regular cash repayments of interest along with principal of a loan; there 

is a fixed term and the interest payments are unrelated to the financial performance of the 

company, the return on the amount borrowed is guaranteed. Debt generally also contains 

terms and conditions regarding the use of the loan and its repayment (known as “covenants”). 

Debt may be unsecured or secured. A secured loan is where an asset is used to secure the 

loan and if the loan is not repaid, the asset may be claimed in lieu of the repayment of the 

outstanding balance. Debt usually has the highest priority in the case of liquidation or 

bankruptcy. 

Equity: Equity involves ownership in a company, represented by “shares”, dividends are paid 

at the discretion of the firm, equity does not have a maturity date but equity interests may be 

bought and sold, certain shares may also give voting rights in the company’s affairs, for 
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example, at an Annual General Meeting. There are generally not any conditions attached to 

the use of equity funding. Equity usually has the lowest priority in the case of liquidation or 

bankruptcy, with shareholders not receiving anything until other creditors are paid. 

Fund of Funds: A Fund of Funds is when a fund is set up to invest in a number of smaller 

funds that directly invest in businesses. 

Growth/Expansion Funding: Growth/Expansion Funding is funding that is used to develop 

the business, for example through increasing the goods and or services it offers, adding to the 

goods and/or services offered by the business, or looking to enter new markets as well as 

additional hiring, research and development and other innovation and investment costs that 

are associated with achieving such things. Series A and Series B funding are both types of 

Growth and Expansion funding. 

 Series A and B Funding: Series A and B is later stage funding used for product 

completion and optimisation, where the company has a well-developed business 

model, a proof of concept and a market ready product or service. As this stage 

progresses, the company will have a financial track record including sales and profit 

and funding will be used for investment in infrastructure and expanding as scaling 

nationally and/or internationally and developing new products and/or services.  

High Growth High Potential Company: A High Growth High Potential Company is a 

company that discovers new market segments or niches and develops patentable, innovative 

technologies, thereby achieving substantial gains in output and employment.   

Hybrid Financial Instrument: A hybrid financial instrument is a financial instrument that has 

characteristics/elements of both debt and equity. 

Institutional Investor: An institutional investor is a financial institution, such as a bank, 

pension fund, mutual fund and insurance company, which invests large amounts of money in 

securities, commodities and foreign exchange markets, on its own behalf or on the behalf of 

its customers.  

A Loan Note with Warrant: A loan note with a warrant is a loan that comes with an option for 

the owner to choose to convert the loan into shares at a predetermined price for the shares. 

This option can be exercised whenever the owner wishes, rather than there being a trigger 

event, as in the case of a convertible loan note. 
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Mature Stage/Exit: A company in the mature stage is likely to have the largest variety of 

financing options. This is also the stage at which the investment in a company is realised for 

both investors and/or the founder; usually this is achieved through the sale of the company or 

interest (ownership) in the company. This can take place in a number of ways, including:  

 A Management Buyout: A management buyout is where the management of a 

company buy the company 

 A Trade Sale/Mergers and Acquisitions (M&A) Process: A trade sale or mergers 

and acquisitions process is where a company either merges with or is sold to a 

competitor company.   

 An Initial Public Offering (IPO): An Initial Public Offering is where the company’s 

shares are listed publicly, for sale.   

Mezzanine Finance: Mezzanine finance is financing comprised of a combination of more than 

one type of financing instrument, each different instrument is known as a “tranche” and the 

funding is combined in to one overall facility. 

Participating Loans: Participating loans are loans where instead of paying a fixed amount of 

interest, repayment is linked to the financial performance of the company, such as profits, 

turnover or share price. 

Pre-Seed and Early Stage Funding: Pre-seed and early stage funding is funding that is 

required at the very start of a company’s life cycle, it is usually used to develop a business 

plan, proof of concept for the business idea, including possibly a prototype of a product/service 

that the business intends to provide, as well as putting in place the basic business 

infrastructure, such as incorporation of a company. Often this will come from the founder(s) of 

the business, as well as possibly family, friends and connected persons. 

Profit Participation Rights: Profit participation rights are similar to equity, they give the owner 

certain rights over the company’s assets; however, they are not the same as the ownership 

rights afforded by equity.  

Small and Medium Sized Enterprises (SMEs): Small and Medium Sized Enterprise (SMEs) 

are defined by the European Union as enterprises which employ fewer than 250 persons and 
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which have an annual turnover not exceeding €50 million, and/or an annual balance sheet 

total not exceeding €43 million. 

Subordinated Debt: Subordinated Debt is a loan where the creditor agrees that the loan will 

not be repaid until other, already existing, creditors are paid first.  

Venture Capital: Venture capital is a more formal source of investment than angel investment, 

venture capital tends to be provided by institutional investors, venture capital funds, and these 

funds are run by professional investors. 
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