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INTRODUCTION

The link between innovation, growth and venture capal

By the middle of the 20th century, economists ethrto realize that innovation is crucial to
economic growth. The results of much research stidhat theory for centuries has been making
an important mistake- economic growth was treated adding more inputs (more labor force,
capital and resources); this would result inevitablmore output. The problem was that resources
and money are definite and exhaustible and workefean not be misused because of moral, legal
and political reasons. The solution was simple:ettgying new ways to get more output from the
same inputs is the main way to spur economic growthanwhile the classic Schumpeter’s
hypothesi$ of large firms superiority in the field of researand development begun to be
disproved with both empirical and theoretical okations. In numerous dynamic industfies
leadership in research and development is in thddhaf young firms. These innovative start-ups
can only grow if they have proper access to fupdsticularly venture capital financing. However,
Schumpeter’s theory is applicable as more estaddishdustries are concerned as agriculture,
electricity-producing, machine-manufacturing andhimg for example, where the economy of
scale and scope is crucial. Having in mind theafantioned, a logical presumption can be made
that promoting innovative start-up firms in higleheindustries can boost economic growth by
saving resources, time, labor force and money,utsiting employment and producing more added
values for the society (measured by GDP) as a finadlome. For these companies the expertise of
venture capitalist, his knowledge of markets andhef entrepreneurial process, his network of
business contacts, are even more useful in unfpltieir growth potentidlthen actual money
provided. By contrast, when venture capital is eggpto companies at a later stage of their growth

or ones that operate in technology mature indisstiidias less of an opportunity to “contribute” to

1 Schumpeter, J.A. 1942. 1942. Capitalism, Soaetind Democracy. New York: Harper and Brothers.esthLondon: George Allen and
Unwin, 1976

2Such as: biotechnology, business products, compet@herals, electronics, financial services,rpteceutical and healthcare services, IT
services, media, medical devices, networking, rethewergy, semiconductors, software, telecommuioitsit

3 See Bottazzi, Laura, Marco Da Rin, Hellmann, Tasn§2004), “Active Financial Intermediation: Evide on the Role of Organizational
Specialization and Human Capital”’, RICAFE WP, n.Gdmpers, Paul (1995), “Optimal Investment, Monitgr and the Staging of Venture
Capital”, Journal of Finance, 50; Hellmann, Thonfag;i, Manju, (2002), “Venture Capital and the Rssfionalization of Start-up Firms: Empirical
Evidence”, Stanford University, Graduate SchodBa§iness research series, No 1661; Lerner, Jo885)1“Venture Capitalists and the Oversight

of Private Firms”, Journal of Finance, 50, (1);



the value of the compafiyHellmann and Putishow that “innovator firms” are much more likely
to obtain venture capital funding than “imitatomiis” and that the innovative start-ups are able to

bring products to the market much faster than atberpanies.

As financing theory suggeSteenture capital is a form of intermediation particly well suited to
support the creation and growth of entreprenewaahpanies. It is a specific form of industrial
finance that specializes in “nurturing” companiéshe early stage of their life cycle (“start-ups”)
that operate in high-tech industries. Until vergemtly venture capital was completely a US
phenomenon, but the need for achieving continueshauic growth and job creation by
supporting early stage innovative ventures is beéegmidely recognized by states’ policies. As
economies become dependants on innovations andpegrtieurship for achieving substantial
growth’, governments around the world have been tryingpticate the US venture capital model
and develop venture capital marlet the light of the current economic crisis theation of
self-sustainable venture capital market becomen baeder task as investors are becoming more
risk averse to commit their scarce funds in ventay@tal as highly risky asset class. Governments
are trying to fill the “equity gap” in the earlieshd most risky stages of firms’ life by enginegrin
different fund structures and providing incentiyes the private sector to participate. This work
tries to answer two main questioris: what way governments’ involvement in venturpite&
industry must be structured in order failures to &eidedand whether a public-private fund
scheme could create a functioning venture capitarket in Eastern European country like

Bulgaria. All assumptions are made under the light of curemanomic crisis.

Author’s approach on the matter is deductive- fyyto establish theoretically true premises in
order to reach a practical conclusion that is &fse at the end. Chapter 1 begins with general
introduction of venture capital industry and vestgapital cycle. As theoretical example will be
used the USA model as it is the seminal one anpladity-makers are trying to duplicate it in their
own countries. Chapter 2 focuses on European verdapital and its determinants. Chapter 3

briefly theoretically introduces the ways of actiyevernment’s involvement in the VC industry.

4 Michelacci, Claudio, Suarez, Javier, (2004), ‘iBass Creation and the Stock Market”, Review ofriernic Studies, 71, (2)

5 Hellmann, Thomas and Puri, M., (2000), “The lat¢ion Between Product market and Financing StyafBge Role of Venture Capital”,
Review of Financial Studies 13

6 Hellmann, Thomas, and Manju, Puri (2000), seessapte 5; Hellmann, Thomas, and Manju, Puri, (206@e supra note 3; Kortum, Samuel,
and Lerner, Josh, (2000), “Assessing the Contidinubf Venture Capital to Innovation”, Rand Jourr#l, (4); Timmons, J.A., Bygrave, W. D.,
(1986), “Venture Capital’'s Role in Financing Inntiea for Economic Growth”, Journal of Business \eing, 1

7Bottazzi, Laura, Marco Da Rin, Giavazzi, France$20603), “Research, Patents, and the Financindeafs: Why is the EU Growth Potential so
Low?”, André Sapir and Mario Nava (eds) EconomitidyeMaking, the European Union, Brussels, Europ€ammission; European Commission
(2003), Communication on the Implementation of gk Capital Action Plan, COMM (2003), 654

8 Megginson, William, (2001), “Towards a Global Mbaf Venture Capital?” research paper, the Unitserf Oklahoma.
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Chapter 4 applies the theoretical contemplatiorie practice by examining the High-Tech
Grinderfonds in Germany, various hybrid funds sagerm Ireland and the INCJ in Japan.
Chapter 5 introduces Bulgarian economic and legairenment for VC and provides advice of

financial engineering. Chapter 6 concludes the pape

1. THE US VENTURE CAPITAL MODEL

1.1. Depth insight of US venture capital industry

By its nature venture capital is a historically dieyed answer to the entrepreneurs’ demand of
initial capital in order their innovative ideas lbe implemented. In the beginning of its life cycle
the firm is facing the so-called “valley of deatiCompany’s Founders (the entrepreneurs) possess
the innovation and know-how and contribute someegydno the start up, but lack sufficient capital
to put the idea into practice and bring it to tharket. At this stage, bank financing (and other
sources of debt financing) is unlikely due to thekl of tangible assets and negative earnings
projections (usually in a period of 3-5 years). kédrconditions play a key role in determining the
difficulty of financing innovative firms. Both cajgl and product markets may be subject to
substantial variations. The supply of capital freoblic investors and the price at which this
capital is available may vary dramatically. Theapid changes may be the response to shifts in
investors’ perceptions of future profitability argulatory intervention. Similarly, the nature oéth
product markets may vary dramatically due to shiftthe intensity of competition with rivals or

in the nature of the customers. Despite these tyrd@ere is something that attracts investors in
young innovative companies- the possibility of ghhfeward in case of success. However, in order
to be assured that they will not loose their moimegstors need a form of financial intermediation
that will reduce their exposure to the high levaisisk. That can happen in several ways: first of
all the venture capitalist is the expert that dixesscreening procedure and picks only the firms in
the industry those are prone to success. Secohdlyglosely monitors the management of the
company and provides expertise. Thirdly, by investin a portfolio of companies, the venture
capitalist diversifies risk for investors. It istiesated that only one-third of the start-ups in a
portfolio become successful, but still that assubesreturn of the initial investments with profit.

Theory proves that venture capitalist acting asrfolial intermediaries reduce agency costs
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between investors and the start-Op&/enture capitalists as professionals undertakarity of
roles. The first is establishing relationships witlrestors: predominantly institutional investors,
but also wealthy individuals that are willing tovest their money surpluses in high risk
investments. Venture capital firms typically raspital through periodically-established venture
capital funds, not on a continual basis. These dufadmed as limited partnerships (the global
standard is limited liability for the limited pagrs and unlimited liability for the general partner
usually general partner is a venture capital fitractured as corporation) typically have a ten-year
life with often possible extensions of several geg@wvo or three). At the end the funds are returned
to the investors with some profit and a new fundhised §ee figure 1:1)The venture capital firm

will raise a new round of funding every two or fiyears.

Figure 1:1: US venture capital investment Pooled arage IRR% for investment horizons of 1, 3, 5, 10ra 20 years as of 31.12.2003;
source: European Commission 2006, Profitability offenture capital investment in Europe and in the Urted States, Economic papers, No
245, available at:http://fec.europa.eu/economy_finance/publications/dulication792 en.pdf
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Venture capitalists role of reviewing of proposeaveastments is important as they are
intermediaries that have the expertise to chooseb#st business ideas in industries that are
characterized by high level of uncertainty. Althbughost proposals from entrepreneurs are
discarded at first sight, serious candidates atensiely scrutinized through formal studies of the

technology and market strategy and informal assessm

In consideration of their money, venture capital@stquire equity stakes in the start-up which not
only serves as a promise of future earnings, Het®tontrol® over the entity. And here comes the

9Hellmann, Thomas, “Specializing Financial Intermagion, Evidence from Venture capital”’, Mimeo, Uargita Bocconi
10 Author’s note: It depends how someone definesrab In the case of the instructive US ventungiteh model venture capitalists may be

satisfied with preferred shares and board seatie Whing protected at the same time by proteatoxgenants attached to their preferred shares.
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third role of the venture capitalist: as “principalf the portfolio company and the entrepreneur
being the “agent”. Theory is unanimous that ventapital financing establishes unique type of
“principal-agent” relationship with the inherentemgy problems that ariSe What is more,
Holmstrom and Tirol& seminal “double moral hazard” model of financialermediation shows
that both the entrepreneur and VC manager exenteffhe reason for the agency problem is the
huge and various information gaps that venturetakgti must overcome. Because of the day-to-
day involvement with the firm, entrepreneur knowsrenabout the company’s prospects than
investors and strategic partners. Moral hazard @®lalem develops in settings where asymmetric
information is prevalent. For instance, entreprenmay take detrimental actions that venture
capitalist cannot observe: perhaps undertakingslder strategy than initially suggested or not
working as hard as investor expects. The entrepreren also invest in a project that builds up a
reputation at the investor's expetisdn their study Jensen and Meckliigrove that “agency
problems” between venture capitalist and entrepreaéfect the willingness of equity holders to
provide capital. If the firm raises capital fromtside investors, the entrepreneur has an incentive
to engage in wasteful expenditure, because hehwasgportunity to benefit from these without
bearing the entire cost. Consequently, the oufsideiders of capital, being aware of this kind of
moral hazard, demand higher internal rate of retton their commitments. Asymmetric
information can lead to adverse selection probleat &lso result into external capital being more
expensive or even into its entire preclusion. Ecoicotheory® defines this phenomenon as
“lemons problem. If the manager is better informed about the itmesit opportunities of the

firm and acts in the interest of the current shaldgrs, then he only issues new shares when the

This latter situation is arguably better then titeagion in Europe where “control” is attained thglh common stock, as it allows US entrepreneurs
not to lose control of their ventures.

11 Kaplan, S. and Stromberg, P., (2001), “Ventagtalists as principals: Contracting, Screening konitoring”, American economic Review
Papers and Proceedings, 91

12 Holmstrom, Bengt, Tirole, Jean, (1997) “Finahtitermediation, Loanable Funds, and the Real@&dQuarterly Journal of Economics,
112 (3)

13 Author’s note: For example a pharmaceuticat-starcan focus its research on a project thathwifig recognition amongst scientific world
and abandon highly profitable project, but withslesided value to the society.

14 Jensen, M. and Meckling, W., “Theory of the firmanagerial behaviour, agency costs, and ownesshipture”, 1976, Journal of Financial
Economics, 3

15 Myers, Stewart, and Majluf, Nicolas., (1984)pt@orate financing and investment decisions whensfihave information that investors do
not have”, Journal of Financial Economics 13

16 The lemons problem theory was described by @eakgrlof in a 1970 paper titled “The Market forrhens: Quality Uncertainty and the
Market Mechanism”. Akerlof explained how asymmetrniformation provides incentives for sellers of lgwality goods to present their products
as high-quality goods, thus reducing overall produ@lity and consumer satisfaction. The “marketima@ism” Akerlof refers to - where the bad
drives out the good when only the average quafiyoods in a market are considered - results io-rade equilibrium. Akerlof postulated that, in
some cases, certain markets may fail entirely ksafithis market mechanism in which there is & kiggree of uncertainty and information

asymmetries about product.



company’s stock is over-valuated. According toaédint market theory stock prices decline when
equity issues are announced, because of the negagival sent to the market. Hence, it might be
difficult for venture capitalist to distinguish lbeten competent and incompetent entrepreneur.
Many of the traditional models of ownersHimnd financial choic& depend on the inability of
investors to verify that certain actions have béaken by the start-up company or certain
outcomes have occurred. What is more, whiles thereneur’s actions and their results might be
observable, they are assumed not to be verifialestors could not convince a court in case of

suit of the action or outcome undertaken by thengotompany.

The “principal- agent” tension that arises betwtenventure capitalist and entrepreneur is just the
first set of agency problems that arise in venfimancing, the second one being the one between
the venture capitalist (acting in his role as fundianager and general partner that is in charge of
raising money for the fund) and the institutiomatastors, willing to contribute their investments
to the VC pool (being the limited partners in timiled partnership and assuming the role of the
principal). The distinction here is that this “pripal- agent” pair is standard, one-way relatiopshi
where principal has delegated all the operatioraisibns to the age'it

Other problem is that venture investors conceniraiadustries with a great deal of uncertainty,
for which is hard to make financial projectionstla beginning. Uncertainty is a measure of the
array of potential outcomes for a company or aqmiojThe wider the dispersion of potential
outcomes, the greater is the uncertainty. On one,hstart-ups ability to change dynamically is a
key competitive advantage that also promotes inthmvand substantial growth, but on the other
hand it brings high level of risk- a disadvantage dtrategic partners and investors in the young
company. For example, uncertainty surrounds whdihais new product will succeed and also
the response of the market after the product isdaed may be also unknown. Higher uncertainty
means that investors cannot predict on the balahpeobabilities how the company will look in
the future. Information asymmetries and uncertaiatg interconnected- higher levels of
uncertainty increase information gaps betweengmend can lead to divergence in their interests.

Uncertainty affects also the timing of investmetite higher is the risk that uncertainty bringg, th

17 Grossman, Sanford., Hart, Oliver, (1986), “Thets and benefits of ownership: A theory of vettarad lateral integration”, Journal of
Political Economy, 94; Hart, Oliver, Moore, Johh990), “Property rights and the nature of the firddurnal of Political Economy, 98
18 Stiglitz, Joseph E., Weiss, Andrew, (1981), ‘fireationing in markets with incomplete informatfp American Economic Review 71

19 Author’s note: compare with the “double moratdra”, see supra note 12
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shorter the duration of individual round of finamgj the more frequently the venture capitalist

monitors entrepreneur’s progress and the greagemeld to gather informatith

In a nutshell, the nature of information asymmetia®d uncertainty at each stage of the venture
capital cycle makes external financing costly dficlilt to obtain at all. At this point appears the
importance of the screening role of the ventureitabgt to sort out unacceptable projects and
unreliable entrepreneurs in order investors to tkevtbeir money in efficient, appropriate and
lucrative manner. In response of difficult envircemh in order to significantly alleviate
information gaps; decrease the risk level for ibmessand reduce capital constrains for the start up
venture capitalist will employ a number of tools tuoitigate agency conflicts among
entrepreneurial firms and outside investors. Thedede: the active monitoring and advice that is
provided, the screening mechanisms empl&yeatie incentives to exf, the syndication of the
investment® and its staging. In fact these are the non-monetary aspects ofuxercapital
financing which appear to be critical for the profignctioning of the venture capital process and

cycle.

One very important consequence of the uncertainty information gaps is that venture capital
industry slowly adjusts to shifts in the supply ateimand for financing. In VC markets regulatory
and policy shifts generate disruptions that takaryé¢o resolve or long-run adjustments in supply
and demand curves can be very slow to respond dd-gin shocks. This slow adjustment is
consequence of the illiquid and long-run naturethe investments that need to be secured by
venture capital fund for a decade or more. The lsuppventure capital, consequently, can not
adjust quickly to changes in investment environmastthe case might be with mutual or hedge
funds. Generally, even identifying the demand sidbich sectors or groups are likely to be
receiving too much or too little investment is aftenpossible. The supply of venture capital is
also difficult to adjust in short term. Consequgnduring periods when the supply and demand for
venture capital have shifted and are mismatchedn(ésnes of economic crisis), adjustments in
the number of venture capitalists and the ventaggtal organizations appear to take place very

slowly.

20 Gompers, Paul, (1995), see supra note: 3

21 Chan, Yuk-Shee, (1983), “On the positive rolémdncial intermediation in allocation of venturapital in a market with imperfect
information”, Journal of Finance, 38

22 Berglof, Eric, (1994), “A control theory of veme capital finance”, Journal of Law, Economics &rdanization, 10

23 Admati, Anat, Pfleiderer, Paul, (1994), “RobEstancial contracting and the role of venture adjsits”, Journal of Finance, 49

24 Bergemann, Dirk, Hege, Ulrich, (1998), “Dynaménture capital financing, learning, and moral hdzaJournal of Banking and Finance, 22
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1.2. The venture capital cycle

The process of financing innovative start ups cardéscribed as cycle that has three staggs (
Figure 1.2: venture capital industry starts with ventureitadundraising, proceeds through the
investment in, monitoring of and adding value ton8; continues as the venture capital firm exits
through successful IPO or deal and returns capatats investors; and renews itself with the
venture capitalist rising additional funds. Eacheas of the venture capital cycle is related tcheac
other. One inevitable consequence is that propéngof the venture capital investments (closing
of the cycle) has crucial influence on the risimgl avesting (initial stages of the cycle).

Figure 1:2: The venture capital cycle, according t@&sompers, Paul, Lerner, Josh (2006): “The Venture Capal Cycle”, 2nd
edition, Cambridge, MIT Press
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1.2.1Fundraising

Theory contemplates manly on the issue what detesrthe amounts and willingness of investors
to pool their money and create a venture capitad flPoterb@ examines the impact of variations
in the capital gains tax rate on this variable.fidds that the majority of venture capital funds ar
from tax-exempt investors, who are not directlyeaféd by a higher or lower capital gains tax rate.
In regression analysis, Gompers and Lethaiso find that lower capital gains taxes seemateeh

a particularly strong effect on the amount of veattapital supplied by the tax-exempt investors.

Other important factor that determines fundraisisgthe regulatory change. For example,

Department of Labor's Employee Retirement Incomeugty Act (ERISA) policies which eased

25 Poterba, J., M., (1989), “Venture capital anpitedgains taxation”, In Tax Policy and the Econprdited by Lawrence Summers,
Cambridge, MIT Press

26 Gompers, Paul, Lerner, Josh, (1998), “What drixenture fundraising”, Brookings Papers on Ecorohativity, Microeconomics
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investment restrictions in venture capital in 197Be rule that pension funds are able to invest in
high-risk assets encouraged pension funds’ capésburces to spur into US venture capital
industry. In contrast, in Europe pension funds’ ogtment to the VC industry is insignificant.
This is due to regulatory restrictions on the inresnt strategies of European pension funds. In the
USA, eight years after the regulatory change penfiods accounted for more than half of all
contributions to venture capital industry. Othepgistative measure which seem is having
significant impact on venture capital cycle recgnitcurred in Eurofé This is the Basel IlI
Directive that imposes restrictions on Europeankbap invest in highly-risky asséfsand The
Alternative Investment Fund Managers Directive (IBF)%. It is still early to estimate what will
be the overall impact on the VC in Europe, but atdicg to EVCA projections it will be

significant.

Black and Gilson prove thtthe health of venture capital market depends foredaally on a

vibrant stock market that allows new firms to issl@res for a wide range of investors. For
instance, the growth of the venture capital indusirthe beginning of 1980s, the decline in the
late 80s and the unprecedented growth in ventygatdundraising in the 1990s were matched by

a rise then a fall, and then a raise again in IRGket activity.

Contractually specified compensation is importantthe venture capital setting. It aligns the
interests of investors (being the limited liabiliyartners in VC fund) and the venture capitalist
(being the manager who is the general partner witimited liability)3* This is the first set of
“principle-agent” relationship in venture capitaidncing, the second one being the one between
venture capitalist and the entrepreneur. Compemsas mechanism for disciplining managers
adopted by limited partners, because they do ne¢ tiae possibility to rely on other means of

preventing agency costs adopted typically by capons’ shareholders. Contrary to the Gompers

27 Author’s note: for more policy measures seeckapter 2.2 “Public policy for Venture capitaliarope”

28 See: Directive 2010/76/EU; the author will deih the issue in more depth in Chapter Il

29 See: The Directive entered into force at EUlleme21 July 2011 and Member States have 24 mdrahsthis date to transpose the Directive
into national law. Meanwhile, many implementing si@&s must be drafted by the European Commissidithennew European Securities and
Markets Authority (ESMA). To this end ESMA has pshkd a draft advice to which responses will beepted until 13 September 2011. The end
of the transposition period on 21 July 2013 wilhigrwith it the introduction of the EU-wide markegi passport for EU AIFMs managing EU AlFs;
Source: EVCA

30 Black, B., Gilson, R., (1998), “Venture capitald the Structure of Capital Markets: Banks veiStack Markets”, Journal of Financial
Economics, 47

31 Author’s note: Of course, in the limited liabjlipartnership structure general partner is incaeal as a limited liability company (LLC) in
order to limit his liability, see: Joseph A. McCahand Erik P.M. Vermeulen, “Corporate governantaan-listed companies”, Oxford University

press, Chapter 6
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and Lerne¥ theory that compensation for older and larger wentapital funds is more sensitive
to performance and variable than the compensatidheir less established counterparts, in her
recent paper Litvak proves that VC compensatiosuisstantially less performance-based than
commonly believed. She finds that compensatioraisniore opaque and complex and has one
more important element except management fee andattried interesthe value of the interest-
free loan that VCs receive from limited partnev¢hat is more, common proxies for VC quality
(past performance and capital under managemengasitively predict more transparent elements
of VC compensation (management fee and carry), doutnot predict the levels of opaque
compensation (interest-free loan as specified & dmwstribution rules). Fund size (a strong
predictor of VCs’ take-home pay) is strongly andipieely predicted by the VC’s long-term past
performance and prior fund sizes; however, changescent performance do not predict changes
in the sizes of new fundfs

Other strong mechanism that aligns interests betweestors and venture capitalists and avoids
conflicts is the contractual flexibility and moreepisely the covenants and restrictions in the
limited partnership agreeméht Proper contracting is really important in ordesportunistic
behaviour of the “agent” (general partner in LP)b® mitigated. In their survey Gompers and
Lernef® illustrate the importance of general market cdodi on the restrictiveness of the
provisions in the partnership agreements. The supptl demand hypothesis suggests that when
the demand of venture capital services is higha(ne to a fix amount of venture capital
providers) the number of restrictions should dexliReduction in the number of restriction leads
to increase in general partner's private benefftananaging the fund, because it offers him
possibility for enrichment at investors’ expendethe venture capitalist is prone to opportunistic
behaviour, limited partners want to tie his mongt@ympensation more closely to fund prospects.
Increasing the sensitivity of the venture capitaisompensation to performance should reduce

the incentives to make investments that do not miaa limited partnership’s returns.

32 Gompers, Paul, Lerner, Josh, (1999), “An AnalgdéiCompensation in the US Venture Capital Pastript, Journal of Financial Economics,
51

33 Litvak, Kate, (2004), “Venture Capital Limitecafhership Agreements: Understanding Compensati@mgements”, University of Texas
Law and Economics Research Paper No 29 and Columbiaand Economics Working paper No 254
34 Author’s note: For more information about preatiside of the LP agreement see: Michael J. Hallo¥ignos, Gregg, Wainwright, C. Brian,
“Agreement of limited partnership”, Chapter 1

35 Gompers, Paul, Lerner, Josh, (1996), “The Us€afenants: An Analysis of Venture Partnership &gnents”, Journal of Law and

Economics, 39
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Another important implication in Gompers and Lerngork is that the costly contracting
hypothesis is applicable to VC partnersfipEContracting parties should balance the benefits o
restricting activities with the cost of negotiatitige provisions and monitoring compliance. Firm
specific factors increase the benefits of restidior decrease monitoring costs lead to a greater
number of restrictions. Monitoring costs are clgselated to funds side and its reputation. More
seasoned venture capital funds are considered tfaihereasonable and experienced players.
Reputational concerns make opportunistic behaviess attractive and reduce the need of
covenants, the cost of contracting also decreas@sand economics theory on “signaling” can be
also used in this context. Younger funds can offeestors more protection through waterfall
provisions and hurdle rates attached to the digioh of profits (connected with the carried
interest) as a signal that they do intend to bpamsible and that they do guarantee returns when

managing the investors’ furs

1.2.2Investing

Making investments at the earliest stages of a emyip development- often before a product or
service is more than just an idea- involves sigaift entrepreneurial risk, which severely limits
capital sources for such companies. Yet, ventupéalests assume this risk alongside the company
founders by providing capital in exchange for aniggstake in the company.

During this investment stage, venture capitalistsviodle more than just money to the company.
Typically, venture capitalists take seats on tharti® of directors and participate actively in
company operations and management personnel. Tdmsniment often includes providing
strategic counsel regarding development and pramyctaking connections to aid sales and
marketing efforts, and assisting in hiring key ngeraent. As part of this process, the venture
capitalist also guides the company through multiggands of financing. At each point, the
company must meet certain milestones to receivghffands for continued growth. Gomp&rs
uses a random sample of 749 venture backed-upugtarto examine how venture capitalist uses
staged infusions of capital and other types of neoimg. Due to the early stage of companies life
and the nature of the industries (highly innovatiwencertainty and information asymmetries are

significant and hence, monitoring is more valualiléhe company fails to meet the milestones set

36 Author’s note: for instance, Smith and Warnavprthat the complexity of debt contracts reflehts cost of contracting; Malitz paper shows
that specific classes of bond covenants are marermam to issuers with characteristics that may prfoxya grater need of monitoring; see: Smith,
Clifford, Warner, Jerold, B., (1979), “On financiebntracting: An analysis of bond covenants”, Jalwf Financing Economics 7 and Malitz,
lleen, (1986), “On financial contracting: An anagysf bond covenants”, Financial Management 15.

37 Gompers, Paul, and Josh Lerner, (1999), sea supe 32

38 Gompers, Paul, (1995), see supra note: 3
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and add value to its product, the venture capitliesponsibility to their investors may require
them to walk away. Firms that go public (these §irpning the highest rate of return for the venture
capitalists on average) receive more total finam@and a greater number of rounds than other
firms that are cut off from new financing, remaiivpate, are acquired or go through liquidation or
bankruptcy. It is typical that early stage firmsew®e significantly less money per round, as they
become more mature (the asset tangibility incrgadesation between rounds of financing
increases and monitoring intensity is reduced. adgice and support provided by venture
capitalists (the so-called non-monetary contriugjas often embodied by their role on the firm’s
board of directors. Keeping the approach of Famd aanseff and Wiliamsod® (who
hypothesize that the composition of the board shmtkrplay with the need of oversight), in his
survey Lernet* proves that the representation of venture cagisaih boards of the private firms is
greater when the need for monitoring is largerefsen’s survey estimates that venture capitalists
with longer experience (proxied by the number @vpyus financing rounds) tend to be better at
coaching portfolio compani&s

1.2.ZEXxiting (Divesting)

Exiting is the most important stage of the ventapital cycle and the previous stages are made in
order to prepare it properly. As venture capitaldsi invest in large illiquid equity stakes of stigrt
companies, they need a divestment of a portfollmpany in order to liquidate their position and
realise a gain from their investment. Since 19&bth has tried to measure the performance of
venture capital companies at the time of the &kig, first researcher to calculate the rate ofrretu
on venture capital in a more reliable way was il Bygravé®, who, together with some
collaborators at Venture Economics, in the mid 5980t together a database including the rate of
returns for 131 venture capital funds in the USe @halysis was disappointing compared to the myths
(often as high as 35% on annual basis): in gettleeatights of return were about 15%ypically, the
most profitable exit opportunity is an IP®igure 1:3 summarizes recent trends in initial public
offerings: twenty companies held initial public efihgs during the first quarter of 2012 making it
the most active quarter for IPOs since the fourtartgr of 2007 and the most active first quarter

since 2000. Twenty companies raised $1.4 billiomugh public offerings in the first quarter,

39 Fama, E. F., Jensen, M. C., (1983), “Separatiéddwnership and Control”, Journal of Law and Ecwnits, 26

40 Williamson, O. E., (1983), “Organization Forngdtiual Claimants and Corporate Control”, Jourfdlev and Economics, 26

41 Lerner, J., (1995), see supra note: 3

42 Sorensen, M., (2007), “How smart is smart monyZmpirical two-sided matching model of ventuepital”’, Journal of Finance, 62, (6),
pp. 2725-2762

43 Bygrave, William D. et al., (1989), “Early ratereturns of 131 venture capital funs started82984”, Journal of Business Venturing, 4,
@

14



significantly more exits and capital than the 1D4Pthat raised $768 million during the first
quarter of last year. It can be concluded thatetherrevival of divesting from young firms by
means of initial public offering, a sign which isgitive in the aftermath of the financial crisis.
However, the share of capital raised by IPO, thatoacked by venture capital, dropped with 22%

compared to the same period a year ago.

Initial empirical research in this area focusedtba structure of venture-backed initial public
offerings. Barry, Muscarella, Peavy and Vetsuyfém®cumented that venture capitalist hold
significant equity stakes in the firms they takeblpriand control about one-third of the board

seats. They continue to hold their equity positionhe year following the IPO.

Figure 1:3, IPO’s Heat up? Dollar volume and NumberVenture-Backed IPO's in the United States; SourceDow Jones
Venture Source, available athttp://www.dowjones.com/pressroom/releases/2012/1 QEXit.swf
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Unlike non-venture backed IPOs, the typical ventumeked offerings are not yet profitable at the
time they go public and have less of a positiverreon their first trading d&y. This is due to
certification hypothesithat, because venture capitalists certify the caipgdinancial soundness,
venture-backed IPOs should be characterized byskessre under-pricifl§ Hence, investors at
the capital markets need less of a discount tohase these shares. Lower underpricing may also
occur if venture backing is expected to enhancelithadity of trading after the IP®. Notable
exception of the certification hypothesis were ltiternet Bubble years (1998-2000) when the size

of underpricing displayed an increasing trend, egflg in IT and communication sectors,

44 Barry, Christopher, Muscarella, John W. et(@990), “The role of venture capital in the creatmf public companies: Evidence from the
going public process”, Journal of Financial EconesnR7

45 |bidem

46 Megginson, W., Weiss, K., (1991), “Venture calst certification in Initial Public Offerings”,alirnal of Finance, 46, (3), pp. 879-903

47 See: Ellul, A., Pagano, M., (2006), “IPO Undernmg and After-Market Liquidity”, Centre for Stuel in Economic and Finance, working
paper No 99
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consistent with the speculative behaviour by ventapitalist®. The opposinggrandstanding
theory suggests that in fact the underpricing isarior VC-backed IPOs, because VC firms aim to
maximize the probability of future fundraising dioeVC funds’ finite lives. To do so, they need to
create a reputation for bring able of taking pdidf@ompanies public. Hence, they are ready to
bear the costs of larger underpricing, becausentiret exit signals their quality as invesfdrs

1.3. The economic impact of venture capital investing

Statistical data from National Venture Capital Agation (NVCA) demonstrates why all over the
world policy makers are willing to establish andvelep VC industry. Both academic and
practitioner research shows that venture capitasting adds value. The NVCA'$"&dition of
Venture Impact report, using data collected by I8Bbal Insight, just reaffirms the story of
venture capital’s crucial impact on U.S. job creatand economic growth To begin with, while
investment in venture-backed companies only equatéetween 0.1 percent and 0.2 percent of
U.S. gross domestic product each year, VC-backetpaaieshave generated revenue equal to
21 percentof U.S. GDP and what is astonishing éwery dollar of venture capital invested from
1970 to 2010$6.27 of revenue was generated in 2010. For the 2010$&4 trillion in venture-
backed revenue equals 10% of total U.S. SalesVenture capital industry creatdd % of the
private sector employment for 201Q11.9 million venture-backed jobs). While total doyment
and revenue for venture-backed companies contraiciedg the 2008-2010 downturn, both did so
at lower rates compared with the other US econosgctors. As a result, venture-backed
companies actually increased their percentage shafréotal U.S. activity in employment and
revenue growth in time of crisis. This ability ofCvbacked companies to outperform their non-
venture counterparts —even during a financial €rilows from venture capital’s focus on highly
innovative, emerging growth companies. The 500dstrgoublic companies with venture roots
increased their collective market capitalization dpproximately $700 billion, rising from $2.1
trillion in 2008 to $2.8 trillion in 2010. The pmgtions are that capital’s impact on the U.S.

economy will likely grow even larger. That's becausany of the fastest growing venture-backed

48 See: Coakley, J., Hadass, L., Wood, A., (200P9st IPO operating performance, venture capitdl the bubble years”, Journal of Business
Finance& Accounting 34, (9-10), pp. 1423-1446

49 See: Gompers, Paul, (1996), “Grandstandingdrvéimture capital industry”, Journal of FinanciabBomics, 42, pp. 133-156

50 Venture Impact: The Economic Importance of VemtuCapital-Backed Companies to the U.S. Economyailable at:

http://www.nvca.org/index.php?option=com_conteniev~article &id=34 4&ltemid=103
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companies in the U.S. have not yet to go publicaswbrding to IHS Global Insight research 92%

of job growth for young companies occurs afterrtimatial public offerings.

2. DETERMINANTS OF THE VENTURE CAPITAL INDUSTRY IN EUROPE

Although “classic” venture capital investment byivptely financed partnerships in early-stage
entrepreneurial companies is completely an US phenon (that was born due to unique
circumstances in Silicon Valley and Boston), prvaquity financing has its establishments in
Western Europe. The American venture capital madskcribed in the previous chapter suffers
changes in accordance with differences in theipalitand legal environment in Europe; for the
purposes of this thesis “legal environment” shalldefined as: the totality of the regulations and
laws that surround the operation of the busineghensovereign state’s territory and have to be
followed to ensure safe practice. What is more, \theture capital industry is also prone to
mutations due to the diversity of the national eys of innovation, economic development,
educational achievements, and business culture. chief differences between European and

American venture capital lieh

(1) “the principal sources of funds for venture capiiavesting,

(2) the organization of the venture funds themselves,

(3) the development stage of the portfolio companiés tbattract venture financing;

(4) the principal method of harvesting venture capitalestments >
These differences are the reason why the ventysgatan the USA was more successful in
promoting rapid technological development and, asrssequence, sustainable economic growth
and job creatioli. The European Venture Capital Association (EVCA)its recent repott

reaffirmed the notion that innovation, growth anehture capital are interconnectédsrivate

51 Megginson, William, (December, 2001), see suojpta: 8

52 Author’s note: Important comparative researcthefVC industries in USA and Europe is made bygé{&JIrich, Palomino, Frederic, (2003),
“Determinants of Venture Capital Performance: Eeremd the United States”, Risk Capital and the ritimgy of European Innovative Firms
RICAFE), ki No 001, ilable at; . Black, B d S. and
( ), working paper No avaia eﬁlttp:llwwwz.lse.ac.uk/fmq/research/RICAFE/]odflRICIAIWPOI—Heqe.pdf ack, bemar an
Ronald J. Gilson, (March, 1998), “Venture Capitaighe Structure of Capital Markets: Banks Versapital Markets,” Journal of Financial

Economics 47; Jeng, L.A., Wells, (2000), “The Detigrants of Venture Capital Funding: Evidence Acrossgntries,” Journal of Corporate Finance

6; Schilit, W. Keith, Willig, John T., “The Globaation of Venture Capital,” in Fitzroy Dearborndmational Directory of Venture Capital Funds,
2nd ed. (Fitzroy Dearborn Publishers: Chicago1896a); Schwienbacher, Armin, (2008), “Venture talphvestment practices in Europe and the
United States”, Financial Markets and Portfolio iMgement, 22

53 See statistical data provided by the Ventureatthpsee supra note: 50

54 See: PE/VC in the European Economy — An InduRegponse to the European Parliament and the Eamdpemmission - February 2009,

EVCA, pp. 5, available akittp://www.evca.eu/BTF/FULL_SUBMISSION_to_the_European_Parlianzenl_the_European_Commissiofebruary 2009.pdf
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equity and venture capital industry can be parttloé solution to help overcome the current
funding crisis and thereby play an active role cimiting to the recovery of European
economies’and reaffirmed that states governments will actaslysts for creating active and
well-functioning venture capital cycle in Européh€elpolicy makers and private sectors are willing
to be partnering with each other in order to creategulatory environment that supports dynamic

and competitive EU market.

The definition of institutional venture capital Hurope is different in a sense from that in the US,
being far more overreaching. European VC indugtgfudes investments in terms of early and
expansion stage financing. On the contrary, inUe the term “venture capital” is narrower and
refers to early stage investments in growth-oriérfiens, or what Bygrave and Timmonsall
“classic venture capital”. The divergence in termstion is based on the different investment
philosophies applied in the United States and inope. In the US, with nearly sixty years of
development history, venture capital organizatimmtinue to show remarkable interest in
companies that are still in their early stagesEtmope, however, the adoption of such sort of
financial activity has been characterized, from mhie-eighties onwards, by a concentration on
large-scale investments, leaving a mere six totgighcent of total funds invested for start-ups up
to 1999°° Therefore, the information regarding VC indusimyHuropean countries includes data
both on venture capital and private equity activifhis situation limits the possibility of directly
comparing the US with the European experience,f@ruthe purpose of this paper we will be
jointly referring to venture capital and privateudy, thus including any commitment to unquoted
companies, excluding the growth and buyout cafitélowever, recently EVCA in its report
draws the line between VC and private equity moradcordance with the US notf8r{See figure
2:1).

Figure 2:1: Clarification of terms, private equity as a general term for the entire spectrum of pre-IB equity capital;

source: Mackewicz & Partners, (March 2004), ,Instiutional Investors and their Activities with regard to the Alternative
Asset Class Private Equity”, available athttp://www.fhpe.de/vc-panel-e/PE-Study%202004-Exedtive%20Summary.pdf

55 See: Bygrave, W.D., and Timmons, J.A., (199¢griture Capital at the Crossroad”, Boston, MA, HadvBusiness School

56 See: EVCA, 1988-2001

57 Author’s note: Distressed debt and turnaroutuhions are considered separate categories walichithin growth capital and buyouts. They
are excluded from the notion of venture capital.

58 See: PE/VC in the European Economy, see supea s, pp.12
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Private Equity

Venture Capital Classic equity capital

Pre-IPO / fully liable equity ...

e for young, innovative high-tech & for companies already
companies in their early established on the market, so-
developmental phase (seed, called SMEs (expansion,
start-up, expansion) buyout, turnaround,

restructuring, or mezzanine)
e “Venture Capital without any

entittement to a set rate of e Equity capital is often linked to
interest, but requiring a high entitlement to a set rate of
level of support interest (mix of open and

dormant participation)
* [Expectedretumns realized
through the increased value of * Financial leverage
portfolio companies

As in the USA, venture capital fund investment ur@pe has shown a revival after the burst of the
Internet bubble in 2000 with a stable level of gloirom an average 10.68 billion euro at the
years after the dot.com crisis to 17.3 billion @sted in more then 5000 companfein 20086, this
is also the peak year for VC investments for threytear period (2001-2010). In the period after
the dot.com bubble European VC even outperformreed 8A counterpartysge figure 2:2)merely

because of the UK’s good performance as a markee econonty.

Figure 2:2: Venture Capital Investments in the USAand Europe between 2000- 2007 (four European coumgs UK,
France, Germany and ltaly), source: Revest, ValérieSandro Sapio, Sandro, (2009), “Financing TechnolggBased Small
Firms in Europe: A review of the empirical evidencg, Laboratory of Economics and Management Working Pagr Series.
2008/23, Pisa, pp. 34, available ahttp://www.lem.sssup.it/WPLem/files/2008-23.pdf
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It is interesting that in 2007 the venture capdustry suffered a sharp decline almost threedime
for just a year (from 17.3 billion in 2006 to 6.Rlibn euro in 2007). In the next year 2008, there

59 Author’s note: It is interesting to note thathaligh the amount of financing increased when coethto the one in 2000, the number of
companies that acquired private equity investmeatehsed approximately two times (from 9 400 inQ2@05500 in 2006). That shows higher
average sizes of investment per company, but catsbenegative indicator for the lack in the demside for private equity investments.

60 See: Revest, Valérie, Sapio, Sandro, (2009patkeing Technology-Based Small Firms in Europeeriaw of the empirical evidence”,

Laboratory of Economics and Management Working P&geies. 2008/23, Pisa, pp. 8-9, availabl%tat\[t):_//www lem.sssup.it/WPLem/files/2008-

23.pdf
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was a sharp decrease in the amount of investmgntheb European private equity firms, but
investment rate soon started climbing again, rewmckiz9.2 billion in 2010, representing a 77%
increase compared to 2009. However, from the ftaig seems that venture capital industry has
not been recovering so fast as the private equig: @ven in the worst year for the European
economy 2009 VC investments were more then thosleeilyears 2010 and 2019e¢ figure 2:3
The VC curve that slowly reacts and adjusts to gkarin investment environment due to short-
term shocks can be explained by the illiquid natfrthe VC investment. On the contrary, private
equity is more dependant on the market fluctuatiamgt enjoys a set rate of interest over its
commitments to the portfolio firms and expectedimes are realized through financial leverage.

Figure 2:3: 2000-2011 Industry statistics by amounand number of companies/ Overview of venture capl and Buyout&

growth investments; source: EVCA Yearbook 2012, avkible at: http://www.evca.eu/uploadedfiles/home/press room/
Yearbook 2012 Presentation all.pdf
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Historically, European VC has been funneled to edédht industries and different types of

companies than the US, though this trend has bleamging lately. Nowadays the biggest part of
VC investments goes to computer and IT, medicateel and environmental and clean energy
producing industries being the most innovative. rAsently as 1996, less than one-fourth of
European venture capital went into high technologgstments; by 2000, the fraction allocated to
high tech industries topped 54%. In 2011 Ventugpgtahwas mainly driven by investments in the

life sciences sector (31, 1% of the total by ampand 23, 56% by number of companies) and at
the second and third place computer and consuraeetr@hics and communications (17, 79% and
17, 64% respectively); the other sectors with adhice of the pie of venture capital investments
are energy/environment, consumer goods/retail @amdces and business/industrial products and

services gee figure 2:%
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Figure 2.4: Investments by sector in 2011 (% of théotal amount), comparison between VC and Buyout/ rpwth capital
(private equity); source: EVCA YEARBOOK 2012, availeble at: http://www.evca.eu/uploadedfiles/home/press room/
Yearbook 2012 Presentation all.pdf
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As the NVCA Yearbook 2012 shows, the leading indusectors for venture capital investments
are Software (24%), Biotechnology (17%), Indust&akrgy (12%), Medical devices and
equipment (10%), IT services and Media and Entamant (8%). It can be said that in US
telecommunications (in distinction with Europe) dgkist insignificant 2% of the venture capital
investments and consumer products and servicedynEre It is interesting also to note that due
to different labeling of industries in US and Eugap hard conclusive comparison to be made. For
instance, “life sciences” in Europe correspondhimtechnology, health care, medical devices and
equipment” in US. Europe’s “Computer and consunhecteonics” probably encompasses some of
the activities being defined as “Software”, “IT wees”, “Semiconductors”, “Networking and

Equipment” in the new worldsée figure 2:h
Figure 2:5: Investments in the US by sector in 201 of the total amount); source NVCA YEARBOOK 2012,available

at:  http://www.nvca.org/index.php?option=comcontent&viev=article&id=344:recent-stats-a-studies-2&catid=40research
&ltemid=103
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Unique characteristics of the European VC indukg&gins with the first stage of the cycle: there is
difference in the predominant institutional investoAs fundraising is concerned the source for
European venture capital firms distinguishes frdmairt overseas counterparts- Europe greatly
relies on financial institutions (mainly commerclznks, which are really powerful in “the old
world”) and lesser reliance on pension funds &stie case in the US. For 2000 banks, insurance
companies, and other corporate investors accouralfioost half (45.5%) of all European venture
funding, whereas pension fund money representshessa quarter (24.2%) of total fund-raising,
and American pension funds contribute about hathid total §ee figure 2.6 And one must not
forget that due to differences in terms this isadfir European Private Equity as a whole,
including VC only as a fraction. If the data foetkuropean VC industry is analyzed solely, the
amount of funding coming from pension funds is eseraller. Although governments account for
only a 5.6% share of total capital raised, thefluence is far greater than its absolute level migh
indicate, as European governments are much forfdeirect regulatory intervention in business
development than are America’s federal, state |@cel governments. However, in 2010, after two
major shakes of the capital markets and collapdargé financial institutions (the dot.com bubble
and the 2008 financial crisis or as it is known éT8econd Great recession”) the sourcing of
European venture capital funds looks somehow diffeisee figure 2.y banks and insurance
companies have diminished their involvement in W@draising to 8, 8% and 5, 1% respectively

(from the 2000 year levels of 21, 7% for the baakd 12, 9% for insurance companies).

Figure 2.6: European private equity raised by type binvestor for year 2000, source: EVCA as reportedoy Simon
Targett, “Institutional Investment: Should do More,” Financial Times, (June 14, 2001), European Privatedtity
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What is important is that government involvemenYid sourcing has increased to 9, 3% in 2010,
which can be explained by the active measuresgingrnments are undertaking in the aftermath
of the crisis in order to promote innovation an@remmic growth. Pension funds participation

decreased two times from 24, 2% to 12 and 1%. Alghpthe European venture capital industry is
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found to be more integrated than previously bellexa¥% of all venture firms have an office in a
foreign country, and 24% of investments are cragsir, and significant links to the U.S. lead
to increasing emulation of U.S. investment prastidbe distinctively European aspects, such as

the prominence of bank and corporate investorsedmirf2.

Figure 2:7: Private equity funds raised by the typeof investor, annual survey 2010, EVCA, PEREP-Analytie
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One year later EVCA statistics shows that goverrimare becoming the main providers of capital
for young innovative firms with astonishing 34%séiems that traditional sophisticated investors-
banks, pension funds and insurance companies- Ibat/¢heir impact on European VC industry
with insignificant 9, 8%; 8% and 2, 6% respectivéljnere is an increase in the percentage of
private individuals (family office8), committing money to VC funds (14, 9% for the y&a11
compared to slight 5, 3% for the year 2010). Theesbf the pie for corporate investors also
increased (from 3, 2% in 2010 to entire 12, 1% @11, showing the trend of corporations
participating in high-tech clusters together witlubjpc authorities in order research and
innovations outcome to be achieved. The slice efpile for funds-of-funds and capital market
suffers slight decrease (with less then 2 %) in12@lt this change can be neglectsee(figure
2:8 for the 2011 graphigs

Figure 2:8: Venture capital funds raised by type ofinvestor for 2011 (incremental amount raised durig the year- % of
the amount); Source: EVCA Yearbook 2012, available at: http://www.evca.eu/uploadedfiles/home/press _room/
Yearbook 2012 Presentation all.pdf

61 Author’s note: The data is according to The Syref European Venture Capital (SEVeCa) as thesfrgcademic study to date (2004) on the
European venture capital industry, providing infation on more than 1,300 investment companiesy&@€ire partners, and 150 venture funds.
62 For the summary of the SEVeCa see Botazzi, L. d&&aRin, Marco and Hellmann, Thomas, (Winter, 200%the changing face of European
Venture capital industry: Facts and analysis”, daur  of private equity, vol. 8, available at:

http://www.avco.at/upload/medialibrary/19400_0_SEMeSumReport.pdf ) ) )
63 Author’s note: family offices are structuredaagrivate company that manages investments aris farsa single wealthy family. The company's

financial capital is the family's own wealth, ofteccumulated over many family generations
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It is likely that for the next three years the dmse in traditional institutional investors’
willingness to pool their money in start-ups ane pinenomenon of governments being the desired
limited partners by venture capitalists worldwiddl wemain. According to the 2009 Global
Venture Capital Survé 88 % of the respondents are pessimistic over cagiaidank investors’
willingness to invest in venture capital over thexinthree years and another 87 percent think the
same for the investment banks. “About six out dfd@ not optimistic about future commitments
made by insurance companies, public and privatsiperfunds and endowments. Intriguingly,
more than half of venture capitalists see goverrimas willing investment partners with another
fourth looking at family offices as prospective iied partnersdqee figure 2:9 Just for a brief
comparison, even in the USA where traditionally tuea capitalists rely on private capital with
rare examples of publicly backed-up VC funds (famewception being the SBIR progranfie
41% of the respondents in the survey expect gra@atetvement by governments in the following

years.

Figure 2:9: The affect of the economic crisis on thdifferent types of limited partners’ willingnessto invest into venture
capital: source: 2009 Global Venture Capital surveyDTT-TNT industry group

64 Deloitte Touche Tohmatsu (DTT) Technology, Me&lidelecommunications (TMT) industry group’s 200%f@al Venture Capital Survey,

available at:http://www.oleloitte.com/assets/Dcom-GIobal/Local%zﬁets/Documents/ tmt 2009vdsurvev3ptc§1fe survey was conducted with

venture capitalists (VCs) in the Americas, AsiaifigcEurope and Israel. There were 725 responses fieneral partners of venture capital firms

with assets under management ranging from less&b@d million to greater than $1 billion.
65 See: Lerner, Josh, (1999), “The government atuxe capitalist. The long-run impact of the SBlR®gram”, The Journal of Business, Vol. 72,
(3)
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This worldwide phenomenon is due to the consequeot&007 second great recession”: drying
of traditional institutional investor® available funds to invest and adoption of stringen
frameworks that limit banks’ and insurance compsinievestments in high-risk ass&tsOther
reason in Europe may be the recent public initegtion EU level in promoting small and medium-
sized start-ups in order drive the real economyamicome the recessfn

Due to the unique characteristics of countries eamture capital markets, the pan-European one
is all but homogeneous. Banks account for more thelh of all new funds raised by venture
capital firms located in Portugal and Austria, #ne single most important source of venture
funding for Germany, the Netherlands, Spain, It&¢nmark, Greece and Switzerland (DACH
and Southern Europe countries). In contrast, bam&svirtually absent from the private equity
market in the Nordics (Iceland, Denmark, Finlandie8en and Norway). Pension funds are the

66 Author’s note: Banks, Insurance companies, Barfands

67 The existing capital framework for banks devetbpy the Basel Committee for Banking Supervisitnansposed in EU law via two adaptations
of the Capital Requirements Directive 2010/76/Edofkn as Basel Ill) aims at strengthening pruden#aiking rules; Directive 2009/138/EC of
the European Parliament and of the Council of 2¥ektber 2009 on the taking-up and pursuit of ther@ss of Insurance and Reinsurance
(Solvency Il);

Something more: on 20 July 2011, the Commissiompiadba legislative package to strengthen the réigunlaf the banking sector. The proposal
replaces the current Capital Requirements Direst{2606/48 and 2006/49) with a Directive and Retpria The new Directive governs the access
to deposit-taking activities while the Regulaticstablishes the prudential requirements institutioeed to respect. The legislative package is
currently under negotiation in Council and Parliatnesource: Impact Assessment, accompanying thendext Proposal for a Regulation on
European Venture Capital Funds, Commission Staffiikig paper, COM(2011) 860

68 Examples for such EU framework are: Communityd@lines on state aid to promote risk capital invests in small and medium-sized
enterprises (The Risk Capital Guidelines 2006/C /084 Communication from the Commission on Removinlgstacles to cross-border
investments by venture capital funds COM(2007)gi&itMarket Act, Twelve levers to boost growth atrérsgthen confidence, “Working together
to create new growth” (2011); Commission White papeenhancing the single market framework for stweent funds, executive summary to the
impact assessment, (2006); Council Conclusionsinkri$mall First — A Small Business Act for Europél, December 2008); EP Resolution,
Annex — Recommendation 1 on VC sector and SMES&8ember 2008);
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leading source for the United Kingdom and Irelaiinland and Sweden, but are still
underdeveloped in Greece, Portugal, Austria andjiel. Concerning other sources insurance
companies are particularly important for Finland &weden. Government agencies account for a
egligible part of total funding in France and Benelcountries, DACH countries (Germany,
Austria, Switzerland), has still big slice of thee pn the Nordics and is of less importance for
South European countries. Similarly to the US, &bhiKingdom and Ireland do not rely on
government’s involvement in VC industiy.. As Central and Eastern Europe is concerned the
biggest part of the investments comes via find$uafls and different asset managers, pension
funds, banks and corporate investors. It is intergdo note that only 7% of funds come from
public agencies, which is due to underdevelopettpaind legal frame for promoting sustainable
growth via promoting innovative start-ups. The mesient statistic data confirms heterogeneity of

European VC industry in terms of sources of furgingj Gee figure 2:1p

Figure 2:10: Funds raised by type of investor andegion for 2011, Source: EVCA 2012 Yearbook, Creatmlasting value,
available at: http://www.evca.eu/uploadedfiles/home/press room/¥ebook 2012 Presentation all.pdf
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Because of the cultural and legal peculiaritiesrogaan venture capital funds generally are
structured as investment companieseg figure 2:11 under various national laws. The
management of the fund can either be employed éyuihd itself or more usually, delegated to a
separate management company or manager, proviisngehvices to the fund. Either ways, the
remuneration is in a form of annual managementgeharhich is traditionally equal to 2, 5% of
investor’s initial commitments to the fund. In atilolh, the management company/team and the

sponsor are commonly entitled to a “carried int&ragpically up to 20% of the profits of the

69 Baygan, Gunseli, Freudenberg, Michael, (Decent@0), “The Internationalisation of Venture Cabifsctivity in OECD Countries:
Implications for Measurementand Policy”, Organisatior Economic Co-operation and Development, SBrkhg Papers, 2000, (7), available at:

http://www.oecd.org/officialdocuments/ publicdispdmcumentpdf/?cote=DSTI/DOC%282000%297&docLanguage=
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fund. In some European countriethe legal framework allows for an unincorporateiagement
similar to the US limited partnership to be adoptéthis is the case, investors would typically be
limited partners and there will be a general partisually the Venture Capital firm/founders-
which would be responsible for procuring the sersiof the separate manager. The limited
partnership structure is tax transparent which méaat its partners are taxed as if any income and
profits allocated to them through the partnershgrenreceived directly from investee companies.
European private equity funds are generally closwked, meaning that investors commit at the
outset and can not redeem their interests. Theyemakally fairy small number of investments
and as the investments are realized, all proceedseeived. The proceeds are distributed (usually
without reinvestment) so that the fund is selfdiating. The European private equity investing
style and approach to dealing with portfolio conipanis much more close to the style of

American closed-end mutual funds managers thametptoactive style of US venture capitalists
Figure 2:11: Typical structure of an European private equity fund; source: Private Equity Fund Structures in Europe, An

EVCA Tax and Legal Committee Paper, January 2006, ethd by SJ Berwin LLP, available at:
http://www.evca.eu/uploadedFiles/fund structures.pfl
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It appears, that European fund managers are mareented with the financial side of the
investing, not much on the “non-monetary contribag” to the start-us. US venture capitalists

differ from other intermediaries, because theyvatyi influence the governance of their portfolio

70 Author’s note: Such as Finland, Germany, Irelétetherlands, Sweden, United Kingdom, see: Prikzatgity Fund Structures in Europe, An
EVCA  Tax and Legal Committee Paper, January 2006,ditedc by SJ Berwin LLP, available at:

http://www.evca.eu/uploadedFiles/fund_structurefs.pd
71 Megginson, William, (2001), see supra note: 8

72 Author’s note: Which, as was shown in chapter, @re even more important for the innovative stprthan the actual financing and add

greater part of the value to the firm.
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by employing an array of instruments, such as:tabptagingd®, direct monitoring®, and explicit
control covenants, founder replacemerifs Maybe one of the reasons about this distinctahat
venture capitalist in Europe as equity investorhis portfolio companies simply purchases
common stock or convertible debt. This might brprgblems for the fund managers in Europe,
since they would be able to exercise effective ngptcontrol over the start-up only if they
subscribe for the majority of firm’s common stoakdawhat is more, at the same price as other
investors. This ultimately is too expensive andsaddditional business risk on the venture group.
Furthermore, since- due to legislation restricttansEurope is hard multiple classes of preferred
stock to be created, sophisticated contractingngements (being so important for the venture
capital industry) can not be worked out betweenfitme and the different investor groups that
finance the start-up in subsequent rounds. Wherttsting their investments with common stock
instead of preferred stock European investors iiiesadvantages of contractual flexibility so
typical for the US VC industry. They can not negtdi different covenants, such as dividend
payout ratios, anti-dilution provisions in casesnefv rounds of financing, ratchet provisions in
case the portfolio firm is forced to sell new eguinder duress. All of the contractual provisions
connected with the issuance of the preferred dassock forces the entrepreneur to bear most of
the risk associated with the innovative undertakitfgus providing the maximum feasible
protection for the venture group.

Contractual flexibility that the issuance and suipgion of preferred stock offers, encourage not
only venture capitalist to act properly in the tiglaship with the start up, but also gives the
entrepreneur the option to gain back his contr@rdhe innovative compafyin case of success.
In their survey, Black and GilsGhstress on the importance of the “implicit contrager future
control” for aligning the incentives between entespeur and VC capitalist. As investors put their
money in particular projects and only for a limiteeriod of time, exit becomes a crucial decision
for the venture capitalists. Convertible preferstdck allows ex-ante the start-up and venture

capital fund to align their interests on the exdd®a, since ex-post, if conflict of interest occubhg

73 Gompers, Paul, (1995), see supra note 3

74 Lerner, Josh, (1995), see supra note 3
75 Gompers, Paul, (1997), “Ownership and controleimrepreneurial firms: An examination of convadilsecurities in venture capital

investments”, Harvard Business School, Working pape

76 Chan, Y., Siegel, D., Thakor, A.V., (1990), “beimg, corporate control and performance requirdmén venture capital contracts”,
International Economic Review, 31; Hellmann, Thom@A998),"The allocation of control rights in vergucapital contracts”, RAND Journal of
Economics, 29

77 Author’s note: it seems that preferred stodkésbest way of mitigating the “double-moral haZaxsl explained in chapter 1; pp. 5-6
78 See: Black, B.S., Gilson, Ronald, J., supra Bate
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agreement between entrepreneur and the VC may bmptmal as renegotiation is likely to be

costly and the implicit contract over control cobiel difficult to enforcé.

Because of the lesser contractual flexibility, Bagan venture capital historically has been less
focused on early-stage investments. That explaihy the term venture capital in Europe
encompasses later stage investments in innovatiae and why EVCA in its reports and statistics
does not make so strict distinction between ventapatal and private equity. The evolution of the
European venture capital investment by stage ofpemyis life over the period 1996- 2000 is
presented irigure 2:12 Buyouts account for average 40% of European fwieguity investment

and early stage companies attract almost 20% dbthaé

Figure 2:12: Distribution of European Private Equity Investment by Stage of Company Development (199®@0);
Source: Campbell, Katherine, (June, 2001), “Stock mrket voluntary fails to put off investors”, Financial times, p. 6
Ya
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The figure is comparable to the American levelshat time and indicates the trend that European

investors become less risk averse and their apdetitventure capital has been increasing steadily.
The question is if this phenomenon is just tempoaarwill hold up during a downturn cycle in
global VC financing and returns. The statisticaladiom EVCA shows that the risk tolerance of
European investors, when it comes to venture dajpstanot so strongly influenced by economic
downturns, as happens in the case of buyout cdpitalxample. In the years 2007, 2008 and 2009
there is even slight increase in the portion otismed early stage investments from less than 4% to
10% in 2009 gee figure 2:18 Intriguingly, 2009 in terms of total private etinvestments is the
worse year in the aftermath of crisis- with onlyt##ion (rounded) total investedgée figure 2:3

but with 3, 7 billion euro provided to seed, eaahd later stage of innovative companies (around

15% of the total private equity in Europe at thiaiet see figure 2:14An assumption can be made

79 See: Bascha, Andreas, Walz, Uwe , (Septembérl)20Convertible Securities and Optimal Exit Déoiss in Venture Capital,” Journal of

Corporate Finance 7
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that venture capital industry suffered from the rexuic crisis much less than say the buyout
capital that reduced its amount more then four simmed a half (from 57, 7 billion in 2007 to 12, 3
billion euro in 2009). However, it is far early $peak about revival of VC industry having in mind
current attitudes amongst venture capitalists dedrisk-averse behaviour of the sophisticated
investors. VCs are re-evaluating the stage in wthely’re investing and significant percentage are
shifting their focus to later-stage companies. Véw are shifting to early-stage investing.
Undoubtedly, this is due to both the uncertaintgbeacing capital markets, and the fact that it is
now taking longer time for companies to be acquéaed hard for them to go pubifcInvesting in
later-stage firms shortens the venture capitaligstation period and allows them to exit so¥ner
In the stringent economic environment it is worthyesting either at very early-stage or at very
late stage. Consequently, venture capitalist adeggonable investing strategies either investing
smaller sums in seed and very early stage of fiifim®r committing moderate sums in much later

stage. The classic series B round has been nedjfecte

Figure 2.13: Investments by stage focus- evolutigindustry statistics- % of the total amount); Soure: ECVA Year book
2010
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Figure 2:14: Investments by stage focus/ 2007-20fdarket statistics- amount; source: EVCA Yearbook 2Q2

80 Author’s note: this is due to changes in thetioaity of the VC cycle and the exit strategiesnsequences caused by distortion in capital
markets after the crisis, see later in this chapter

81 See supra note 64

82 Ibidem
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The most important explanation why venture capnalustry differs in US and Europe is the
availability of different exit strategies. As the/EA statistics show 46, 7% of the divestments
were made via trade sale, followed by sell to amotirivate equity firm (11, 4%). Totally, the
exits made by some kind of sale for 2010 are 65(id%uding sales to management and sales to
financial institution). The proportion of exit vlaitial Public Offering is only 14, 8%sge figure:
2:15). At first glance, NVCA statistics could be migiigag- numbers show that divestment via
trade sale (or merger and acquisitions as is therfsan terminology) is as much as high as the
proportion of the IPO venture-backed exided figure 2.1 However, Black and Gilson argue
that what matters for the development of active twen capital market and what really
distinguishes the two continents is tipotential” for exit via an IPO;even if exit often occurs
through the portfolio company’s saf® They prove this hypothesis by establishing the ehod

the “‘implicit contract over future control(see figure 2:1yas potential opportunity that aligns the
incentives of the capital provider and the entrepug, since they are in a “principal-agent”
relationship that brings the double-moral hazarthe® aspects of the contractual framework
negotiated at the time of initial investment are staging of the VC financifi§ and the purchase
of the convertible securities by the fund in orttiemitigate ex-post distribution conflicts between
the start-up and the VC fund associated with theréusale of the firff. When an IPO occurs the
entrepreneur receives not only cash to the extaithe sells some of his shares in the offering
plus increased value and liquidity for the unsahe@®y but what is more important, reassumes the
control originally ceded to the venture capitali$he venture capitalist's percentage stake is

reduced by the direct sale of shares, by the verdapitalist’s in-kind distribution of shares teth

83 See: Black, Bernard, Gilson, Ronald, (1997),ssg®a note 52, pp. 243-277
84 See: Admati, A., Pfleiderer, P., (1994), seasmpte: 23

85 Bergloff, E., (1994), “A control theory of veméucapital finance”, Journal of Law, Economics &@nization 10
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limited partner®® and by the company’s sale of new shares to disggusrchasers via the stock
exchange. The new publicly-held firm no longer dejseon the stage financing and monitoring
and managerial advice of the VC fund, because tihek snarket and the market for corporate
control are available. Since the liquidity is iresed, the need for monitoring is decrei§aghich
lead to reduction in venture capitalist’s holdirajghe portfolio company’s shares. What is more,
control rights (such as reserves seat for the Vienstart-up board and power veto over business
decisions) initially given when the investment iade, cease to exist on an initial public offering,
whether or not the VC funds sells any of its cotegrshares in this IPO. In a nutshell, the VC
fund’s special control rights disappear in timeanfIPO and the venture capitalist is left only with
the weak control rights attendant to the stock aalmp (of the converted to common stock
preferred shares). Control becomes vested agaik iba@ntrepreneur, who often retains the
controlling stock interest. This opportunity exXgctto acquire his company back in case of
success-provides the entrepreneur with a powenfitcgntive beyond the purely financial gains
from the increased value of the firm. Or an IPOt gwes the entrepreneur something of a call

option on control, contingent on the firm’s suc&ss

By contrast when in Europe the venture capitak#isehrough a sale of the portfolio company to
another established firm, the outcome for the enéreeur is not so gainful. Of course, the
entrepreneur receives cash or publicly traded sharthe acquirer as consideration for his start-up
ownership, but what is the most important - he dobee control of the innovative firm, he has
created. The control passes to the purchaser dcalbguirer) in the sale deal, even if the
entrepreneur remains in charge of running the dajaly business as a CEO for example. This
outcome brings less as an incentive for new, inleaompanies to be launched in Europe. A
potential entrepreneur will prefer not to leave $egured job, just to start a venture with uncertai
final outcome and often scarce gains. The low ratestrepreneurial activity (the demand side of

the VC industry) in the old world can be explaimath the hardly achievable IPO exits.

The “‘implicit contract over future control'that Black and Gilson describe can not be really
duplicated in a bank-centered system. Becausenttentive properties of this contract go to the
hart of entrepreneurial process, its availabilityai stock-centered capital market links the venture
capital market and the stock market and can exglanabsence of active venture capital in

countries with bank-centered capital markets.

86 Gompers, Paul, Lerner, Josh, (1997), “Ventupitakdistributions. Short-run and long-run reastiy Unpublished working paper, Harvard
Business School

87 Coffee, J., (1991), “Liquidity versus controhd institutional investor as corporate monitor”]@obia Law Review, 91

88 See: supra note 86
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Figure 2.15: European Venture Capital divestments byexit route, year 2011 (% of the total amount); Sorce: EVCA
Yearbook 2012
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Figure 2.16: US Venture-backed exits by year (200Z011); Source: Thomson Routers and National Ventur€apital
Association,

2007

Due to cultural and historical reasons Europe hbark-centered system and an underdeveloped
stock market and powerful banks that play an ingodrtorporate governance role in monitoring
management. When access to capital markets istimitank’s as institutional investors gain the
possibility to exercise higher influence over thegastment decisions of the venture capital fund.

The consequence is increase in the cost for thestae firm’s capital.

Figure 2:16 Implicit and Explicit contracts betweenventure capitalist and entrepreneur; See: Black, Bmard, Gilson,
Ronald, (1997), “Venture capital and the structureof capital markets. Banks versus stock markets”, Jarnal of Financial
Economics, Vol. 47
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Underdeveloped capital and stock markets providential institutions (the sophisticated
suppliers of capital) with a monopoly power, helazge banks with close ties to industry “siphon”
profits and restrict investment by adoption of +&lerse, debt holder-oriented investment
strategies- a situation that certainly hinders watimn and economic growth that are the main aims

of promoting venture capital industry.

These assumptions are confirmed by statistics. @osfipreports that venture capital funds in US
earn an average 60% annual return on investmelOnexits, compared to 15% in acquisition
exits. However the 2008 financial crisis and th#ofeing recession affected adversely capital
markets and consequently influenced as well theiditistry which suffered a systematic and
remarkable decline in transaction size. The downiafluenced adversely as well the venture
capital cycle, opening a “liquidity gap” in the kar stages of VC financing, the reduction in the
number of profitable exits led to low overall retarfor funds’ investors and the decrease in the
number of listed high-tech firms disrupted the dyppde of the VC industry, the innovative
entrepreneurS. The recent surveys even go further saying that VIC cycle is irrefutably
broker’’. As an answer to the aggravated conditions of cdgital markets, trade sales have
become the preferred exit option for many firmgeesally in Europ&. Contrary to IPOs, trade
sales offer immediate liquidity without onerousKap periods, costly disclosure requirements and

89 Gompers, Paul, (1995), see supra note 3
90 See: Helft, Miguel, (October 2006), “A kink inenture capital's gold chain”, The New York Times, @vailable at:

http://www.nytimes.com/2006/10/07/business/07ventum|?_r=1&pagewanted=all )
91 Austin, Scott, (June 2009), “Majority of VCs isurvey call industry “broken”, Wall Street Journal9, available at:

http://blogs.wsj.com/venturecapital/2009/06/29/migjeof-vcs-in-survey-call-industry-broken/ o
92 See: Rindermann, Georg, “Venture-backed IPOs ong&’s new stock markets: Evidence from France, @eynand the U.K”, in Giancarlo

Giudici and Peter Roosen Boom (eds.), The RiseFafidof Europe’s New Stock Markets, Amsterdam: Hise 2004; see also: Schwienbacher,

Armin, (2008), see supra note 52; see also the E¥i@#stics, available 'algttp'//vvww evca.eu/knowledgecenter/statisticsilefpx?id=412
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obligations for venture capitalists to maintain fibaeats: Perhaps most importantly, the
dominance of trade sales as preferable exit lemtisetv” VC cycle with only the best performing
high growth companies being able to afford a IgtiAlso, the redefined cycle is extended with
more timing elapsing between the “inception” ofranf the first involvement of VC financing and
the prospective exitsée figure 2:18 The consequence of the new trend caused byirthedial
crisis is the extended continuity of the VC cyctel apened “liquidity gaps” not only in the seed
and early stages of the cycle, but also in latagestin the Series “B” round of investment

(approximately # year after the initial funding).

Figure 2:18: Comparison between the traditional and‘new” venture capital cycle, the extended timing 6the new cycle
and the liquidity gaps; Source: Mendoza, Jose, MVermeulen, Eric, P., M, (2011), “The New Venture Capal Cycle (part
I): The Importance of Private Secondary Market Liquidity”, Topics in Corporate Law & Economics 1, availabke at:
http://papers.ssrn.com/sol3/papers.cfm?abstract idE829835
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2.1. “2007 crisis”- intensifying European venture capitd's weak points

2.1.1Traditional risk-averse behaviour of European ins®rs and their
preference of private equity

The venture capital sector in Europe is small @) compared to other broader sectors of
European investment funds industry. Within the bdesaange of Private Equity, venture capitalist
account for only 10% to 15% of private equity fumdmg and investment, depending of the year.
In the period 2003-2010 funds, dedicated to ventap@tal amounted to 64 billion euro out of the

total 437 billion euro raised by European investiorghe wider field of private equity. Thus,

93 See: Jose, M., Vermeulen, Eric, P., M, (201The' New Venture Capital Cycle (part I): The Impadea of Private Secondary Market
Liquidity”, Topics in Corporate Law & Economics, 1
94 Ibidem, pp. 2-3
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venture capital accounted for only 14, 6% of thatjpool of private equity (see figure 2:19 As
long as investors’ bias in favour of private eqtfitemains, available funds are not channeled to
where they are most needed: to provide equity tiean innovative seed and start-up SMEs. The
explanation why European investors shun away fra&@nclass investment is the high levels of risk
and severe information asymmetries that accompaayearly stages of small and medium-sized
innovative firms. It is often uncertain and chafjerg for venture capital managers to add value to
the start-ups and create a positive internal ratetarn for the investors. In additioBuropean VC
funds generate lower return when compared to th8ircounterparties and secondly, they leg behind
when compared to the private equity asset clasth (oo Europe and the USAkee figure 2:20.
Consequently, investors would prefer to pour thmioney in more mature and established
commercially successful companies that provideagerand higher returns and lower risk. As a
result, European venture capitalists traditionall§fer difficulties in fundraising, a trend thattno
only hinders new VC funds to be launched, but &dsces existing ones to change their investment
strategy into illiquid assets at a much later st@igihe portfolio companies’ business cycle (which

is already considered a private equity investment).

Figure 2:19: Private Equity and venture capital fundaising in Europe (2003-2010); source: European Comrssion 2011
Impact assessment, accompanying the Proposal for Regulation of the European Parliament and of the Cancil on
European Venture Capital funds, Commission staff waking paper and EVCA
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Figure 2:20: Performance of venture capital vs. piate equity; source: European Commission 2011 Impa@ssessment,
accompanying the Proposal for a Regulation of the Eopean Parliament and of the Council on European Veture Capital
funds, Commission staff working paper, pp. 14, avéble at: http://ec.europa.eu/internal _market/investment/docs
venture capital/111207-impact-assessment en.pdf

95 Source: European Commission 2011 Impact assassaseompanying the Proposal for a RegulatiorhefEuropean Parliament and of the

Council on European Venture Capital funds, Comroissi  staff working paper, available at:

http://ec.europa.eu/internal_market/investment/decsure_capital/111207-impact-assessment_en.pdfE&CA statistics
96 Author’s note: a sector that invests in matuganies and organizes leveraged buy-outs
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2.1.2 Stringent legal framework

By definition, banks and insurance companies aneesof the greatest contributors of funds to the
supply side of the VC industry in Europe (or atstethey used to be before the recession
occurred’). However, because of the financial crisis, thewrace stricter rules (Basel 1fland
Solvency 1P) on committing money in riskier asset classeshsag venture capital. There is a
potential risk that this recent legislative chamgehe prudential regulation framework further to
transform venture capital in a less attractive stwveent class, leading banks and insurance
companies to scale back sharply their contributiongC fundraising. Hence, the Commission, as
part of a wider reflection on long-term investmemtd! carry in 2012 a survey on the impact of
prudential legislation on VC industry, jointly bye European Banking Authority and the

European Insurance and Occupational Pensions AtytHSr

2.1.3EU venture capital funds are below the optimalesiz

The average size of a typical European venturdaldpind is significantly below the optimal size
for this type of funding instrumensde figure 2:2Y) The average size of a typical European VC
fund is 60 million eur®’. According to a the recent Ernst & Young survéwe average efficient
size of a venture capital fund is not less than 230ion euro. What is more, the optimal
specialization can be achieved with funds in thegeabetween 230 to 380 million elffo The

situation remains the same when assessed frometispgrtive of the overall portfolio of venture

97 Author’s note: see supra Chapter Il, pp. 22-25

98 Capital Requirements Directive 2010/76/EU

99 Directive 2009/138/EC of the European Parlianzerdt of the Council of 25 November 2009 on therntgkip and pursuit of the business of
Insurance and Reinsurance

100 “An action plan to improve access to finanaeShEs”, Communication from the Commission to thmu@cil, to the European Parliament,
to the Committee of the Regions and to the Europeamd Social Committee, COM(2011) 870 final, avddabat:

http://ec.europa.eu/enterprise/policies/finanagfitom-2011-870_en.pdf
101 European Commission 2011, see supra note 95

102 Ernst& Young, “Back to basics, Global ventureapital insights and trends report 2010”, availablat:
http://www.ey.com/Publication/vwLUAssets/VC _insigkand-trends-report_2010/$FILE/VC_insights-anddeereport 2010.pdf
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capital funds managed by a particular fund marfdgeZonsequently, VC funds cannot depend on
economies of scale and scope as their overseasecpariies. This negative trend has been already
deepened by the 2007 crisis, because of the “digutgof sophisticated investors’ funds available
for investing. However, it seems that worldwide tieeession has affected more severely larger
VC funds as every second fund larger than $500ianilis decreasing its level of assets under

management in comparison with only 1/3 of the fumdmaging less then $ 100 mill{8h

Figure 2:20: Amount of venture capital funds raisedin Europe vs. USA (2003-2009); source: Ernst& Yound:Back to
basics, Global venture capital insights and trends  report 2010, available at:
http://www.ey.com/Publication/vwLUAssets/VC insightsand-trends-report 2010/$FILE/VC insights-and-trends-
report 2010.pdf
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2.1.4Fragmentation of the European VC market

Twenty seven different cultures, languages andla¢gny regimes compete in the EU, compared
with a single unified venture capital market in th8 (and a single culture and language). Current
fragmentation of European VC market discouragedlemeenture capital managers from raising
capital on a European basis. Capital sources recw@ifined to national investors- for venture
capital funds domiciled in smaller European co@stihis will lead to a narrow fundraising base.
Hence, such funds do not have access to a larged land integrated financial market and face
difficulties in reaching economies of scale andpgcdalrhe cumbersome and costly formalities that
a venture capitalist meets if engaging in crossderafundraising may outweigh what a small-
scale fund manager can afford, both in relatiofirtancial and human resources. The final result
in Europe is the springing-up of too many smalldsinvith a suboptimal amount of assets under
management and in consequence, suboptimal supplbamifal per Portfolio Company. This

phenomenon can be really severe in small Europeantites or these that struggle to establish

103 See supra note 95
104See: 2009 Global Venture Capital survey, DTT-Tihdustry group, supra note 64
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their venture capital industry (the Central andt&asEuropean countries). Consequences of the

VC market fragmentation can be summarized as faiow

1. Venture capital activity, both in terms of assetnagement, fundraising and fund
domiciles remains concentrated in the four big Mentitates (United Kingdom, Germany,
France, Italy), plus the Netherlands and the tiNeelic countries (Finland, Sweden and

Norway).

2. The average size of financing provided per porfatiompany is thinly spread. As
consequence of being below the optimal size, E@ofends invest only 20% of their US
counterparts but support nearly twice as many compa\What is more, between 1990 and
2005, US fund’s average investment per company ateduto around € 4 million, while
the European average remained at € 2 million througthis period®® As Clarysse and
Heirman prove, VC- backed firms which receive tititel money perform much worse than
innovative companies that try to develop their bass model without VC involvement at
all; thus insufficient availability of funds clegrl impacts adversely overall VC
performanc&®. As a conclusion, the demand for VC finance indper far exceeds the
supply.

3. The legislative formalities and different cultut@sder growth and innovation potential as

usually fundraising/ investing is denied due tahhigansactional costs

2.1.5Trade sale as the traditional divestment strategy

As a bank-centered system Europe’s investors amAgeas have a different attitude to IPO exits.
Traditionally, European stock markets have bBegmvelcoming for fast-growing innovative start-
ups without &proven track record*®”. The typical company which lists is establishguerates in
a mature sector and goes public not because itsneed capital for investméfit There is no
demand in the European capital markets for SMEsesh&ence no liquidity and no demand for

start-ups willing to go public. Another explanatiohthe predominance of trade sales as an exit in

105 Lerner, Josh, Pierrakis, Yannis, Collins, Lidigsca, Albert Bravo, (June, 2011), “Atlantic DrifVenture Capital performance in the UK

and the US”, Research report, see section 4':ua‘mmthttp://www.nesta.orq.uk/Iibrarv/documents/AtIant'ni:it‘i).pdf

106 Clarysse, B., Knockaert, M., and Wright, M.@2 Benchmarking UK venture capital to the US &srdel; What lessons can be learnt?”,

survey British Venture Capital association
107 See: Blass, Asher, and Yishay, Yafeh (2000pga&bond Shoes Longing to Stray: Why Foreign Congsahist in the United States,”

Journal of Banking and Finance, 25(3)
108 See: Pagano, Marco, Panetta, Fabio, Zingalegi (1998), “Why Do Companies Go Public? An Emgati Analysis,”, Journal of Finance,
53 (1) 27-64;
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Europe is the absence of preferred stock as ayrnpalerful contractual mechanism for aligning
the interests between the venture capitalist aacetitrepreneur in a case of an IPO. Here must be
compared the contractual convenience of prefertecksover the convertible debt and common
stock as the final valuation of the stock prices@bklace ex post at the time of the exit at mare fa

rates for both the entrepreneur and venture cegtgal

The main reason that hinders the IPO exit becomimgre preferable in Europe is the
fragmentation of European capital markets thatrigtstliquidity and the onerous system of
previous notifications, registration procedures g@ndspectus rules different for every country.
European stock markets are sluggish and the tralds-provide the venture capitalist and its
investors with immediate exit, saving them from tr@uble of lock-up periods. However, as the
recent EIF survey proves in practise for the pe20@5-2009 despite the fact that rade sales
remain the most important exit route, IPOs aregaiicant exit route, accounting for around 13%
of the dataset, and of these the overwhelming ritgjesok place on exchanges in EurdPe
Something more, as the trends in the global camtakets are changing and now is possible to
divest via the new cross-border Private Secondaaykets'®, but European investors seem
reluctant to use this opportunity. Hence, the fragmentation hypothesis may indiyeefplain
some of the weaker performance of European VCpifas as it discourages investment (i.e. the
impact is seen through the impact on investmemtiggt Maybe the real explanation for the lack
of interest in IPOs is the bank-centered ecosysteBEurope and the absence of preferred stock,

explained by Black and Gilson’s theory of “implicibntract over future contrdf®

2.2. Public policy for Venture capital in Europe

In order the policy objectives set by the Europe2®Gstrategy’*®> to be met, European

Commission’s policy focuses on three main areas:

1. Harmonization of Member States’ legislation in fled of venture capital investments by

removing obstacles to cross-border investntéhts the Single Market Act (SMAJ® was

109 Kelly, Roger, The performance and prospect&wbpean Venture capital, working paper 2011/0¥%, Research& Market Analysis,

available at; . L .
http://www.eif.org/news_centre/publications/ eif va@®11 009 EU_ Venture.pdf

110 See: Mendoza, Jose, M., Vermeulen, Eric, P(2PM1.1), see supra note: 93

111 See: supra note: 109, pp. 13
112 See: supra note 83

113 Available at; )
http://ec.europa.eu/europe2020/index_en.htm
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pronounced that by 2012 venture capital funds lggadtablished in any Member State
must be able to raise capital from eligible investthroughout the EU. In addition,
Member States were invited to ensure that incosiststs in tax treatment of venture
capital investments do not lead to double taxatdrnch would hamper cross-border
venture capital investment§

2. Fighting with the fragmentation of capital marketsEurope by creating specific rules on
“private placement” of venture capital funds’ intreent interests and common
understanding of what constitutes VC funds in Earophe Commission’s impact
assessment observed that there igrima facie case for action at EU level and these
conclusions subsequently fed into the Commissiapgsal of April 2009 for a Directive
on Alternative Investment Fund Managers (AIFMB)

118

All the measures pursued by the Commission canelfieatl as'setting the table™ or indirect

influence over the venture capital ecosystem.

3. The Commission recognized the lack of equity firmnof European SMEs and
consequently created facilities for venture capiakestments into innovative SMEs that

will address the market gaps, caused by the rexessi

The current generation of the venture capital itgcis the “High Growth and Innovative SME
facility” (Growth and Innovation fund (GIF). It falls under the EU'€Competitiveness and
Innovation Framework Programme 2007-2013and is implemented for the Commission by the
European Investment Fund (EIF) on a trust basi® GhF's objective is to improve access to
finance for the start-up and growth of SMEs, angegtment in eco-innovatiohis objective is
achieved by investment into venture capital fundsctv then use these resources and resources
from other investors, and also their technical etxge to: contribute to the establishment and

114 See: Communication from the Commission on Rémgowbstacles to cross-border investments by vertapital funds COM (2007) 853

final, 21.12.2007), available at; . . ; Commission summary report 2009:
) ahttp://ec.europa.eu/enterprlse/newsroom/ cf/_getdent.cfm?doc_id=1021 yrep

Cross-border venture capital in the European Urémajlable at:

tpa igz)&ZZleglng =en
ailable at; . L
val http://ec.europa.eu/internal_market/smact/docs/@913-communication_en.pdf

116 See Revi f the "Small Busi Act" EurgpEl . - ) ) )
ee Review ot the "small Business Act Eur http://ec.europa.eu/enterprise/policies/sme/smadifess-act/files/sba_review_en.pdf
23 February 2011 and also Annex lll: Summary ofsfborder tax problems of venture capital fundbripact Assessment 2011, see supra note:

95

117 Author's note: The AIFMD was formally adopted dJune 2011 (2011/61/EU), available %tt:tp'//eur-lex europa.eu/LexUriServ/

http://ec.europa.eu/enterprise/newsroom/cf/iterrdieail. cfm?item_id=4053&

LexUriServ.do?uri=0J:1:2011:174:0001:0073:EN:PDF _ ) )
118 A term used by Josh Lerner in his book “Bouldvaf Broken Dreams: Why Public Efforts to Boosttfepreneurship and Venture Capital

Have Failed- and What to Do about It”, Princetorivdrsity Press, 2009, Princeton, New Jersey, ch&pte
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financing of SMEs and the reduction of the equitgrket gap which prevents SMEs from

exploiting their growth potential.

On 29 June 2011, the Commission presented its pabgor a newfinancial framework 2014-
2020 Access to SME finance will be provided throughadwative financial instruments which are
financed from a range of programmes targeting whffe policy areas. First, with a dedicated
“Programme for competitiveness and SMEs”amounting to 2.4 billion euro, SMEs will be
supported through an equity facility for growth paanvestmentand through a loan facility to
cover loans for SMEs. Second, under the nBesearch and Innovation Framework

Programme called“Horizon 2020” with a total proposed amount of 80 billion.

The European Investment bankwill continue supporting the growth of SMEs througte
European investment fund(EIF) by an enlarged EIB Risk Capital MandafeEIF is structured
as “fund-of-funds” and it is a typical European estment company. It supports indirectly SMEs
in the EU and Turkey by investing in venture andaie equity funds. The Fund co-invesgafri
Passu” with the private investors in its portfolio of fds. Usually, the participation in form of
equity is below 50%. EIF’s shareholders are the @hjority shareholder with 62.1%), European
Commission (30% stake) and 24 big financial intitis like (7.9%)%°.

3. PUBLIC SECTOR'S ROLE IN PROMOTING VC

Anyone looking at the determinants of the Europeamiure capital industry and comparing it to
the seminal US model can conclude that active guwaent’s involvement in the venture capital
industry can be extremely useful when dealing witissible problems that may occur when the
VC market is underdeveloped or immature or theeerar properly functioning capital markets

that can provide the crucial IPO exit.

To begin with the core reason of government’'s imgolent in venture capital industry is
generating “policy return” comprising “social retdror “environmental return”. The economic
theory suggests that by subsidizing research audl@@ment activity governments can generate

positive externalities (spillovers) for other firraad for the society as a whtife These spillovers

119 See: European Investment Bank's Risk Capitalnddge Investment Guidelines, version of March 20G6ailable at:

http://www.eif.org/attachments/publications/vent®€M_Investment Guidelines_March_2006.pdf
120 Author’s note: data taken from tﬁe . )
ttp://www.eif.org/who_we_are/index.htm

121 See: Jaffee, Adam, (1996), “Economic analysisesearch spillovers implications for the advantechnology program”, Washington,

Advanced Technology Program, National Institut&tsindards and Technology, U.S. Department of Coener
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can take separate forms, such as introducing uortsitt by competitors, developing of
complementary products or introducing new onesh® ¢onsumers. In his study Grilich&s
proves that usually the social rate of return eiowative young firms exceeds the private rate of
return by a considerable amount (probably betwd#h2D0% of the private rate of return). Yet
measuring the social outcome of public sector’atsgies on VC cycle is controversial and not a
strict and precise science. The economic boosfiiegteof venture capital is closely related to the
problem of the so-called “market failure” problenbserved in venture capital supply. The
presumption is that private sector does not prosigféicient capital to the innovative firms in the
early stages of their life and that the governmeats act proactively and correct this situation by
identifying promising investment options and dragvihe private sector’s willingness to invest in
the companies concerned by providing the propantices. Market failure is defined aufiding
gaps and market inefficiencié® inherent in the private markets. Tteapital demand gaps’are
predominant in the early phases of life-cycle afrhiech firms- in the range &fSD 100 000 to
USD 2 million This range is the primary target of the so-cablediness angelsand institutional
venture capital investors tend to withdraw frontaitan increasing extefit. Its bottom limit is
represented by funds to be raised via the famityfaends of the entrepreneur, while the ceiling is
the lowest limit where professional venture capitakstors find it worth investing. In Europe, the
corresponding limits are lower: from USD 100 00®G6® 000, but USD 25 000 or USD 1 million
as minimum or maximum is known either. Lately doehte capital markets shake a new financing
gap emerged in the USR. Since the interest of the venture capital indubtis been shifting in
favour of financing companies in a later life-cystage, while that of informal investors remained
under the USD 2 million limit, a new capital gapcomed atUSD 2 to 5 million (see figure 3:13
major problem for young high-tech entrepreneuirah$. Of course, business angels and corporate
venture capital already co-operate to cover theenmasirked capital demand of early transactions

and often even associate with institutional ventaagital investors®.

Figure 3:1: The venture capital cycle after the finacial crisis and the “capital gaps”, source: Interrational Business Law |
seminar lectures, Handouts lecture No 10, held byrpfessor. Eric P.M. Vermeulen, Tilburg University 2011

122 See: Griliches, 2vi, (1999), “The search of R&fillovers”, Scandinavian Journal of Economics, g 29-47

123 Mayer, Thomas, (2007), “The Public Sector'seRnlthe Promotion of Venture Capital Markets”, Bipment Bank of Japan; Hitotsubashi
University, working paper, p.9

124 Sohl, J.E., (2003), “The US Angel and Ventuapi@l Market: Recent Trends and Development”, Jaluof Private Equity, Vol. 6, (2)

125 See Chapter II, pp. 34-35

126 See: supra note 95
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As “market inefficiencies”’refer to situations where costs or benefits, faneple impact on the
innovation, are not fully reflected in the markeicp and the price does not communicate society’s
desires and constraints accurately. Such markietdais seen as the main reason why apparently
promising start-ups and innovation initiatives wihigh growth potential are unable to obtain
external financing at market conditidh’s In response to this market's inefficiency, goveemts

are willing to provide VC funds that generate daisie policy benefits (“social return”) in addition

to being potentially underpriced. However, addregghe failure by public involvement can be
hard since there is no risk-adjusted pricing meismarfior the VC industr{?®.

Governments’ involvement in venture capital indystis based on the “principle of
additionality™®® its capacity to provide additional finance thabuld have been unavailable
otherwise or facilitate financing on more favoralbdems in order certain policy return to be
achieved, or channeling sources in more attraatimeditions in order to be established well-
working venture capital system. Governments camathemselves to address market failures and
liquidity gaps since they allocate taxpayers’ momeyg are able to bear more risk as investors.
What is more, governments can consider investirggmall VC funds that are usually neglected by
institutional investors due to the high relativerawistrative burden.

According to the theory° governments’ involvement in the fund managers’ dilgence is
desirable and efficient, because other investonsfiege-ride on the information revealed. Public
sector limited partners can signal and certify tingesting in the innovation ecosystem is safe.

They act ashonest brokers”to spread industries’ best practices as well, iisedéhey are not real

127 See: supra note 95

128 See: Murray, G, Marriott, R., (1998), “Why Hhe Investment Performance of Technology-Specjatistopean Venture Capital Funds been
so Poor?” Research Policy. No. 27. pp. 947-76

129 Author’s note: In most jurisdictions is callediditionality” or ,added value”, whereas in Nomerica the term “incrementality” is used.

130 See: Lerner, et al. (2005), “A Study of NewIdrd's Venture Capital Market and Implications Rarblic Policy”. Report to the Ministry of
Research Science & Technology. LECG Limited
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competitors with the private venture capitalistsl d&rave no‘trade secrets®®’. This is the so-
called “certification theory” of public authorities

The Public sector is able to promote the ventuptalaecosystem directly or indirectly. The first
one occurs when government acts as a venture Iestplitp itself, creating different types of funds
and assuming the role either as a general partreetimited partner, or founder of the investment
company®’. The later one is when government pursues iniéiatito stimulate and create a more
hospitable environment in which entrepreneurs aedture capitalists can operate. This is an
intervention that Lerner callstfe “neglected” art of setting the tabfé® In economic terms, the
initial interventions can be seen as boosting #maahd for venture capital and direct involvement
increases the supply side of the indussse(figure 3:p

Figure 3: 2: The model of supply/demand side of veate capital industry, source: International Busines Law | seminar
lectures, Handouts lecture No 9, held by professoEric P.M. Vermeulen, Tilburg University, 2011
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In situations where the VC ecosystem is underdg@eelpthe government must firstly promote the
equilibrium between the supply and demand side d&hd stability of the financial
intermediarie§’*. For example, in some countries VC funds are gete created and the public
authority has to attract institutional investorspimol their money into this asset class by giving
them the right incentivé®. In other states the demand side is missing afatebéhere can be a
market opportunity for the venture capitalistsréhbas to be established a class of entrepreneurs
and innovation-related flow of deals, otherwise dpng” taxpayers’ money by the governments
will be rendered useless. In fact, it is the “sitankity problem” that must be solved: three inputs

are necessary to the engineering process: cagpiatjalized financial intermediaries and deal-flow

131 Ibidem

132 This is usually the case with European Ventagstal funds. For brief explanation of Europeamdfs structure see chapter Il, pp. 26-27

133 See: Lerner, Josh, (2009), Boulevard of Brdkexams, supra note 118, chapter 5, pp. 89

134 Author’s note: according to Meyer, Thomas, @08upra note 123

135 Author’s note: such was the case with New Zwhlthe venture capital industry was missing atkalt with the right measures government
succeeded in creating VC ecosystem. The Yozma gnmuge in Israel succeeded in establishing well-fongtg VC industry, because aligned

properly the public and private interest.
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of innovative ideaS®. Each of these will emerge if the other two amspnt, but non will occur in
isolation of the others. Public authorities mug&etanto account at what stage of its evolutiorhes t
current VC market, because every stage requirdereiift government responses. However,
Avnimelech and Teub&l’ provide other point of view: that without a crucimass of innovative
ideas and entrepreneurs the VC industry can nashablished, no matter of the availability of
funds at the supply side. Consequently, simultgnisieory works only in later phases of the
development of the VC industry. With increasing thaturity of the VC market the focus of the
government support is changing from broad indireetasures to create and improve the VC
environment (like encouraging entrepreneurial #gtiby tax or better education) and giving
incentives to limited partners to step in the caest VC industry, throughout promoting fund
managers, and finally down to financing specifiz#dirgeted companies as economic operators
At the outset it must be said that initiatives vehgovernment deals with simultaneity problem by
both providing capital and itself acting as a ficiahintermediary are likely to fail. The reasen i
that public authority can not be a substitute specialized financial intermediary familiar witheth
“double-moral hazard” and information asymmetrisinherent in financing high-technology
start-up4*®. Direct involvement in investing by government iagjes carries the material risk of
market distortion through potential misallocatiohcapital and the consequent “crowding out”
effect*’. Other problem is the so-called “cherry-pickilff" by offering more “favourable”
investment conditions (because public authoritlyimg on the taxpayers’ money can easily afford
it) than does in effect on the market by investimgompanies that private investors also would
find attractivé’®. The second important argument against direté sitdervention is based on the
doubt whether government officials are able to cleothe appropriate investment projects,

especially having in mind their independent of diécome of the project remuneration system that

136 Gilson, Ronald J., (2002), “Engineering a VeatGapital Market: Lessons from the American Exgreze”, Stanford Law School, John M.
Olin Program in Law and Economics, Working papes 24

137 Avnimelech, G. & Teubal, M., (2006), “Evolutary Innovation and Technology Policy: A Four-Phatigh Tech Policy Model”, DRUID
Summer Conference, Copenhagen, Denmark, June 18Q6,

138 Mayer, Thomas, (2007), see supra note 123, pp.

139 Author’s note: for explanation see supra, avapt

140 Gilson R. J. (2002), see supra note 136

141 See: Cumming, D. J., MaclIntosh, J. G., (20@B)owding out private equity: Canadian evidencejurhal of Business Venturing, 21(5);
Leleux, Benoit, Surlemont, Bernard, (2000), “Publé@sus private venture capital: seeding orcrowaint A pan-European analysis”, Working
Paper

142 Avnimelech, G, Teubal, M., (2006), “Creatingiizge capital industries that co-evolve with higleh: Insights from an extended industry
life cycle perspective of the Israeli experiend@ésearch Policy 35(10)

143See: Lerner, J., (1999), “The government asuwerdapitalist: The long-run effects of the SBIRgrmam”, Journal of Business, 72; Manigart,
S. and Bauselinck, Ch. (2001), “Supply of Ventusepital by European Governments”, Working Paper12001, Ghent University
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hardly would encourage the proper incentt/&sWhat is more, public intermediaries hardly can
provide proper monitoring and the “non-monetarytdbantions” that add real value to the start-
ups’ portfolio. The German WFG experience is examgflbadly created structure that led to plain
project selection, lack of incentives for the pahificials to monitor and maximise the value of
the portfolid®. Further, the entirely public fund/investment caemp tempted by political
considerations will be financing larger and esti#d firms then start-ups with uncertain future.
There is also inherent tension between the “sa@ais” of such funds and the requirements of
self-sustainability that state’s authorities witlogt. For instance, the Finnish Industry Investment
fund operated under the rule that its investmenistrbe undertaken profitably, but bureaucrats
interpreted this requirement that each year retorast be above the inflation r&t® This shows
government’s inability to understand venture cdpitacess where regular and steady income flow
Is not possible. Moreover, civil servant’s logicimeompatible with the portfolio-based thinking
that requires uneven distribution of available fffii Politics and venture capital differ also in
their attitude to failure and bankruptcy. In veertgapital write-offs are a means that helps venture
capitalist to preserve and concentrate only inetthly potential start-ups, while for government
an insolvency of a portfolio company would meatuf& in achieving social returns.

Consequently, the involvement of commercially matad private sector investors as “agents” on
behalf of government “principals” is the predominamodus operandi nowaddy$ The idea of
the “hybrid” venture capital programmes is governtisinvolvement to bésubordinated to the
executive commercial actions of experienced prisgetor investors™®. Typically in Europe
venture capital funds are structured as investraenmpanie¥°. In this pattern government is
involved as founder and main sponsor. The manageocsmnbe delegated either to the fund by
itself (by the board of directors, consisting alvpte sectors professionals) or more often provided
to outside, separate Management Company that ece@nanagement fee for its services. Fund
managers have licences for a certain period ofsyaad are selected on a merit basis including
their experience in early stage equity investing eaising private capital. The fund managers are

responsible for all investment decisions, whichraesle on a commercial basis in accordance with

144 See: Leleux, B., Surlemont, B. and Wacquier(11998), “State versus Private venture capitalss#®pawning or Crowding-out? A Pan-
European Analysis”, Paper, presented at the BaBstlage-Kauffman Enterpreneurship Research Condéeren

145 See: Becker, Ralf, Hellmann, Thomas, (2002he“Genesis of venture capital: Lessons from then@erexperience”, CESifo Working
Papers series No 883, Sauder School of Busineskigguaper

146 Lerner, Josh, (2009), Boulevard of broken deeam®e supra note 133, pp. 116-117

147 Florida R. and Smith D. F. (1993), “Keep thev&ament out of Venture Capital”. Issues in Scieswce Technology, 9

148 See: Murray, Gordon, Cowling, Marc, et al., ¥@&mment co-financed “Hybrid” Venture Capital pragimes: generalizing developed
economy experience and its relevance to emergitignsd, Kauffman International Research and PoRoundtable, Liverpool, 11-12 March 2012

149 Ibidem, pp.3

150 Author’s note: See supra, chapter Il, pp. Z6fo2 fund structures
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their own investment practices, subject to the Wmimogram guidelines. If the hybrid fund is
organised as limited partnership the governmena ibmited partner that just invests in the
partnership. The governance of the fund is leh&o@P- usually a private venture capital firm- that
possess the full operational autonomy to achievancercially attractive investment returns (of
course in accordance with investment eligibilitydglines that the public authority had adopted).
The general partner collects the carried interedtrmanagement fee, but the problem here is that
the returns of the managing general partner ofvemonental program are lower, as early-stage
investments frequently raise smaller funds (whickam smaller income fees) and yield lower
returns (leading to a smaller cariif) Hence, the typical private sector schétheill attract to the
public programmes only less experienced managehslew opportunity costs.

Hybrid fund structures can vary from country to wtvy, but basically practise has been proved
that two main types of vehicles are successfullgraping. The first one is the model of “equity
enchasing program” where the government involver(@tiier by direct investment to the fund or
acting as a guarantor to other funds raised) eaaaditional and cheaper funds to be raised via
creating a leverage advantage to private invegsee figure 3:3) Consequence of the global
recession is the scarcity of funds and investorgillingness to participate in highly risky and not
profitable (as compared to private equity investtaéor example) venture capital industty As a
solution, rather than forcing skilled investors dct against their own commercial interest (by
committing money in areas of poor internal ratgettirn), government uses several mechanisms
that enhance the expected returns of private linfiartners, thus incentivising them to get
involved into seed and early stage investing:different timing of the investment drawdown of
public and private investors, leveraging the retuo private investors with debt, capping the
profits entitlement of public investor, buy-outioptfor private investors, down-side guarantee to
the private investor for loss of invested capitallncentives increase size of the fund, in such way
dealing with the problem that European venture tehffiinds operate below the optimal s$Ze
Government either invests 50/50 along with the gigvsector or is the single biggest investor at
the start of the programme. This gives the hybuicdfthe possibility to cover the establishment

and transaction costs, thus achieving economiesndll scale that usually funds above $100

151 Murray, G. C. and Marriott, R., (1998). “Whyshthe investment performance of technology-spetjdtiuropean venture capital funds been
so poor?”, Research Policy 27, (9), pp. 947-976

152 Author’s note: the remuneration being in a f@fannual management charge which is traditionadjyal to 2, 5% of investor’s initial
commitments to the fund. In addition, the managemempany/team and the sponsor are commonly ehtitle “carried interest”, typically up to
20% of the profits of the fund.

153 See: supra, Chapter Il, 2.2. “2007 crisis’emsifying European venture capital’'s weak points”

154 See: supra note 148, pp.4

155 See: supra Chapter 11 2.2.3.

48



million enjoy thresholtf®. The majority of European venture capital fundsehéess then 60
million euro assets under managem¥ntAustralian’s Innovation Investment fund (It and
UK’s nine Regional Venture capital furld$are example of government matching with the peivat

investors’ participation by committing more thar#b0f the assets under management.

Figure 3:3: Typical model of the Equity Enhancement Rogram; source: Murray, Gordon, Cowling, Marc, et al.,
“Government co-financed “Hybrid” Venture Capital pr ogrammes: generalizing developed economy experienemd its
relevance to emerging nations”, Kauffman Internatimmal Research and Policy Roundtable, Liverpool, 11-1®larch 2012

_ _ Frivate Loan or
Private investors Investment Eqguity Government

Uncapped Early-stage Capped’
Profit share fund Frofit share

I

Start-up &
Growing SMEs

The second type of successful hybrid fund struatutee so-called “fund of funds” where the state
and other investors form a pool of finance (thedfaftfunds (FOF)) that is subsequently allocated
by the FOF manager to a number of independent W@suThe government provides funds to an
“arms length”, independently managed, “quasi-gonental” organization- the fund-of-funds. In
this structure government makes passive commitmerdasder to distance itself from the risks of
the investments and ensure the independence &iQRkemanager’'s decisions about which private
venture capital funds to be chosen for investm&hese commitments are structured usually as
equity and the private VC funds have an optionug but the investment at a nominal price plus
interest, thus receiving the upside return aboigeamount. Selection of the portfolio companies is
left exclusively onto the private venture capitahds’ discretion; private venture capitalists bare
the risk of losses and hence have the incentivadoitor the portfolio companies carefully. Two
famous and successful examples of fun-of-fund<stra are the Israeli Yozma prograntfiand
the New Zealand Venture Investment fund (NZVfE)

156 Dimov, D. and Murray, Gordon, (2008), “An exaation of the determinants of the incidence andesofiseed capital investment activity
by venture capital firms 1962-2002", Small BusinEssnomics, 30(2), pp. 127-152
157 See supra note 102

158 See; . . . . .
http://www.innovation.gov.au/Innovation/Policy/PaglanovationinvestmentFund.aspx

159 For more information S:eﬁttp://WWW.thecaloitaIfund.co.uk/links/reqionalmcfds/
160 See

. http://www.yozma.com/home/

161 See: for more informatichn .
ttp://www.nzvif.co.nz/entrepreneurs.html
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4. CASE STUDIES

The sample of countries for the case study has lobkesen, because it includes two bank-
orientated systems (Germany and Japan) and a mrarkatated system (Ireland), but still with
quite active government involvement in the ventcapital industry. The common feature of the
three countries is that due to the financial ctisestraditional institutional investors has witaadn
their commitments from the venture capital industngl the government stepped in their place in
order to fund the equity gap that has occurredjrenthat financing conditions for innovative start-
ups are improved in a long term and give impetufigoeconomic growth and job creation. Public
authorities engineer different kinds of hybrid fendith the cooperation of the private sector to
achieve these aims. The other common feature clethiegree countries is that they both have
existing venture capital market, but the VC andepreneurial eco-system is still at the borderline
and far from the self-sustainable one in the US#fgdl, Canada and Hong Kdffg

There are four factors that can indicate what ésrélative position of a venture capital market in
comparison with other states and show what is dmelition of country’s VC ecosystem: if it is
unfavorable, borderline, nearly healthy or selftains®®. These factors are: the legal and tax
environment and venture capital investment as @GP

As EVCA legal and tax benchmark shd®slreland is much more ahead of Germany as fiscal
incentives for the venture capital industry are agsned(see figure 4:1) Firstly, pension funds
and insurance companies are free to invest in MCcdarse, within the limits set by the EU
Directives). Secondly, the country provides a f@alomestic fund structure (limited partnership)
that is transparent for tax purposes for both doimesd non-domestic limited partners. Thirdly,
Ireland provides legal incentives to encourage stments in VC through the Business Expansion
Scheme (in a form of tax deductions in a certashlunquoted companies). The country provides
as a Fiscal R&D incentive a tax credit of 20% ispect of wide range of qualifying R&D
expenditures and a corporate tax deduction at 23, &s well. Legislation allows performance-
related incentives for VC fund managers. In pragstiond managers structure carried interest in

such a way as to ensure that the stream of pittfiicés a capital gains tax rate of 20%.

Figure 4:1: EVCA Legal& Tax Environment for venture capital, overview of results 2004, 2006, 2008; sourc&VCA
report on Benchmarking European Tax and Legal Environmets 2008, available at:
http://www.evca.eu/uploadedFiles/Benchmark.pdf

162 See: Cope, Graham, (2005), “Issues and Potay&work for the Development of Self-SustainablaetMee Capital Markets in Europe”,
Master of Science in Banking and Finance, Clasg 200xemburg School of Finance and University okémburg, chapter 4
163 Ibidem, pp.46
164 Ibidem, pp. 41
165 EVCA t on Benchmarking E T LENvi ts 2008, ilable at: )
report on Benchmarking European Tax angal &nvironments avaiiable ﬁttp://WWW.evca.eu/uploadedFlles/Benchmark.pdf
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Camn
Country Total score Country Total score Country Total score Country Total score

France 1.23 freland 1.27 The United Kingdom ~ 1.26 The United Kingdom  1.20
132 France 136  Luembourg 149 freland 158

Belgium 1.33 The United Kingdom 146 Iraland 1.53 Lieembaurg 1.67

The United Kingdom 1.45 Balgum 1.51 Greece 175 The Nethertands 1.79

Greece 1.45 Spain 1.52 The Netherlands 1.76 Haly 1.96

Spain 1.58 Greecs 1.55 Poriugal 1.81 Greece 1.08

The Netherlands 1.63 The Netheriands 1.60 Belgium 1.82 Total average 2.03

Partugal 1.63 Liembaurg 1.62 Hungary 1.86 Belgium 2.08

Luxembourg 1.65 Partugal 171 Italy 1.86 France 2.09

Lithuania 1.75 Haly 1.72 France 1.80 Sweden 2.08

Switzerand 1.76 Austria 1.74 Switzerlarid 1.95 Spain 217

Denmark 1.77 Denmark 1.75 Spain 1.96 Finland 2.25

Hungary 1.84 Hungary 1.83 Total average 1.97 Partugal 232

Total average 1.85 Switzertand 1.83 Narway 204 Denmark 2:36

Austria 187 Total average 1.84 Sweden 205 Germany 2.4

Latvia 1.88 Finland 1.91 The Czech Republic 212 Austria 253

Fintand 1.92 Estonia 2.08 Poland 213

Poland 1.95 Norway 2.08 Finland 230

ftaly 1.96 Sweden 212 Germany 237

Sweden 202 Latvia 212 Austria 242

Norway 203 Germany 215 Denmark 246

Estonia 2.06 Poland 2.16 Slovakia 249

218 Siovakia 217

Cyprus 2.24 The Czech Republiic 221

Romania 227 Slovenia 2.26

Slovenia 230 FRamania 2.35

Slovakia 233

As venture capital investments as % of GDP are e@woed the two countries are similar, just a
little bit above the EU averagede figure 4:2)Still, the figures are incomparable with courgrie
will self-sustainable VC market (Israel is the @mntr number one with 0.18% of its GDP invested
in VC and USA- 0.09%, of course due to the finahcisis the % in the year 2012 is quite lower
from that it used to be in 2003 for example- 3, ife¥dsrael and 1, 33 % for the U$X).

Figure 4: 2: Venture capital investments as a perecgage of GDP, 2006-2009 (average); source: GlobaéBchmark report

2012, Confederation  of  Danish Industry,  available &  http://di.dk/English/Shop/Productpage/Pages/
isdefault.aspx?productid=6884

166 Word Bank GDP Report 2003
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Another factor that indicates the condition of ¥%& market is the possibility of an exit via IPO.
Ireland’s venture capitalists prefer to exit viandon Stock Exchange or through the biggest
international stock exchange NYSE Euronext. Germenture capitalists prefer the Deutsche
Borse if at all choose IPO as an exit.

As a conclusion, it can be said that Germany aelkhnid successfully have created their venture
capital markets: they both have entrepreneurs ateinnediaries, only the institutional investors
must be introduced to venture capital as an adast @nd encouraged to get involved in it.
However, these markets are still young and sti# &cking self-sustainability, thus active
involvement of the governments is justified. Inrag downturns VC firms need to be supported as
the economic incentives of the private playerstarswitch to other types of investment (such as
buyout and growth capital) as they are more luegatind less risky. The best behaviour of the
government in such situation is to be a leadingster who contributes the biggest piece of the
commitments and with its participation certifiese tfunds he invests in and signals that the
economic environment is hospitable for venture tehpnvestments. In this stage of development
of VC market governments can provide different imoe structures to the private sector: like
upside leverage. Of course without abusing therége over VC fund managers to promote

policies with unreasonably high ri€k

167 According to: Meyer, Thomas, (2007), supra 1@, pp.6
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4.1. The High-Tech Grinderfonds (HTGF)'®®

Germany’s High-Tech Grunderfondssa model of public-private partnership betwees Federal
Ministry of Economics and Technology (Bundesmimst@ fur Wirtschaft und Technologie
(BWIT)), KfW Banking group and six big German corptons (Siemens, BASF, Daimler, Bosh,
Carl Zeiss and German Telekom). The participatibprivate investors contributed to the market-
orientated approach of the fund. The existing kinmm in the sphere of financial engineering was
taken into account when the fund was creteghd the best practises of the private sector #s we
The Federal government provided funds in the amoti840 million euro and the private partners
committed totally 32 million euro, so the fund totssets under management were 272 million
euro. The background of its creation is interestafter the bursting of dot.com bubble in the year
2000, institutional and corporate investors withdralmost completely from the area of seed
financing of high-tech start-ups and the VC madalapsed. Thus, HTGF was established for the
revival of the seed market with a term of twelvarge five years investment phase followed by
seven years divestment period. The duration offuhd follows successfully the life span of the
venture capital cycle (and the prolonged VC cyclee do financial crisi€?). The fund is
incorporated as a limited liability company- GmbBlesellschaft mit beschrankter Haftung). It is a
form suitable for hybrid investment vehicle as fitecs limited liability to the partners involved.
What is more, taxation on returns of investorsaigtirable as gains from sales of shares and gains
from distribution of dividends are 95 % exemptednir corporate income tax for corporate
investors. Interest received by the GmbH is treatethcome and taxed accordingly, applying the
general corporate income tax rate of 26, 375% (olioly solidarity surcharge) and a trade tax
around 16, 7%. The disadvantage is that it is raotsparent in regard of tax&s The High-Tech
Grunderfonds is structured as a public-private clelthat invests into the portfolio companiesd
figure 4:3. Government is the lead investor and its involeammis direct fund participation. By
contributing more then 50 % of the total assetseumdanagement (240 million from 272 million

funds) government tries to encourage additional emebper funds to be raised via creating a

168 The information about the fund in this chaeaken from: Geyer, Anton, Heimer, Thomas, et(&ebruary 2010), “Evaluierung des High-
Tech Griinderfonds”, Endbericht, Studie im Auftrags dBBundesministeriums fur Wirtschaft und Technapgiehnopolis Group and Frankfurt

School of Finance & Management, available ﬁattt:p://www.bmwi.de/BMWi/Redaktion/PDF/Puinkatiorf@nudien/evaIueirunq-des-hiqh-tech-

gruenderfonds-endbericht,property=pdf,bereich=bsprache=de,rwb=true.pdf
169 Author’s note: the failed attempt for financa@ligineering with WFG fund; for more informatiores®ecker, Ralf, Hellmann, Thomas,

(2002), “The genesis of Venture Capital: Lessoomfthe German Experience”, supra note 145
170 See: supra Chapter Il, pp. 34-35 and Mendaozg, M., Vermeulen, Eric, P., M, (2011), supra rage
171 See: Private Equity Fund structures in EurapesVCA Tax and Legal Committee paper, 2004, sapte: 70
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leverage advantage to private investors. Thus,@abthority by its willingness to invest, actsaas
catalyst for attracting private funding to seedystaln fact, government’s investments serve as a
kind of guarantee for the other limited partnergsiat least part of their value would be lost by
the government should the fund not perfbfmPrivate and public investors invest under ideshtic
conditions parri passd’). This method of profit distribution increases thieesand the scale
efficiencies of the fund, but usually at the cokstndroducing the corporate and financial partner
with widely different interests from public oneswvesting parri passudoes not have profit
distribution effects, which in the case of HTGF niyis positive as it provides more then 80 % of
the capital. There are no other profit distributstructures established between the government
and the corporate/financial partnefs As the incorporation form is GmbH the governance
structure of the Fund is quite flexible. It consdttwo persons management team and three
investment management committees which are redgengor the due diligence process,
negotiation of the term sheet and actual distrdsutof the funds. As there is a supervisory

committee it can be said that the Fund adoptswbetier governance system.

Figure 4:3: Structure of High-Tech Grunderfonds, sairce: Legal Negotiation Workshop seminar lectures, ldndouts
lecture No 2, held by D.A. Pereira Dias Nunes, Tillng University 2012

& High-Tech Grunderfonds

Corporate
Government and Financial
Partners

GVC Fund

Portfolio Portfolio Portfolio
Company A Company B Company C

4.1.1Participation conditions

Initial funding of the targeted company: HTGF papates with up to € 500 thousand per
company. Financing instrument is a combinationcfity share and debt. The fund acquires 15 %
of the start-ups shares at their nominal price #redrest of the commitment is structured as
subordinated shareholder loan with conversion opfldne maturity of the loan is seven years. The

interest is payable from the fifth year in ordee thguidity of the young company to be preserved

172 See: Mayer, (2007), supra note 123, pp. 26
173 Author’s note: other examples of parri passfifpdistribution Australian IIF and Pre-seed fuamad UK'’s regional venture capital funds.

174 Author’s note: different kinds of profit diditition structures are explained in Murray and Cogylisee supra chapter lll, note 148
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in the initial years when it is likely the cashvlao be negative. HTGF becomes a minority
shareholder in the start-up, a significant diffeefrom the seminal US venture capital model. The
reasons are various; it is a matter of the instihal infrastructures, such as capital markets,
reputational markets, and the legal framework inbank-centred system and different
entrepreneurial culture in Germany. Venture capitdustry cannot exist independently and is
inevitably influenced by the capital market sitoatas a whol€®. In Germany, stock ownership of
publicly held corporations has been stabilized laynko cantered cross shareholding. Black &
Gilson’s proposE® that management keeps their control based on rdispestock ownership (as
the USA one), but that proposition is lacking inr&uean stock market after IPOs where usually a
controlling shareholder (usually an institutionmatéstor) purchases the majority stake.

One disadvantage of this HTGF’s initial investm@oalicy up to 500 000 euro is that such a
contribution can be quite insufficient for startsupn biotechnology, renewable energy and
pharmaceutical sectors where reaching a “proventept” is quite demanding.

Entrepreneur’s initial contribution to the finangimust be at least 20% (10% in the former East
German states, including Berlin) of the amount 3iG#’s investment. Half of this amount can be
provided by other investors (like business angelgional seed funds, public and private investors)
see figure 4:4.

HTGF can work in collaboration with other invest@usually other public schemes) to provide the
start-up with side-investment up to € 200 thousait® conditions of such funding will be the
same as the HTGF by itself invests. This joint caotmrent in the first round of financing can not
exceed € 600 000. The conditions of the side-imvest are negotiated freely between the
entrepreneur and the other investor, but with tipeement of the HTGF. The side-investments
share of the whole funding can not exceed 50 %.

Follow-up financing: The maximum amount per comp@&g 1 million and the participation of
the Fund over start-up’s common stock can not ek@s6. The follow up financing is again
combination of debt/equity: i.e. in the form of opearticipation and subordinated loan. The terms
and conditions of the follow-on financing are theam® as those in the initial funding round.
However, if private investors are prepared to ihvasre, than High-Tech Griinderfonds would
subscribe, in certain circumstances, to the investnterms of these investors. So far, private
investors provided a total of 200 million eurosfumding rounds subsequent to the seed finance

175 Author’s note: for more information and reasay entrepreneurs in bank-centered system dobatdon control see: Shishido, Zenichi,
(2009), “Why Japanese Entrepreneurs Don't Give Umt@l to Venture Capitalists”, Hitotsubashi Unisily, Working Paper Series; The
assumptions that the author makes can be appieda@the German reality.

176 See: supra chapter Il for Black and Gilson&tly of “implicit contract over future control”, p1-32
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from High-Tech Grunderfonds. By additional fundingade available, HTGF certifies that the
companies chosen have high-growth potential. Thisacs private investor's willingness to
participate.

The cap on the amount of the initial funding makes investment too tiny. Certain sectdfs
would need more financing in order to reach theopad concept of their product and also the
“break-through” point where the business become#tpble. As theory proves, VC- backed firms
which receive too little money perform much worsart innovative companies that try to develop
their business model without VC involvement at #iljs insufficient availability of funds clearly
impacts adversely overall performance of the stpfte.

One questionable provision of the HTGF investmemins is the anti-dilution provision. The
subordinated loan is protected by anti-dilutionyismn in case of further rounds of financing. It
allows the conversion of the loan (including théerast accrued) at the time of the follow-up
financing into company’s common stock. The conwersis done economically at the same
conditions, to which the new investors participat¢he subsequent financing, this is the so-called
“full-ratchet basis”. The problem is that it willebhard for the entrepreneur to find investors,
independent from the HTGF network in case the Flerdes follow-up financing.

HTGF like private venture capital funds providesportfolio companies not only with capital, but
also with “non-monetary contributions” as guidammethe development of the firm’s product and
financial advice. The Fund built a network of higkperienced professionals: angel investors,
venture capitalists from other seed end early-stages, representatives from university and
research institution spin-offs and consulting firr@$ course, HTGF’s concept of coaching differs
from the seminal USA venture capital model whewe gleneral partner monitors thoroughly and
closely the portfolio company. In HTGF’s case tlssistance is provided “on request” and after
paying a fee in consideration for the service. Tkl is provided only until the point where the
young firm until follow-on financing has been oltad or until the enterprise is self-financing
from cash flow. In contrast, US venture capitaiiginitors the start-up quite longer until the point
of the exit (usually this is the point the firm gopublic). Hence, US entrepreneurs can enjoy
longer the gainful collaboration with the experiedcventure capital manager. Also, coaches
provide assistance with operational and strategittars, the establishment of relevant networks,
help with acquisition of further financing, and &/on what necessary adjustments should

177 Author’s note: such as: nanotechnology, ren&netiergy, drug development
178 Clarysse, B., Knockaert, M., and Wright, M. 2D Benchmarking UK venture capital to the US #srdel; What lessons can be learnt”,

survey London: British Venture Capital association
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business models undertake, while the “non-moneteoyitributions of the US venture capitalist

are brother in their scope.

Figure 4:4: Equity share of the entrepreneur, HTGF anl other investors at the initial round of financing source:
http://www.en.high-tech-gruenderfonds.de/financindiinancingterms

[@ INVESTMENT: Initial financing of max, 500.000 EUR

L@J OWN CONTRIBUTION: 20% 110% in the former East German states) [@j SIDE-INVESTORS

of the amount of our investment

4.1.2Investment criteria

The fund chooses its portfolio on economic critebat yet as a typical hybrid financial vehicle
pursues social gains as: dealing with the markefficiencies at the seed stage and “innovation
spillovers” by promoting only technology-orientatestart-ups with high growth potential.
Therefore, the HTGF is wiling to finance projedtattbear high technological and market risk and
hence are not attractive for private venture chpitathe same time, the evaluation of the portfoli
companies is made on the sound assessment ofsth@rofile; hence the candidate firm must
satisfy the requirements of the fund’'s investmemwlicy. Firstly, the start-up must have
“technological orientatioh meaning that the innovation has to be “challegfiand at a level
close to prove of concefiprototype being ready to obtain a patent, utiitgdel). What is more,
all the IP rights must be protected exclusively andeservedly and incorporated to the company.
Other big group of criteria are connected with thearket perspectivethe product/ service must
possess distinctive selling features that lea@dtognizable customer benefits (i.e. add valuedo th
consumer and to the society as a whole). Third etiteepreneurial team must possess the know-
how and determination to carry the business.

Interesting requirement is that start-ups seekingualify for investment must not be established
more then a year ago. The rationale behind thissidecis Fund’s portfolio to consist only of
companies in their seed stage. However, in theestif/practitioners (entrepreneurs and venture
capitalist) consider this requirement as artificealcompany can be in its initial phase even after

179 See: supra note 168
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one year from incorporation has passed. Problesavsre especially for R&D spin-offs from big
corporations. What is more, such a requirementthaspotential of not achieving the “social
gains” objective since high-potential start-upg theserve financing and fulfil all the other criger
may fell “off board”.

As a conclusion, the result of the survey shows$ HHBEGF operates in market segment where a
severe and persistent funding gap exists. Aftegstablishment HTGF become the most important
source of funding for start-ups in their seed st@ge figure 4:h As government instrument the
Fund succeeds in supplying its portfolio compamies only with capital commitments, but also
with the possibility to find subsequent fundingrfradhe private sector. What adds value of the
HTGF is the wide network of venture and corporagrmners that are ready to invest in seed-stage

firms.

Figure 4:5: Changes in the number of seed investmenin Germany in the years 1999 to 2008; sourceGeyer, Anton,
Heimer, Thomas, et al., (February 2010), “Evaluierungles High-Tech Griinderfonds”, Endbericht, Studie im Aiftrag des
Bundesministeriums fur Wirtschaft und Technologie, Ténopolis Group and Frankfurt School of Finance & Management,
available at: http://www.bmwi.de/BMWi/Redaktion/PDF/Publikationen /Studien/evalueirung-des-high-tech-gruenderfonds-
endbericht,property=pdf,bereich=bmwi,sprache=de, rwirtrue.pdf
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4.2. Ireland- the proactive government

Enterprise Ireland (El) was established in 1998aasierger of several different government
agencies, aiming to have single customer interfetiieh can offer tailored support for enterprises
across the Ireland. The agency is still developlmg, it is becoming increasingly effective in

performing its support functions. Enterprise Irelapursues innovative type of public-private
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partnering in order to provide “smart” capital tapport high-potential start-ups in view of
economic recovery and growth. As centralized govermt agency, El pursues wide range of
measures to promote VC industry. It takes the trotup” approach: the needs of every region are
taken into account and the appropriate policy meaisuadopted. What is more, Enterprise Ireland
provides not only financing, but advice and managggability developmeht. The structures
used by the Irish government to deliver financsdistance to High-potential start-ups (HPSUSs)
are both direct and indirect and are focused oaticrg hospitable entrepreneurial eco-system: both
at demand and supply side.

Direct policy measures do not rely on intermed&rénd provide the funding directly to the
intended recipients. Such programmes can be géneralved as being demand-side measures.
They never provide all the necessary financing edday the recipient firm, but they increase the
enterprises’ survival rate, they create demanadbsequent fundings:

* Incubators — direct program involvement in the legthment of incubators at or around
universities and research institutions. In additionfinancial resources, these programs
provide advisory services, training, and operafioassistance. An example iNew
Frontiers national entrepreneur development programme ilalmotation with more than
ten Technology institutes all around Ireland. Léwet in February 2012, the New
Frontiers Programme aims each year to supportrdegion of 100 high value, knowledge
based, and Irish owned busines&es

» Grants and subsidies — programs offer these onvardabasis, subject to fulfiiment of the
stated program criteria. An example is the HigheRtoal Start-Up (HPSU) Feasibility
Grant, which aim is to help entrepreneur to ingege the viability of a new export
orientated business or proposition. The maximumtgfanding available for a High
Potential Start-Up feasibility study is 50% of @hig expenditures. The maximum level of
grant funding currently available is €15,880 Another initiative: Competitive Feasibility
Fund for the North West Region provides grants focal (North West region)
entrepreneurs to investigate the viability of a regnificant growth orientated business.

The maximum grant funding available for the fedsibistudy is 50% of eligible

180 See: Arnold, Eric, Kuusisto, Jari, “Governmémiovation support for commercialization of reséarnew R&D performers and R&D

networks, Technology Review 121/2002, avalIabl%t%://www.iinnove.com/ upload/documentaire/P P-fep@if

181 Dimov, Dimo, Murray, Gordon, “Literature Survef/\Venture Capital Support Schemes in Europe”,damBusiness School, Project IFISE
(No. IPS029032PR)

182 See: L . . . .
http://www.enterprise-ireland.com/en/Start-a-Bussi-Ireland/Supports-for-High-Potential-Start-INesw-Frontiers-Entrepreneur-

Development-Programme.html o
183 Author’s note: for the eligibility criteria, ee

http://www.enterprise-ireland.com/en/Funding-Supg@ompany/HPSU-Funding/HPSU-

Feasibility-Study-Grant-.html
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expenditures. The maximum level of grant fundisgip to €25,000. Up to €200,000 in
grant funding, in total, is available to successimplicant$®*

Venture capital- in this case the government agtgtéelf as a venture capitalist by
investing directly into the chosen portfolio of HPS (see figure 4:6) The ownership of
the government venture capital fund is 100 % hglébblic sector entities®>. The “non-
monetary contributions” of such funds are the gnas provided in developing a market
entry plan, expanding start-up’s business netwark securing partnership or strategic
alliance with private venture capitalists. TheHrexample of such fund is the Competitive
Start Fund (CSF)® One noticeable drawback of the CSF is that it dussprovide the
opportunity private sector to commit capital aladgsthe public investment as it is the
case with the Dutch N.V. Brabantse Ontwikkelingsakdahappij (BOM) and the New
Zealand’'s Seed Co-investment fund. These funddaram co-investment syndicate with
accredited private players, chosen by certain r@itd hese programs encourage private
sector cooperation using upside leverage as at plisfribution structure. This is achieved
by the state funds assuming some form of suborelihand lower level investment return
than that available to the private invest®tsSuch kind of direct funds bare the highest
risk of failure, because public authority can netd substitute to a specialized financial
intermediary familiar with the “double-moral hazaradnd information asymmetri&s,
inherent in financing high-technology start-tfis Direct involvement in investing by
government agencies carries the material risk ofketadistortion through potential
misallocation of capital (“cherry-picking”) and tisensequent “crowding out” effect.

Other Schemes - these refer mostly to trainingragjmss, and network support offered to
young companies by the program agency in ordeowei costs and/or increase survival
rates. For instance, the Enterprise Ireland MeNttwork provides advice, guidance and
support, to help the start-up accelerate growth boild management capabifiy.
Another example is the Internet Growth AcceleratRmogramme (iGAP) is an intensive

management development programme aimed exclusatdiygh potential internet/games

184 Author's note, for eligibility criteria see:

http://www.enterprise-ireland.com/El_Corporate/anffing-supports/Company/HPSU-

Funding/Competitive-Feasibility-Fund-North-West-Reghtml

185 Murray, Gordon, (1999), “Early-Stage Venturepftad Funds, Scale Economies and Public SupportirMék Business School

186 Author's note: for more information sge

ttp://www.enterprise-ireland.com/en/funding-sagp/Company/ HPSU-Funding/Competitive-

Start-Fund-CSF-.html
187 Murray, Gordon, (1999), see supra note 184

188 See: supra, chapter |
189 Gilson R. J. (2002), see supra note 136
190 See: supra note 141

191 Author's note: for more information seg; L . .
Ettp://www.enterprlse-lreland.com/en/Fundlnq-Summompanv/ HPSU-Funding/Mentor-

Grant.html
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companies. The overall cost of iIGAP is €10k pettip@ating company and up to two
individuals from each company can participate. 7@Pthe programme fee is funded by
Enterprise Irelantd?

Figure 4:6: A structure of direct government’s investment in a start-up source: Legal Negotiation Worksop seminar
lectures, Handouts lecture No 2, held by D.A. Pena Dias Nunes, Tilburg University 2012
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GVC Fund Investment
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Enterprise Ireland has been investing in a rangeisif private venture capital funds as a limited
partner through the Seed and Venture Capital Pnoge2007-2019°

Separately to the Seed and Venture Capital Schamerprise Ireland and Bank of Ireland and
Allied Irish Bank plc have invested in a numbeiseéd capital funds as limited partners. The main
seed capital funds are:

* AIB Start Up Accelerated Fund — single sponsorhis Allied Irish bank plc with total
commitments €22m and managing partner is the ACAtwe capital LF*

« Bank of Ireland Early Stage Equity Fund (total coitnment €32m) is a joint fund
incorporated as limited partnership, built with tdsutions from the Bank of Ireland, the
University of Limerick Foundation and the governmagency Enterprise Ireland (the
limited partners). The general partner is Kerngbi@h LP. Investment is made by way of
equity and loan with an option to convert the I¢excluding any interest accrued thereon)
at any time. The payment of the loan is postpooe® fyears from the date of advance save
in certain limited circumstances and thereafterl db@ repayable on demand; the loan

ranks for repayment ahead of all other loans extteggte loans from a commercial banks.

192 See;
http://www.enterprise-ireland.com/en/Funding-Sup@@ompany/HPSU-Funding/I-GAP.html

193 Author’s note: for detailed information on thenture capital funds that obtained investmentmftbe Programme see: Irish Seed and

Vent Capital P , 2010 R t, ilabl L L . .
enture Lapital Frogramme eport, avaia ?lt?p:llwww.enterprlse—lreland.com/en/PubI|cat|<R@orts—PubI|shed—Strateq|es/Seed—and—
Venture-Capital-Report-2010.pdf

ee ) ) ) . . .
http://www.actventure.com/index.php?option=com_eat&view=article&id=323&Itemid=123
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The interest will be payable on the fifth anniveysaf the date of the loan or on conversion
whichever first occurs™
* Bank of Ireland Start Up Emerging Sectors EquitydEuBank of Ireland acts as sponsor

and limited partner with total commitment of €17llmn. The Fund is managed by Delta

Partners LP on behalf of Bank of Ireldft
The structure of all these funds is similar to time depicted offigure 4:3. The difference with
High-Tech Griinderfonds is that Irish funds are mpooated as limited partnerships (according to
the seminal US model) and hence advantage frombtlseness experience and management
expertise of professional financial intermediargr@an fund, incorporated in the form of GmbH
has internal management, consisting of experienogdstment managers with banking and
corporate background. The theory says that suttuetsre does not provide the management with
the financial incentives to monitor properly thertpaio companies. This might be true for the
typical venture funds, but HTGF offers the systeincoaching to provide advice to the
entrepreneur. Second, difference is that Irish @owent is a controlling shareholder of both the
AIB Group and Bank of Ireland. Hence, in fact ihthkese funds there are no private corporate or
financial partners, acting as co-investors. Oneaathge of government fund structured as a LP is
that the government (through its agencies or ctiattdanks) acts as a limited partner and the
actual investment decisions are taken by experéemeature capitalists, of course in accordance
with ex ante set guidelines by the state authsritie
An example of active involvement in the VC industhyut indirect- because government’s
commitment is not poured directly to the portfollyt is provided as a capital subscription to
private venture capital funds' investment capitalthe Innovation Fund Ireland. It is an Irish
government initiative designed to attract leadintginational venture capital fund managers to
Ireland. The Fund has up to €250m available to n@fmmitments to invest in private venture
capital funds. Its funding comprises two elemeitee first is exchequer funding of €125m which
is managed by Enterprise Ireland. Successful apomc who receive an investment from
Enterprise Ireland will have to commit to investiag least an equivalent amount in Irish
companies or companies with significant Irish opers over the lifetime of their fund. The
second element allows the National Pensions Resemd (NPRF) to invest €125m as part of its
private equity programm¥. The structure of this Innovation Fund Irelandrisfact “fund-of-

funds type” and reminds of the structure of Yozmagpamme gee figure 4:7)Using private VC

195 Author’ te: the K | Capital LP tehmet, ilabl ; L
uthor's note. see the Bernel Lapia € avatiable ahttp://www.kernelca]oltal.le/ investment/ seedfurtichih
196 See;

http://delta.ie/What%20We%20Do/_default.htm

197 See, L ) ) . )
http://www.enterprise-ireland.com/en/Invest-in-Egirg-Companies/Investors/Innovation-Fund-Ireland
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funds as financial intermediaries mitigates the t@mting problems inherent to early-stage
financing®® It is important that Innovation Ireland’s Fundisvestments are passive- made
through private VC funds whose managers are higidgntivised to add value to the portfolio
companies and increase the internal rate of reRnwofit distribution structure of the Irish fund is
private investors co-invegtari passuwith the public contributions. In order profit difution
effect to be achieved for the private investors dider the aim of the fund to attract foreign
venture capital in Irish firms) ordering of the balows is changed: public investor puts the
money first and gets the money out last. Thus,itfgrdntial timing the IRR of the private investor
IS enhanced. Part of the Innovation Fund Irelantira@dment to the VC Funds is structured as a
subordinated loan. The loan with interest creatdsvarage effect on the return of the private
investor when the returns from the fund exceed itherest rate. Correspondingly, losses are
increased with low performance. This is also aremtive for the venture capitalist to monitor

thoroughly the portfolio company and to maximizdasas possible their value.

Figure 4:7: Structure of the Innovation Ireland Fund, according to source: Legal Negotiation Workshopesminar lectures,
Handouts lecture No 2, held by D.A. Pereira Dias Nwes, Tilburg University 2012

Portfolio
Company |
In the case of scheme
one: Entreprice Ireland
one: B Portfollo

fund-of-fund manager Com pan\‘f | |
for managing the pool
committed by the
Excheguer

Portfolio
Innovation Company lll
Fund Ireland -
Portfolio
Company IV
In the case of scheme

vl MPRF iz the
funds-of-fund

Portfolio

manager Com pa nv V
Portfolio

Company VI

Up to date still there is no evaluation of the maion Fund Ireland. No results have yet been

published in relation to the thirty-two expressiafsinterest that Enterprise Ireland received in
relation to its first call which closed on 26 Noueen, 2010. These applications are now being
evaluated by Enterprise Ireland, in conjunctionhwiite National Pension Reserve Fund, with a
view to selecting appropriate investments which h@lp develop Ireland as a Global Innovation
Hub.

198 Author’s note: for details see Gilson R. JO@0 see supra note 136
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4.3. Japan- the venture capital that wasn’t

The Japan example of a hybrid fund is unique asmphasizes in partnering between the
government, corporations and institutional investdiis is due to the unique Japanese collectivist
culture where the bonds between contracting padresstrong and honoured. Typical venture
capital firm in Japan is a captive one, i.e. a glié/ of a big financial institution, usually atia

The capital of the subsidiary is nurtured by therf@f debt, rather than equity. Thus, the VC is
forced also to structure its commitment to the fpbd company as a loan with convertibility,
something that is undesirable for the entreprerngnce he does not have the opportunity to pay
the interest. The other possibility is the commiting® be structured as equity participation in
firm’s common stock, but with higher “equity kickét®. The situation is even more problematic
as it takes longer to Japanese ventures to redhTRe aforementioned explains why Japanese
capitalists invest in the later stages of firm'swth, where the repayment of their commitment is
sure and the expected rate of return is higher.tiFhe to successful divestment is shortened as
well. The goal of the entrepreneur is to creatdaaily firm”, that he is quite reluctant to cede
control to venture capitalist. The situation rensathe same, even after the change of law was
introduced, where a subscription of preferred stags made possif®. Something more, the
Antimonopoly law prescribes when the shareholdiags more then 25% the shareholder is not
allowed to control the Board of Directors. Thatisy, usually Japanese venture capitalist acquire
not more than 20% of the portfolio company that msethe investments made are relatively
smalf®. Thus the value-adding monitoring is no more ecoically feasible.

As the demand site is involved, innovation usuddlyes place at a corporate level or by R&D
spin-offs that remain closely connected and subsdiby the parent company.

This is the environment in which Japanese MinistfyEconomic, Trade and Industry (METI)
started the Innovation Network Corporation of Ja&lCJ) public-private partnershigde figure
4:8) with the Japanese major corporations. INCJ aimesaarfostering flow of technology and
expertise “beyond the boundaries of existing orsmtivnal structure$®> be they start-up
companies, medium-sized enterprises or large, lestad firms- and at building an ecosystem of
innovation. The INCJ is capitalized at 90.5 billigen, with the Japanese government injecting 82

199 See: Kenny, Martin, Han, Kyonghee, Tanaka, 8htkhe globalization of venture capital: the ca@aiwan and Japan”, Paper presented at
the International Conference on Financial systemorate investment in innovation and ventureterussels, November 7-8, 2002

200 Author’s note: for brilliant explanation whypmese entrepreneurs do not cede control see &higt@nichi, (2009), supra note 175

201 See: supra note 198, pp. 72

202 Seeg; o )
ee‘http://WWW.|nc1.co.|p/engl|;sh/
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billion yen and 16 private corporations providinguether 8.5 billion yef’*. This funding is used
partly as a combination of venture capital and “boiyt fund” to provide risk money to support a
growth strategy of small and mid-size companiestarfdcilitate consolidation among established
companie®*

Figure 4:8: The structure of INCJ, according to INCJ presentation, July 2009, available at:http://www.incj.co.ip/
PDF/091001.pdf
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In addition to being an active investor in new weas and fostering industry consolidatithCJ
seeks to serve as an “honest catalyst’- for netwaylamong technologists, functional/operational
experts and business professionals. In Japan, nmalustries retain “silo” mentalities and many
companies have a tradition of “going it alon&” INCJ undertakes the mission to overcome the
“capsulation” between Japanese companies as agiegatal barrier in order to foster innovation.
This task is given to the INCJ’s Innovation Netwdkmmittee in which technological experts,
PE and VC Funds managers, Public-sector profedsiand corporate investors interact.

The problem is that INCJ from the beginning laclkesacsector or stage specificity. The outcome is
that INCJ’s investments are predominantly dire¢tegrowth and buy-out activities as there are no
independent high-tech start-ups. Professionals lestablished bonds with their companies and
innovative projects happen inside the R&D departsiari the big corporations. This was the
answer of two Japanese professiofidlehen asked: “How would you estimate the influenée
INCJ on the Japanese VC market?” Consequently, n@dapa venture capital industry is
incomparable to the USA seminal model. When askigtidt is the influence of the global crisis
on the Japanese VC industry? Do the banks witht¢taw contributions from the VC and does the
government is involved more in order to cover theding gaps as is in Europe”, professor Zenichi

Shishido answered: “Global crisis did not affectedmuch Japanese bank system in order to cause

203 Ibidem
204 Author’s note: taken from Mike Lippitz, “Explag the Innovation Network Corporation of JapanGY’, Innovation Excellence, 14

February 2012, available at; . . . . . . o
Y %ttp://www.|nnovatlonexcellence.com/bloq/ 2012/GRExploring-the-innovation-network-corporation-apgn-incj/
205 Ibidem

206 Jun Saito - Research Executive at Nikon Cotjmorand Professor Dr. Masato Hisatake - Senioiciaffat the Ministry of Economy, Trade
and Industry (METI)
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banks to withdraw from venture capital. The voluafidundraising of captive VC firms remains
unchanged; they just invest in later stages. Acgegernment involvement in VC industry is
undesirable; it is better indirect measures tcaken, such as tax incentives”.

In August 2011 Innovation Network Corporation opda, Hitachi Ltd., Sony Corporation and
Toshiba Corporation announced that they have sigaedon-binding Memorandum of
Understanding to integrate their small- and medsimed display businesses, which are operated
by subsidiaries of Hitachi, Sony and Toshiba, imeaw company (“New C0”) to be established and
operated by INCJ. INCJ, as a public-private padhigrthat provides financial, technological and
management support for next-generation businepéass to invest a total of 200 billion yen in
NewCo in exchange for shares to be newly issudti@J) by NewCo as a third-party allotment.
Eventually, INCJ will hold 70% of the shares witbtwg rights of NewCo, while Hitachi, Sony
and Toshiba each expect to hold 10% of such stfar&his is the example of the partnering
approach to foster innovation undertaken by Japaparticular, corporate venture capital offers
strategic resources (such as technological syremje brand image&} and professional key
employees, whereas government helps raising addltfmance. This scheme works appropriately
for the Japanese legal and social environment hAetetis no place for the USA model of

independent VC firms. Or this is the Japanese verdapital that was not.

5. BULGARIA- THE UNDEVELOPED OPPORTUNITY

5.1. The environment

Venture capital and private equity in Bulgaria ardamiliar type of alternative class investments.
Due to historical, economic and cultural reasons$y ajuite recently scholars and financial
practitioners have started to speak about thissimgwand try to import the know-how from the
other European countries. By joining the Europeamobl in 2007, Bulgaria become part of
European Investment Fund’'s and European DeveloprBamk programmes for promoting

growth-potential SMEs. Experts predict that shodtter the EU accession a major break-through

207 S€€h 40w, inc.co.jp/PDFfe_20110831.pdf

208 Author’s note: In their study Dushnitsky anchar (2006) prove that high-tech firm take the lzehtantage of the “window on technology”

offered by CVC; See: Dushnitsky, G, Lenox, M.J.,H¥v does corporate venture capital create firme®&|wournal of Business Venturing 21, pp.
753-772
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would take place on the venture capital market HECApart from removing the administrative
obstacles, another reason why they expect thahteeest for the region would increase is that the
North American and Western European VC and PE nmdee already rather saturated, therefore
in addition to Asia, this region also had the ptités to be a main attraction for investdsit is
believed that the funds of institutional investdesgeting Europe would approach the CEE
region’s countries with reduced reservations dueetluced risks®. During all the period foreign
private equity and venture capital funds as engetire other East-European countries’ markets
have been making investments in Bulgaria as weltifferent regions (with good infrastructure
facilities and natural resources) and sectors flk&l-processing, tourism, computer technologies,
agriculture. These were in fact direct foreign siveents which were dealt under the Bulgarian
Foreign Investments act. In this sense there wdgemuine” venture capital industry in the USA
and Western Countries notion of the term. All theustries that received investments are working
in non-innovation sectors of the economy and thisrie more reason that they can not be taken
into account when estimating the Bulgarian VC indusAlthough an emerging economy has
many funding gaps to be covered (especially in tiherisis), the future prospective that venture-
backed high-tech companies could give the growtbetuns, so needed for a small open economy,
should be taken into account by the public autleit

Bulgaria is bank-centered economy. Commercial baaksly invest in small projects, or make
small loans. Besides, they require large collatarad prefer reduced risk. What is more, they
charge high interest. Banks very rarely held equitihe firms they finance. If they do that it It
stock from the largest publicly listed companiesigh are also scarce number in Bulgaria).

It is argued that in Bulgaria most equity investiseare made by so-called strategic investors - i.e.
international financial organizations like Interioaal Finance Corporation (IFC), European Bank
for Restriction and Development (EBRD), USAID e¥enture capital funds operating in Bulgaria
are just another proof of this statement - Globahkce (strong participation of IFC and EBRD),
Caresbac- Bulgaria (USAID money), Bulgarian AmaearmicBnterprise Fund, Europe Capital
Management- Bulgarian Post Privatization Fund, BMEBPPF (EBRD and PHARE monéy).

The participation of a well-known lead investorrfrahe above-mentioned organisations is critical

209 See: Author’s note: for deep insight on themnéd/C/PE funds development trends in CEE countses: Karsai, Judit, (2009), “The End of
the Golden Age” The Developments of the Ventureitaapnd Private Equity Industry in Central and téas Europe”, Institute of Economics,
Hungarian Academy of Sciences discussion papersDMT2009/1 and Sormani, A. (2003), “Central andt&an Europe: the accession years”,
European Venture Capital Journal, July-August,g3371

210 Ibidem

211 See: Economy Policy Institute, Bulgaria, (2000¢nture Capital Financing (a comparative stuly8, European and Bulgarian

i ", Vol 2, Number 4, pp 14, ilalbi . . )
experience’, volume umber =, pp avalam%t%p://www.epl—bq.orq/epl old/uploads/docs/pubsio@dasionald.pdf
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for the success of the incorporation of a ventaygital fund in Bulgaria. EVCA statistics also
shows that currently there is no domestic ventagtal fundraising, all the commitments of the
fund come from international organisation funds.

Generally, Bulgarian banks are unwilling to conitéd risk capital; the same is the situation with
the pension funds. Bulgarian pension funds arkrgitlan important actor at the capital market: so
far they have accumulated small funds, which cowtaffect significantly the market. The main
pension funds active in Bulgaria are organized msAsasociation. These are “Doverie” PLC,
Bulgarian Pension Fund, , “Suglasie” PLC, CoopeeaRension Fund, ODPF “Solidarnost” PLC;
they have been set up within the last five yeatsritag into existence the voluntary supplementary
pension insurance scheme. The regulation of theasign funds is provided by the Law on the
Supplementary Voluntary Pension Insurdgnte‘According to the Law pension funds shall only
deal in supplementary voluntary pension insuraratviies. The Law regulates the investments
and rate of return of the pension insurance fuiitie. earnings of the contributors are not cashed
but used to increase the amounts in their individeaounts. The contributors earn a return on
their individual accounts with the pension fundgeeding by several points the annual interest
rate accrued on the one month term deposits ircdnemercial banks. The rate of return varies
depending on the interest rate base used by tr@qgmefunds, on the return of investments made
by them and their overhead costs. The pension falidsate earnings representing the return on
the invested contributions of the participants. Tlagv on the Supplementary Voluntary Pension
Insurance sets the principles of the investmenicpadf pension insurance funds - reliability,
diversification and profitability. The assets ofetlwoluntary pension insurance funds may be
invested in: bonds, issued or guaranteed by theefBawent; securities tradable on regulated stock
markets; municipal bonds; accounts receivable ok bi@posits; real estate and mortgages as well
as other investment instrumerft$”

In a nutshell, the law does not allow pension fut@igarticipate in alternative kinds of highly
risky investments (and also not highly profitabsecartain rate of return must be met according to
the legal provisions) such as venture capital. Shene is the situation with the insurance
companies.

The tax environment is unattractive for ventureitehpnvestments as there is no legal structure

transparent for tax purposeseé figure 5:1 In its 2008 Tax and Legal Benchmark report

212 EVCA Yearbook 2012, ilabl t: )
€arboo avatable a http://www.evca.eu/uploadedfiles/Home/Knowledge {€en

EVCA Research/Statistics/Yearbook/Evca_Yearbookl2@if ) ) ) )
213 The Law on the Supplementary Voluntary Penbisarance is now part of the Social Security Cad@jlable at:

http://www.lex.bg/bg/laws/Idoc/1597824512

214 See: Economy Policy Institute, Bulgaria, (20G)pra note 210: pp 15, available hattt:p://www.epi-bq.orq/epi old/ uploads/docs/pubs/

04/occasional4.pdf
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EVCA?" did not include Bulgaria. . The corporate incorares should allow genuine business
costs to be offset against the actual businessniaso Bulgarian current tax regime creates
impossibility to offset capital losses against talpgains: if a non-resident person realizes both
capital gains and capital losses as a result i@de tof stock in Bulgarian companies the lossels wil
not be deductible from the taxable base. HoweveEuropean Commission report on removing
obstacles for venture capital from October Z8®8oted some positive changes:

» 10% corporate tax since 2007 (34.3% in 1999);

* 0% corporate tax in 138 municipalities with unéoyment rate higher than the average level;

* 0% capital gains tax - income from transactionsapital market (incl.public trade of shares on
stock exchange and private placement) is not taxed;

* 5% dividend tax as from 1st January 2008;

* 10% *“flat tax” for incomes of physical personace 2008;

It must be emphasized that the tax rate of thearatp income tax is really important factor for
investors (limited partners in a fund): low taxes de seen as incentive, but high ones as an

impediment for investments in venture capital askeds.

Figure 5:1: Transparent legal structure for cross-beoder venture capital investments, source: European @mmission,
(2007), Report of expert group on Removing Tax Obstdes to Cross-border Venture Capital Investments, \ailable at:
http://ec.europa.eu/taxation customs/resources/doments/taxation/company tax/initiatives small busings/venture capital
[tax_obstacles venture capital en.pdf

Investors”
State

Prowvides Capital

Ll -

Transparent

Invests capital/ Dividends on shares/
provides loan interest on shareholder loan

Portfolio Co. State T — [ ¥

Portfolio Co.

20 states inwvolved must classify the Fund as fully transparent

Another means of encouraging high-tech industnysatemand side is providing tax incentives to
SMEs. A good example of success stories is Irelahdre the implication of this approach has

lead to generating significant economic grattth

215 EVCA, KPMG, (October 2008), Benchmarking Eumpe Tax and Legal Environments, available at:

http://www.evca.eu/uploadedFiles/Benchmark.gdf o ) .
216 European commission, (October 2009), “Crossdéroiventure capital in the European Union”, sunymegport, available at:

http://ec.europa.eu/enterprise/newsroom/cf/_getaheri.cfim?doc_id=5646 ) .
217 Author’s note: for some ideas how the tax eminent can be improved see the section about teétaEVCA, KPMG, (October 2008), see

supra note 215
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Suitable structure in Bulgaria for the venture talps the KD (“komanditno drujestvo”), which is
close to the German KG: there are general partnghsunlimited liability and limited partners’
liability is limited to their fixed contributionstthe partnership. According to Bulgarian law isha
legal personality. Also, there is a possibility tteneral partner to be structured as a legal emtity

a form of company with limited liability, similarotthe German GmbH or French Societe a
responsabilite limitee. The problem however istthetreatment of such an entity.

As investment phase of VC cycle is concerned E¥&atatistics shows that total number of VC
investments is in early and late stage, no investsnat seed stage at all. The preferred industries
are Communications and Computer/consumer elecgonic

As was emphasised many time before, exit strategiescritical for a vibrant venture capital
sector. The most realistic exit strategy for veatoapital funds in Bulgaria is acquisition by
another investor. Rarely entrepreneurs/ownersefrthestee company can acquire back the whole
company from the venture capital fund. The oth@bpble exit strategy is initial public offering
(IPO) at the Bulgarian Stock Exchange, which isufetgd by the Law on Public Offering of
Securitie'®. The procedures for initial public offering areitgutime consuming and heavily
regulated. What is more, the capital market is wol@eeloped: the primary market is almost non-
existent. All the companies launched on the Budgarstock exchange were not start-ups, but
privatized companies. Virtually all stocks currgnttaded on the stock exchange are either the
company stakes sold through the mass privatizadiothose of the former privatization funds.
Potential issuers do not prefer direct financingnpared to other means of financing of their
investments. With a few recent exceptions (Balkanpia and Neftohim that were acquired by
foreign investors) no companies raise new equityufh the stock exchange.

Last but not least, a vibrant venture capital indusieeds adequate entrepreneurial culture.
Bulgarian entrepreneurs do not like the idea oingjwp ownership to “an outsider”, pretty much
like their Japanese counterpaffs What is worse, anybody assuming entrepreneuisil is
considered “foolish”, the situation is pretty mutie same as it was in Germany at the time WFG
was created’. Due to historical reasons, lifetime employmenthwbig company or state body is
preferred to starting own Business. However, irenégears, due to economic changes and high
rate of unemployment the trend is people to becomee entrepreneur-orientated since they are
pushed to by the environment. High tax rates wduald the returns for the entrepreneurs and their

investors at the upside. Bankruptcy has negatieektesponse and the Bankruptcy laws require

218 EVCA Yearbook 2012, see supra note 216
219 Author's note: available aHitp://www.bse—sofia.bq/pdf/LaWEN.pdf
220 See: Shishido, Zenichi, (2009), supra note 175

221 See: Hellmann, Thomas, (2000), supra note 145
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personal guarantees from the entrepreneur, itssiple he as a person to be declared bankrupt as
well as his firm. Another problem is the lack of mgement skills and experience in running the
complex tasks of the start-up business. In Bulgagtwork of coaches and angels that would
provide professional advice is still underdevelaped

As a conclusion Bulgarian venture capital environtme quite unfavourable. Public authorities
must take simultaneous measures both at the demrahdsupply side in order to create a VC
industry. The government must start first with nedt measures (as Lerner says “setting the
table®®: by promoting R&D in order to cure the lack ofailow and by adopting the
appropriate laws (especially the Tax and bankrupgggl framework and the IP protection). This
is step one called “preparation of VC markét” The second step “Creating VC markét”
involves active and direct measures by the goventbna@ming to increase the supply of VC. In
this phase public authority aligns the financialantives of the private limited partners in order t
attract them to VC investment class.

5.2. Some positive trends.. %

Bulgarian Development Bank (BDB) was establishedrahe adoption of a special law by the
Parliament of the Republic of Bulgaria in April Z00The aim of this financial institution is to
support micro, small and medium-seized enterpngea range of financial products, such as pre-
export direct and indirect financing, guaranteesgtterm investment financing and risk-capital
financing. In addition, the Bank will attract math and long-term local and foreign resources and
grants intended for economic development. AccordmBulgarian Development Bank Act 2009
the Bank is incorporated as Joint Stock Compang ddntrolling shareholder (with 99, 99%) is
the State (represented in the shareholders mekyirthe ministry of Finance). The governance
system is two-tier with managing board and superyi®oard. There is a possibility shares to be
subscribed by the European Investment Bank (EIBg Touncil of Europe Development Bank,
European Investment Fund (EIF) and Development Bastkother Member States, but state’s

majority stake of 51%s un-transferableThe BDB can receive credit lines and loans fronsé¢he

222 See supra note: 133
223 See: Meyer, Thomas (2007), supra note 123
224 Ibidem

225 Author's note: information about the BulgariBevelopment Bank is taken wholly from its WEbSiﬁ?t:p'//www bbr.bg/en/bulgarian-

development-bank.html
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institutions, as weff®. The BDB have two joint stock companies as itssaliaries: The National
Guarantee Fund (NGF) and Capital Investment Fur#)(These are the two instruments that
government will use to promote high-potential SMEBulgaria.

The controlling stake (51%) of The Capital Investitnéund is held by the BDB. Shareholders in
the Fund may be local, foreign and internationalarficial and credit institutions (and not
involvement of corporate sector at all). The Foad bne-tier governance structure with Board of
Directors and shareholders’ meetings. The Fundtailé equity positions in small and medium-
sized entities in order to encourage their competess and R&D activities. The law does not
allow the Fund to take more than 34% of SMEsS’ comnsbock. In addition, management
expertise will be provided by investment manageis @conomic professionals. On paper the idea
seems nice, it resumes the German experience WiH;1as the structure of the fund is the same
(see Chapter 1V, figure 43 The possibility the Board of Directors to seg tbonditions under
which the Fund will participate in the investee @amies’ capital is a try flexibility of in
negotiating the terms of the financial commitmenmtbe introduced. However, there is also the
danger of wrong management decisions as usuallydBofadirectors, consisting of government
and big financial institutions representatives ramiliar with equity. Here, the Fund faces
problems pretty much the same with the VWEGThe Capital Investment Fund does not have
considerable success and in December 2010 afteviateof the Bulgarian Council of Ministers is
restructured as wholly-owned subsidiary of the BDBero financing Institution (MFI) Jobs that
simply provides investment loans and working capaans, and leasing for industrial equipment
to micro and small entities, without holding equithus, the idea of venture capital is abandoned.
Bulgarian government is aiming to fill the genefahding gaps in the economy, but without
concentrating on high-tech sectors and high-pakmind risky start-ups with innovative ideas.
The resources are committed to firms acting inaalye established sectors of the economy
(agriculture, industry, tourism). Other disadvamtag that there is no strategic partnering with
private corporate sector as it is the example dEBP8OI Fund or German HTGF.

The National Guarantee Fufitlinvolves partnering with biggest commercial baitk8ulgaria.
NGF offers to the commercial banks guarantees wltetrups less then one year old are provided
with investment loan or working capital loan. Theagantee coverage up to 50% of the loan (in
figures: up to 125 000 euro). As a conclusion gonent takes old-fashioned, typical for bank-

226 Author's note: for more information about Banksartners and their relationship se@itp://mwww.bbr.bg/en/  duplicate-of-

%D0%BC%D0%B5%D0%B6%D0%B4%D1%83%D0%BD%D0%B0%D1%80%D0%BE%D0%iBa%BD%D0%B8-
%D0%BF%D0%B0%D1%80%D1%82%D0%BD%D1%8C%D0%BE%D1%80%D0%E8.ht

227 See: the commentary of the WGF in Gilson, (20hgineering a venture capital market: Lessanmfthe American experience”, supra
note 136, pp.39-42

228 Author’s note: for more information S%?t:p'//bdbank ba/en/goals.htm
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cantered system measures for promoting SMEs angoeto growth. It would be better not to
rely on banks’ active involvement in investing pgss, but to incentivise them to contribute funds
as limited partners and encourage other typestefnrediaries (venture and private equity funds)

to choose the investment portfolio.

5.3. VC engineeringd?®

Bulgarian VC market is in the creation phase. Itstnibe understood that most successful VC
programmes are funded by the governments, but nednag professionals from the private

sectof*’. Consequently, direct structures as the one of FHi66Gthe Dutch BOI are not suitable at

the early stage when the VC market is under deeelopfterwards, when the industry have its
roots such measures are valuable to stabilize the&ken or assist it in time of economic

downturng®.

Consequently, Bulgarian government must have skpeliay aims:

1. Becoming part of the globalizing venture capitalrkes since the industry can not exist in
isolation. Besides, the European Union policy isrémove obstacles in cross-border
venture capital in order to create single marketvé&snment must adopt new legislation
accordingly in order to be easy foreign generalngas to manage multi-national assets and
invest in start-ups in Bulgaria.

2. Attracting foreign venture capitalists’ investmesipertise and networks of contacts to
Bulgaria by aligning the proper compensation strieg when returns are distributed.

3. Creating competitive domestic VC market at the dehsde

The know-how of New Zealand and Israel that credibedt VC industry from zero and the Irish
experienc&” are valuable in this respect. The best structurgdvernment involvement when VC
markets are in their developing stage is the “fofflinds” (FOF) structure, where the state
provides part of the pool of finance along withvpte investors and this pool is subsequently
allocated by FOF manager to a number of independ€rftunds gee Chapter IV, figure 4)7The
public participation in the Yozma example was lign 50 % of every fund. This is reasonable to

be implemented in the Bulgarian structure as wmdcause the aim is private investors to be

229 O'Shea, M. & Stevens, C. (1998) Governmentéaagure Capitalists. The OECD Observer. No. 213
230 Author’s note: as all the literature surveyadeads to this conclusion.

231 See: See: Meyer, Thomas (2007), supra note 123

232 See chapter IV, about the fund-of-fund streectfrinnovation Fund Ireland, pp. 63.
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encouraged to commit funds. Another reason for susblution is that in a time of crisis public
money are scarce and it might be unreasonable ke toa large commitments in a risky industry
which is still in its infancy. It is suitable Bulgan Development Bank to establish a wholly owned
subsidiary, which will be the Fund-of-funds. Thiabsidiary will only invest in VC funds
(predominantly foreigh®® and afterwards in domestic as well) which havenbseccessful in
raising matching capital from private investorseTdmount invested in a VC fund can depend on
the overall fund size as well as the investmergestnd focus of the fund. The initial capitalizatio
of the fund must be not less then 25 million euramider to be of optimal scale and make the
difference at the market. The level of public fyratticipation shall not exceed 25% in every VC
fund. So overall the targeted level of the capitakested in Bulgarian economy would be 100
million euro. This would lead to mass of capitahttiwould really “make the difference” and
launch Bulgarian VC industry. There will be distribd to a limited number of investments
(around 6) in order the commitments not to be tomy” and go to only high-quality funds. Also,
another outcome of the limited number of contribog of the government FOF is that the private
venture capitalists are incentivised to join fast.

FOF structure’s advantage is that the governmepaigsive; it is the experienced venture capitalist
that takes investment decisions which start-ugmetbnanced. The public fund can only participate
as limited partner. Of, course, in order sociahgdop be achieved as well, government will choose
VC funds that meet certain conditions: for exampiesesting in sectors where “knowledge
spillovers” are needed: as pharmaceutical, telecanrations or computer software. As good

examples of policy objectives can be stated theuation Fund Ireland ones:

“Increase the number and scale of innovation drigad high-growth businesses in the
country.

+ Increase the availability of smart risk capital fearly stage and high-growth companies.

+ Attract top-tier venture capital fund managershe tountry

. Attract, leverage and develop entrepreneurial talei*
The Fund-of-funds must co-invest with private play® commercially viable ways, meaning that
private venture capital firms must not be subsidizethe form of grants, deductions, downside
protectiorf>>.

233 Author’s note: by country of establishment

234 Author’s note: se%: L . . . .
ttp://www.enterprise-ireland.com/en/Invest-in-Egirg-Companies/Investors/Innovation-Fund-Ireland
235 Author's note: for the negative impact of doidesprotection on Hybrid funds performance seectise of WFG in Becker, Ralf, Hellmann,

Thomas, (2002), supra note 145 and JaaskelainekkoMMaula, Marco, Murray, Gordon, (2007), “Profitistribution and Compensation
Structures in Publicly and Privately funded Hybvienture Capital Funds”, Research Policy, Vol. 36, K, 2007

74



It is important public participation in the privaéC funds to be structured as equity, because if
venture capitalist receives his capital as a laarsHorced to pay interest, but since venturetahpi
investments are locked for a certain period of tim@e-ten years maybe more since the cycle
becomes extended in time of economic crisis), uindesirable to force venture capitalist to pay
the interest from his initial capital. Private isters (as it was the case with Yozma) will be
provided with leveraged incentive from the upsideotigh the right of call option. This is the
opportunity private investors to buy governmentiare at a predetermined price (the initial price
of the shares and some interest) by the end dfiftheyear. That would serve as a capped return
for the public investor and will increase the expdclRR for the other limited partners and
incentivise them to participate in the fund. Ins@@& compensation for good performance will
incentivise the general partner to put value topbefolio companies, as well. The option has one
important additional benefit that concerns the juinivestor. In case of success, government gets
a quick exit from the fund and can reinvest thecpaals, instead of waiting for the returns in VC
fund’s terminatiof®,

In addition there will be a requirement the fundigilele for public funding to have at least one
other big, famous financial institution or corp@atvestor. The aim is “collective learning” and
VC cooperatioft’”.

In Bulgaria there is no developed reputation marketorder to fix this problem, the general
partner of the eligible funds must invest at |ed¥¥% of the fund’s total commitments (not only 1
% as it is the seminal USA model) in order to eastimat he will have a direct share of the
downsides and hence is incentivised to manage pyoie portfolio. This requirement enhances
his returns in case of success as well. This schesseadopted at first by Chilean fund COREU
Examples of venture capital funds (that alreadypaesent in Bulgarian’s market) that can be first
beneficiaries of the proposed structure are NEVE @leveri*® and LauncHuf™.

It is important to note that the government hyldudd from the beginning must concentrate only
at seed and early stage investments to VC fundsdis with high-tech sectors, not at all the
private equity spectrum and certainly not at atids of start-up businesses; otherwise the creation
of the VC industry would be hindered. It is suimalgrivate funds that deal with IT, software,

telecommunications and life sciences to be targascBulgaria has R&D potential in these areas.

236 See: Meyer, Thomas (2007), supra note 123
237 See: Avnimelech, Gil, (2009), “VC Policy: YOZMPRrogram 15- Years Perspective”, DRID, Paper piteskeat the Summer Conference

2009 at CBS - C h Busi School, dabl ) ) )
a openhagen Business school, ava :%tetp://WWWZ.druld.dk/conferences/wewpaper.php’aﬁDS&cf:SZ
238 See: Meyer, Thomas, (2007), supra note 12322p.

239 SeEiwzttp:llwww.neveq.com/about.html
240See;

http://eleven.bg
241 Se?-:‘httg:lllaunchub.com
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Afterwards, new hybrid funds (with different struc¢, where the public-private fund directly
invests in the portfolio companf@8or government strategic partnering with privatetqers) can
be launched, but this is a matter of VC market mitgif®

6. CONCLUSION

The future of the venture capital is more and moterconnected with the government's
involvement in the VC industry. Venture capitalisee governments as prospective limited
partners. Consequently, the question for acadeesearch is no more: should the government

actively participate in the VC cycle; the questisnvhat structures are most suitable to do so.

For the purposes of this study in chapter 1 the U&Ature capital model was taken as a
theoretical example and on its grounds a compaanalysis was made of the Western European
and Japanese ones. Undoubtedly, USA has createibléleand lucrative contractual model
between capital providers (the institutional inees), intermediaries (venture capitalists) and the
entrepreneurs in order crucial financing to the tmisky and uncertain early stages of high-
potential firms life cycle to be assured. Leadinterhas the VC manager who in response of the
difficult environment will employ a number of tool® mitigate agency conflicts among
entrepreneurial firms and outside investors, thetnmportant of which are the monitoring and
advice provided to the start-up and the alignménthe incentives in time of the exit. In fact these
are the “non-monetary aspects” of venture capitaricing which appear to be critical for the
proper functioning of the venture cycle. Namelysihaspects are often missing when US model is
adopted in other countries. This is due to diffee=nin political and economic development,
corporate ownership regulations and business eulttr chapter 2 are explained the main

differences between the US and European ventuigatap
1. principal sources of funds for venture capital stugg
2. the legal form under which the European VC fundsaganized

3. investing attitudes of the fund managers: they olopnovide the start-ups with the crucial

“non-monetary” contributions, thus the agency s@se not mitigated

242 Author’s note: like Germany
243 Author’s note: like Netherlands
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4. The method of divestment: European stock markete feen “unwelcoming” for fast-
growing innovative start-ups without a proven traekord. The typical company which
lists is established, operates in a mature sectdrgaes public not because it needs new
capital for investment. There is no demand in theogean capital markets for SMEs
shares, hence no liquidity and no demand for siastwilling to go public.

The European VC industry is too young in its stadedevelopment and it is far from self-
sustainability. Its evolution was distressed by therent economic crisis. As long as investors’
bias in favour of private equity remains, availahleds are not channeled to where they are most
needed: to provide equity finance to innovativedsead start-up SMEs. The explanation why
European investors shun away from VC class invastnsethe high levels of risk and severe
information asymmetries that accompany the eadged of small and medium-sized innovative
firms. It is often uncertain and challenging fomte capital managers to add value to the start-
ups and create a positive internal rate of retornthie investors. In additiofuropean VC funds
generate lower return when compared to their USiieoparties and secondly, they lag behind when
compared to the private equity asset class. Theadd are intensified by the current economic risi
Investors concerned about their own scarce caghtah away from riskier asset classes, thus “drying
up” even more the scarce investments in venturgatafonsequently, investors would prefer to
pour their money in more mature and establishednoertially successful companies that provide

certain and higher returns and lower risk.

There is other side of the medal, too. As the EV&datistics in chapter 2 shows it seems that
venture capital industry is remaining unscathednduthe credit crisis if compared to the growth
and buyout markets, which suffered a sharp dechiegce, it can be hypothesized that the credit
crisis has made returns from venture capital imaests more favourable than returns from other
types of private equity. At least, the high retutmgrivate equity in the past few years were drive
by inexpensive credit so taking away that cheagithas brought private equity returns back into
line with other investments. Here is again the ptiva role of public authorities that can try to

stabilize the positive trends.

The second problem is legislative: before the gmgicurred, banks and insurance companies were
some of the greatest contributors of funds to thpply side of the VC industry in Europe
However, because of the financial crisis, they fiaee stricter rules (Basel Il and Solvency Il) on
committing money in riskier asset classes, sucreature capital. There is a potential risk thas thi

recent legislative change in the prudential regutaframework further to transform venture
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capital in a less attractive investment class,itgplanks and insurance companies to scale back

sharply their contributions to VC fundraising.

As a consequence, the average size of a typicalpgan venture capital fund is significantly
below the optimal size for this type of fundingtimsnent and hence the IRR for the investors is
lower. As a consequence of being below the optsiza, European funds invest only 20% of their
US counterparts but support nearly twice as manypamies. This means that in Europe the

demand for VC finance in Europe far exceeds thelsup

It is the government that can step in as a leashwgstor in order to stabilize the VC market and
help private sector overcome the consequencesadbnomic crisis. Governments’ involvement
in venture capital industry is based on the “ppheiof additionality”: its capacity to provide

additional finance that would have been unavailaiileerwise or facilitate financing on more

favorable terms in order certain policy return @ &chieved, or channeling sources in more
attractive conditions in order to be establishedl-werking venture capital system. Governments
can allow themselves to address market failuresligandlity gaps since they allocate taxpayers’

money and are able to bear more risk as investors.

The comparative analysis between Germany, Irelarttd Japan shows that there is no “golden
formula” to engineer a hybrid venture capital fuadld no rules how to foster innovation and
economic growth; all public attempts are just expents over the seminal US model. Solutions
taken in different countries reflect their own gyss of innovation, levels of entrepreneurship,
political and economic development, varying labpuactices, corporate ownership regulations,
educational achievements and business culture. tomgehat can work completely successful in
one country can be a failure in other, if the pubdiuthorities underestimate the existent

environment and the stage of development of thand@stry.

Hybrid fund structures can vary from country to itvy, but basically practice has proven that two
main types of vehicles are successfully operatifige first one is the model of “equity enhancing
program” where the government involvement (eithedioect investment to the fund or acting as a
guarantor to other funds raised) enables additiandl cheaper funds to be raised via creating a
leverage advantage to private investors. Usuallgh hybrid funds are structured as investment
companies which invest directly into the portfadiempanies, where the government is involved as
founder and main sponsor. The management is delbgatthe fund by itself (by the board of
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directors, consisting of private sectors profesai®n An example of such a fund is the first case
study in Chapter 4: about the German High-Tech Geifond$**.

The second case study about Ireland shows thahimder of initiatives public authority follows
closely the USA model: the government and a gengaeher- a private VC firm- form a hybrid
fund, incorporated as a limited partnership. Theegoance of the fund is let to the venture
capitalist that has the full operational autonorayathieve commercially attractive investment
returns. Hence, public investor benefit from theibess experience and management expertise of
professional financial intermediary. HTGF, incorp@d in the form of GmbH has internal
management, consisting of experienced investmentages with banking and corporate
background, but the theory says that such a steictaes not provide the management with the
financial incentives to choose and monitor propémnky portfolio companies. The drawback of this

structure is that private sector is not attractetinited partner as wéff.

The third example of direct commitment of the hgldtind to the portfolio of innovative start-ups

is the Japanese Innovation Network Corporation aggad (INCJ). The structure is a unique
partnering with corporative investors: in particul@orporate venture capital offers strategic
resources (such as technological synergies anddkraage) and professional key employees,
whereas government helps raising additional finahcéact this is not a venture capital in a strict
sense, because in Japan there are few indepen@dents. Hence, the social benefit is in

Japanese government promoting the creation ancheefmeent of networks and exchange of ideas

between corporations and financially helping thepoeations in their project¥’

The second type of successful hybrid fund struatitke so-called “fund of funds” where the state
and other investors form a pool of finance (thedfaftfunds (FOF)) that is subsequently allocated
by the FOF manager to a number of independent \W@dfult is the private VC funds that invest

into the innovative start-ups and the commitments lbased on purely economic criteria.

Consequently, private venture capitalists barerile of losses and hence have the incentive to
monitor the portfolio companies carefully. The mastent Irish initiative- Innovation Fund

Ireland is structured this wa/.

Chapter 5 is a case study on Bulgaria- an Easteropean developing country with young market

economy. Bulgarian VC market is in the creationgghddence the government must adopt wide

244 See: subchapter 4:1, pp. 53-58
245 See: subchapter 4:2, pp. 61-62
246 See: subchapter 4:3, pp. 64-66
247 See: subchapter 4.2., pp. 62-63
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range of measures, aiming both to promote the déraad the supply side of the venture capital
market. For example, the “setting of talf” can begin with favorable corporate income tax
treatment for venture capital funds and creatingpvation hubs with universities and research
institutes. It must be understood that most suéee¥<C programmes for active involvement in
VC industry are funded by the governments, but rgaday professionals from the private sector.
Consequently, structures for investing directlythe portfolio companies as the one of HTGF are
not suitable at the early stage when the VC maiketinder developed and the investment
management professionals are missing. Afterwardsenwthe industry have its roots such
measures are valuable to stabilize the market eistag in time of economic downturns.
Consequently, the study proposes an indirect “Fainflind structure”, the know-how from
Israel’'s Yozma programme, New Zealand Venture Itmaest Fund and Innovative Fund Ireland
can be adopted. The main aim of the government Wildbe to attract foreign venture capitalists’
investment expertise and networks of contacts tlgdia and to follow the European trends of
“globalizing” and creating a single transnationahture capital market.

In the end one reservation must be made: in thikvitois presumed that the governments
themselves have “free capital” to pursue sociahgaia venture capital funding of high-potential
start-ups. Recently, the Irish economy has beefersufj from financial constrains and as its
venture capital industry is highly dependant onelmise Ireland funding, a failure in the hybrid
funds could be expected to occur. In such a sagndapan model would be the most suitable as

the corporate venture capital would fill the gagundraising that the government would leave.

The future of venture capital is unpredictablebasat least two things are certain: firstly, obly
partnering between public and private players at tharket the crisis can be overcome and
innovation and economic growth can be promotedorsdly, existing venture capital funds will
have to choose between downsizing and becomingtithei funds or “thinking big” and

becoming globaf”®.

248 Lerner, Josh, Lerner, Josh, (2009), BoulevaiBroken Dreams: Why Public Efforts to Boost Enteapeurship and Venture Capital Have
Failed- and What to Do about It”, Princeton Univigr®ress, Princeton, New Jersey

249 Editorial, (2009), “Venture capital in crisis¥enture Capital, An International Journal of Epireneurial Finance, Volume 11, Issue 4
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11.Innovation Investment Fund:http://www.innovation.gov.au/Innovation/Policy/Page
InnovationinvestmentFund.aspx

12.Innovation Network Corporation of Japan (INC3f)p://www.incj.co.jp/english/

13.Internet Growth Acceleration Programme (iGAR}tp://www.enterprise-ireland.com/
en/Funding-Supports/Company/HPSU-Funding/I-GAP.html
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14.Kernel Capital LPhttp://www.kernelcapital.ie/ investment/ seedfurtichh

15.New Frontiers national entrepreneur development gnamme in Ireland:
http://www.enterprise-ireland.com/en/Start-a-Buss®-lreland/Supports-for-High-
Potential-Start-Ups/New-Frontiers-Entrepreneur-Dawament-Programme.html

16.New Zealand Venture Investment fund (NZVIF):
http://www.nzvif.co.nz/entrepreneurs.html

17.The National Guarantee Furtdtp://bdbank.bg/en/goals.html

18.UK’s nine Regional Venture capital fundsttp://www.thecapitalfund.co.uk/links/
regionalvcfunds/

19.Yozma programmattp://www.yozma.com/home/
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