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VENTURE CAPITAL AS A CATALYST OF BUSINESS DEVELOPMENT IN LITHUANIA
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Article tries to establish whether (and how) appropriate financing sources — espaclally venture capital funds - could reveal
any strategic opportunities of new and innovative companies and of the whole national economy. The question is raised about
which ~ private or public — venture capital is more able to solve the problem of Iinsufficiency of capital for the beginning of inno-

vative businesses.

Keywords: venture capital, public venture capital fund, innovation.

The sufficient supply of capital is the essential condition
for the creation of new businesses, and the share capital,
especially the venture capital, is particularly important for
the establishment and development of the enterprises hav-
ing a high growth potential, and exactly such enterprises
mostly face the problems of start-up financing. The venture
capital is usually offered by the investors ready for the
higher risk in exchange for the potentially higher return of
the investment.

The goal of the research is to establish whether (and
how) appropriate financing sources — especially venture
capital funds — couid reveal any strategic opportunities of
new and innovative companies and of the whole national
economy. The methods of the research cover a compara-
tive analysis of scientific literature and a correlation analy-
sis. The article starts from the importance of venture capital
for the development of new and innovative businesses,
and presents the results of the empirical research. Imper-
fect market situations are discussed later and the question
about whether public venture capital fund would operate
better under these specific circumstances is raised. The
paper ends in conclusions and proposals for the develop-
ment of the national venture capital market,

Venture capital as the source
of innovation financing

The importance of venture capital in economy is related
to its role in financing new innovative enterprises, as the
bank-specific financing for the latter ones is mostly inag-
cessible due to the insufficiency or the absence of the
pledges [1]; the capital markets are, in turn, accessible only
to the major public limited liability companies. The similar
results are also revealed in the research conducted by the
Social and Economic Development Centre [2] in Lithuania:
key obstacle faced in establishing and developing new
business is the fack of financing, and in search for the fi-
nancing, the major chailenge remains the fact that much
property must be pledged in order to receive the financing
[3]. Moreover, while assessing the risk, the banks have

Table 1. Correlation batween private equity investments

become even more careful afler the crisis of the years
2008 and 20089.

Venturs capital has also positive effect on-creation of in-
dustrial clusters ensuring positive external effects on techno-
logical innovations. Nevertheless, some authars [4} state that
there is oplimum size of venture capital market in a country:
toc much venture capital can. actually reduce, and not in-
crease innovalive efforts of companies. This can happen
when too much venture capital provides easy conditions for
the new technological companies to establish: in that case
venture capital can reduce R&D expenditures of well-
established businesses. Such assumption is based on idea
that the more venture capital (or, generally, essential compli-
mentary assets), the easier key employees of the corporations
can leave office and start their own business which reduces
profit of their former workplace, and also the investments in
R&D. On the aother hand, the negative affect of the incentives
may be regulated by legal measures, e.g. by prohibiting ex-
employees to start their own businesses for a certain period of
time (nan-competitive clauses) or to take the valuable knowl-
edge away from the enterprise {confidentiality clauses).

Existence of empiricat relationship between private eg-
uity (including venture capital) investments and national
innovation capacity could be showed with the help of data
provided by the European Venture Capital Association
about private equity investments in different European
countries (as a percentage of national GDP in the EU
Member States, Swilzerland and Norway) and data of na-
tional innovation indicators, e. g. the Global Innavation in-
dex 2011 estimated by the INSEAD business school [5].
Between the series of previously mentioned data a positive
correlation of medium strength is obtained {correlation co-
efficient is 0,58). The correlation coefficient of similar
strength is also obtained having repiaced the Globat Inno-
vation Index data with the Summary Innovation Index esti-
mated by the EU [6]. Then, correlation between private
equity investments into national economy (expressed as a
percentage of GDP) and the Summary Innovation index of
the country would be as foliows (Table 1):

(as a percentage of GDP) and Summary Innovation Index

Year Correlation coefficient
2006 0,57
2007 0,56
2008 0,55
2009 0,53
2010 0,55

Source: EVCA, [6], authorial computation
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Therefore, in order to increase national innovation ca-
pacity together with country's competitiveness in interna-
lional markels, where only innovative products are com-
pelitive, it is of utmost importance for the country to create
favorable conditions for the development of alternative fi-
nancing sources including private equity market and ven-
ture capital funds.

Besides, it is possible to show that there is also a rela-
tionship between country's innovation capacity and the
part of employees working in high technology sector
comparing to the tetal workforce of a country. Correlation
and regression analysis carried out using the Global In-

novation Index 2011 data and Eurostat data about em-
ployment and salaries in high technology sector shows
that there is a positive strong relationship (correlation
coefficient is 0,73) between country's innovation capacity
and the part of employees working in high technology
sector. Determination coefficient which equals 0,53 indi-
cates that more than a haif of workforce dispersion in the
sactor of high technologies could be explained solely by
data of the country’s innovation capacity.

Similar results were obtained after having used the
Summary innovation Index data and the same data of em-
ployment (Table 2):

Table 2. Correlation and determination between Summary innovation Index and employment in high-tech sactor -
(as a percentage of total employment)

Year Correlation coefficient Determination coefficient
2006 0,75 Q0,56
2007 0,75 0,56
2008 0,72 0,52
2009 0,71 0,51
2010 0,73 0,54

Source: EVCA, [6], authorial computation

Thus, venture capital acls as a catalyst among new
ideas and their potential markets. Without finding financing,
new ideas cannot become new products/services for new
{often still not existing) markets. Therefore, financing of the
new ideas is also a development of the new (fulure} markets.

Unfortunately, financial crisis of 2009 reduced private
investors' wish to finance the innovative companies [7];
therefore, the question is what could become a catalyst of
venture capital market itself. We think that public venture
capital fund could become such a catalyst.

Venture capital:
selection between private and public

In the entrepreneurial society, venture capitalists make
venture decisions by using collective experience and
knowtedge [8; 9], whereas in the society where traditionalty
no entrepreneurial spirit exists (e. g. in Lithuania like in
many other Eastern European countries) investors' knowl-
edge is based cnly on their previous experience. In case of
venture capital it means that venture capital investments
are based on the longevity of venture capital firm [10] and
the number of ventures in which the firm have invested
previously [11]. Therefore, in such society small and newly
established funds can finance less beginning and high-
technology enterprises, selecting larger or longer operating
instead — it is especially relevant to the countries where
venture capital market is still in the stage of creation and no
large or longer operating private venture capital funds exist.
On the other hand, public venture capital fund, being able
fo accept higher risk, would not experience above-
mentioned problems of selaction.

Another main reason why it can be worth selecting pub-
lic venture capital is the fact that development of private
venture capital market in itself nol always takes place
smoothly. Its development is affected by different factors,
one of which is cufture {culture is defined as a set of val-
ues, behavioral models, beiiefs and underlying assump-
tions which are followed by individuals in a certain society).
Two cultural dimensions are impartant to the development
of venture capital [12]: avoidance of uncertainty, and col-
lectivism. Avoidance of uncertainty indicates low toleration
of activities considered being risky, such as venture capital
investments, and it raises aiternative costs of risky activi-
ties. Collectivism shows the tendency to ¢ount on informal
relationships of the groups in solving problems of transac-

TN T P K P e
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tions [13]. In collectivistic saciety, conformism and harmony
are considered being a norm, and the behavior which can
be understood as opportunism can bring shame [14). Col-
lectivistic orientaticn can restrict venture capitalists' trans-
actions by their "circle of acquaintance” [15] and prevent
potential external investors (venture capitalists) from joining
already mentioned circle, by thus restricting their invest-
ment opportunities.

Lithuania is characteristic of both the avoidance of risk

“(according to the EU-wide research, Lithuanians have the

lead across the EU countries in the terms of the fear of
bankruptcy when starting business [16]) and the collectiv-
ism (as well as the other Eastern European countries);
therefore, the development of venture capital in itself takes
place (and wiil take place) heavily. Moreover, as risk pre-
mium required from venture capital investments in risk-
avoiding society is higher than in non risk-avoiding socie-
ties, it should be thought that venture capitalists will also
more heavily react to indirect efforts of the Government
intended to encourage the development of venture capital.
One of the ways to solve it is a public venture capital fund.

Public venture capital fund would be also important in
the way that, without sufficient private venture capital in a
country, it could play the role of a catalyst by attracting
foreign venture capital, as the investments of venture capi-
tal funds are limited by geographical distance: with the in-
crease in distance, the spread of information about possi-
ble investment targets decreases [17]; moreover, investors
wish to physically take part in the management of a target
company [18). Therefore, without local venture capital it is
also practically impossible to attract further existing foreign
venture capital: investors of the Silicon Valley (venture
capitalists) limit themselves to the 1-hour trip by car [19],
whereas the limit of 150-250 miles is reached to the extent
of all USA [20]. Other authors [21} have established afore-
mentioned distance in the UK being equal to 1,5-hour trip
by car, and more than 2 hours in the USA, This distance is
equal to 232 km in Germany [22].

One of the ways to solve the above-mentioned prob-
lems is the syndication of venture capital funds {23]. After
interviewing German venture capital providers, it became
clear that investors often use syndicates to find themselves
closer to their investment targets [24]. One of the members
of a syndicate has always been established not far from the
investment target and exactly he performs its supervision,
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The other members of a syndicale play the role of passive
co-investors {25]. Thus, syndicated investments can be
located at a larger distance from venture capital funds than
the non-syndicated; however, provided that at least one
member of a syndicate will have been established relatively
close to the investment target. This is exactly the reason why
it can be expected that investors being far from investments
will look for a pariner of a syndicate, who is closer. There-
fore, it is important for a region (or a country) to have a suffi-
cient number of venture capital providers who could act as
catalysts, when connecting regional economy with further
global supply chains by way of syndication.

Thus, public venture capital fund established in a coun-
Iry, could, even not being of high volume, act as a catalyst
and, by attracting foreign venture capital, invest in high
technology companies. This could also happen in a syndi-
cate manner. Moreover, while being public, it would provide
foreign investors with the "guaraniee of reliability” [26].

In general, importance of public venture capital to a
country {or a region) could be shown by stochastic de-
pendence, which could be a function of respective parame-
ters discussed above. Design of such dependence is the
object of our further research.

Conclusion. There is a positive medium-strength cor-
relation between private equity (including venture capital)
investments in a country and innovative capacity of this
country; there is a strong correlation between country's
innovation capacity and the proportion of people em-
ployed in high technology sector, thus, in order to create
a high added vaftue economy, country needs innovative
companies that would create competitive business envi-
ronment in the country and would contribute o the growth
of employment and economy; inngvative companies need
adequate financing infrastructure which could be ensured
by venture capital funds.

Public venture capital fund would be useful to those
countries where traditionally no entrepreneurial spirit exists,
where uncertainty is avoided and a strong sense of collectiv-
ism exists. Public venture capital fund, keeping in mind spe-
cific character of venture capital investments (there is a ten-
dency to invest at limited geographical distance), could, even
not being of high volume, act as a catalyst and, by attracting
foreign venture capital, invest in high technology start-ups.
And this could also happen in a syndicated manner.
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ASSET-BASED POLICY: A NEW DIRECTION FOR SOCIAL POLICY IN CEE COUNTRIES?

Cmamms xopomko npedcmagnne Hosull HANPAMOK coulanbHol nonimuky — nonimuky, uio 6aayemscs Ha axmueax. Poiann-
daomiuCh ma noplexrwomeca piswi aapiawmu enpoaadwennn ylel nonimuku e ivurux kpaivax. Pozenadawvu ldenmucbixoaan!
esunnamu, nidniMacmscr MUMaKHR NPo me, YU Syde KOPUCHUM SNPOBAANKEHNR NORIMUKY, W0 6a3yembCA Ha aKMUEax y KpaiHax
Llenmpannbroi ma Cxidnoi €eponu.

Kmovoael cnoea: akmueu, nonimux, o 6a3yemsca HA BKMUEaX, HepleHicms, kpainu Ljenmpanuroi ma Cxidnoi €aponu.

Cmamer xopomko npedcmaennem HOG0e HANpaeneHus COUUANLHON MORUIMIKY — OCHOBAHNYIO HB aKmueax NOAUMUKY.
PaccMampuaanomcen i CHaanuealoimcn PasIUYNLIo 8apUaHmibl eHeOpeHUs 3moil NoMUMUKY ¢ dpy2ux cmpawax. PaccMampueas
udewmuguyuposalnLlie sbintamesl, NOGHUMaBMCA 8ONPOC 0 MoM, Bydem nU NORe3HLIM GHEIPEHUR OCHOBANHOU Ha akmugax
noAumuKky & 8 cmpaHax Ljenmpansxott u Bocmovroil Eaponsi.

Hmroveehie CI0ga; ANUGLI, OCHOGaNHaR Ha SKIMUEaX NONIURILKE, HeP3IBeHCHIBO, CMpanb: LieHmpanskoii 1 Bocmovwnoii Eepon:.

The article briefly prasents a new direction for soclal policy — Asset-Based Policy. Various cases of the implementation of this
policy in other countries are overviewed and compared. Considering the identified benefits, the question, whether the implamen-
tation of the Asset-Based Policy in CEE countries would be useful, s raised.

Keywords: assets, asset-based policy, inequality, CEE countrles.

and detinquency rate. Income inequality and weaith dis-
parity cause political discontent that may lead to severe

social disorders.

Income inequality, high poverty rate prevent develop-
ment of society and state, have a significant impact on
health and education of residents, conditions of housing

@ Laurinavicius Al., 2012
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