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1 Introduction

The phenomenon that is now called venture capital developed after World War II in the United States. Many returning soldiers were unwilling to take back their old jobs and started out on their own. Moreover the war had produced many technological innovations and ideas that could be put to civilian use. Facilities and machines used in the war production had become unnecessary and were often available at bargain prices. The post war economy expanded fast and offered many business opportunities. 
It was in this environment that many new enterprises started and needed capital.

The

first European venture capitalists appeared in the 60's following the U.S.A. example. In the 80's the venture capital industry in Europe had reached a level comparable to this industry in the United States during the 50's (Bygrave, and Timmons, 1992).

The purpose of this paper is to explain why the venture capital industry in Western Europe has developed so many years later than in the United States.

In chapter two the nature of venture capital will be discussed. The definition and the history of venture capital will be given and how venture capital works will be discussed.
For a better understanding of venture capital, in chapter three, the screening and evaluation process to analyse investment possibilities and to take investment decisions will be discussed.
In chapter four, the factors influencing the development of venture capital and the causes of the later development of the industry in Western Europe will be explained.
Also a brief summary is given of venture capital today in Western Europe based on an interview with a venture capitalist.
In chapter five an interview with a venture capitalist about the changes in venture capital in the Netherlands is given. 
Finally, in chapter six a summary of the paper will be given.

2 The nature of venture capital

2.1 Definition of venture capital

Dictionaries describe �venture' as an undertaking that is dangerous, daring, and of uncertain outcome. At a venture means at stake. �Capital' is defined as material wealth, money or property, used or available for use in the production of more

wealth. �Venture capital' therefore means a daring undertaking of uncertain outcome in which capital is put at stake for use in the production of more wealth. 

2.2 (Ad)venturers of the past 

Daring investment have always existed. The ancient Greek noblemen contributed their privately financed battalions to King Agamemnon's force to destroy Troy, according to Homerus not so much motivated by nationalistic zeal as by the promise of great financial reward through war loot (Homerus, and Carel Vosmaer, 1886). Wealthy Dutch merchants formed partnerships in the seventeenth century to equip ships to trade and sometimes fight for the spices of the East Indies. Only one out of three ships returned but then the payoff was 10 to 15 times in two or three years (http://mediatheek.thinkquest.nl). 
These examples have one thing in common. The early (ad)venturers entrusted their money to men they trusted and above all considered knowledgeable and able to create success. 

The inventor of the term "venture capital" is unknown. However it is generally agreed that the modern venture capital era really began in 1946, when General Georges F. Doriot and others organized American Research & Development (AR&D) in Boston, the first public corporation specializing in investing in early stage companies. Doriot has been an important person in early venture capital (http://vcexperts.com). He not only brought AR&D to success but also introduced a lot of today's successful venture capitalists to the business through the courses he taught at Harvard Business School.         

                                                                Doriot says, "Seek out creative men with the vision of things to be done. Help breathe life into new ideas, processes and products with capital and with sensitive appreciation for creative drive, with management and manpower, with loyalty to the idea and his initiator, the creative man" (http://vcexperts.com).
Venture capital has been and is an industry of investors with the imagination, judgement and nerve to engage in adventures sharing their hopes and expectations for creating economic value and financial success with explorers, innovators and entrepreneurs who have the drive to develop new undertakings. This is the essence of venture capital.

2.3 How Venture Capital works

Venture capital is about innovation. Innovation is the process of bringing invention into use (Schon, 1967). In different words it is the process of the creation of an invention or idea, its development and finally its introduction in the market place.

The invention or idea
An invention can be the result of scientific research but an idea often originates spontaneously in the mind of an entrepreneur, an inventor, a businessman or just a thinker. Some ideas are more likely to originate in certain environments. Technological inventions generally originate in universities and big laboratories. Commercial ideas are more individual and more likely to arise in an entrepreneurial environment with exposure to the marketplace.

Development
All ideas and inventions, commercial or technological, have in common that

after their creation they must be developed systematically. This is the point where most ideas get stuck and die. An idea must be tested and developed. For instance a prototype must be built and/or a market test must be done to determine the feasibility of the idea or invention. As result of the development it should be clear whether the invention or idea can be expected to fulfil a need in the marketplace.

Introduction in the marketplace
The introduction in the marketplace is the real test of the idea or invention. Experience learns that things tend to turn out different in practice than in development. This paper is not about marketing, but it is clear that the qualities and imagination of the innovator are essential to adapt and fine tune the product to the marketplace

2.4 For innovation a vehicle is needed

Inventions and ideas created outside existing organizations need an organisation and finances for development and market introduction. In theory existing companies could provide this. But generally the innovator has no idea how to find suitable existing companies or how to present his ideas and get financial and other support. Moreover, many companies have an aversion to adopt ideas from outside: the not-invented-here syndrome. Banks are not in the position to supply funds or assistance, because they base decisions on credit standing, reputation, earnings record and assets, things an innovator normally does not have. As a consequence, innovative ideas, wander around unable to find an organisation that can serve as a vehicle for innovation.

2.5 Venture

capital helps create vehicles for innovation

Venture capitalists are aware of the demand for innovative products and understand that innovators and their ideas and inventions form a potential to satisfy this demand. They understand that if one can merge capital with innovative and resourceful entrepreneurs, the market will buy the better and cheaper products created. That is why, the objective of venture capital is to find innovators with unique ideas and then supply them with capital to build an organisation to develop and market their innovations. Venture capitalists are a partner in innovation and share the risks and rewards with the innovator. 

2.6 Realization of financial return 

When an innovation has been successfully introduced in the marketplace it generally follows the product lifecycle, from introduction into the market to maturity (Kotler, 2003).

Graph 1: The product lifecycle of a successful innovation
(From Kotler, 2003)

At the stage of full acceptance in the marketplace the venture capitalist has reached his goals. The reward for the successful innovation is the functioning enterprise of which the venture capitalist has a share. The firm hopefully will grow further, but will be able to finance its growth through internally generated funds and regular outside financing. At this stage the venture capitalist is no longer needed. Also it is unlikely that the company will maintain the original growth of sometimes more than 100% per year that a successful new venture can have. As a consequence the expectation

for further capital appreciation will be lower than in the beginning and that is the reason for the venture capitalist to sell his share in the company.
In the sale of his share (the exit) the venture capitalist realizes his financial return.

3 Screening and evaluation process

3.1 Strategies and objectives of venture capitalists

The basic strategies and objectives of venture capital firms are comparable. In short, their goal is to search and find able and resourceful entrepreneurs with the ideas and drives to develop and introduce innovative products and services in markets that are promising. They believe that capital, good managerial advice and encouragement are fundamental for building healthy companies. Their hope is to earn a substantial return through the appreciated value of the companies created.

To locate investment possibilities (deals) venture capitalists rely on contacts with professionals, scientific organizations, trade groups, the financial community and on other venture capitalists. The professional reputation of a venture capitalist is one of the main criteria persuading entrepreneurs to come their way (Bygrave, Hay and Peeters, 1999). Venture capitalists will tell you that the best deals come from referrals of entrepreneurs who they provided with capital in the past (Silver, 1985).
Larger or well established firms can receive hundreds of proposals per year. The quality of unsolicited proposals is generally poorer than proposals through referrals because no prior quality "screen" exists.   It is important for the venture capitalist

to organise an efficient screening and decision making process to help him in deciding whether or not to invest in a certain deal.

3.2 Screening and decision making process

In the following steps the screening and decision making process used by venture capitalists to analyze investment possibilities is presented.

The first step is to identify whether a proposal is of interest to the venture capitalist and if it is broadly within the geographical area and within the areas of experience of the venture capitalist and the investment objectives of the capital he has available. Proposals which are clearly outside these criteria are immediately rejected. Around one in three deals are rejected at this first screening. (Bygrave, Hay and Peeters, 1999)
The second step involves a brief analysis of the business plan proposed by the entrepreneur(s). The most important thing at this stage is the consistency of the business plan, an assessment whether the entrepreneur is aware of and has thought through the areas of product and production, marketing, finance, organisation and management and people. It is also important if the entrepreneur is aware of environmental changes that could be of influence. The point at this stage is whether the picture as a whole makes sense. 
This analysis may take a few hours to a few days. As a rule of thumb, it appears that some 80% of the proposals taken into consideration get rejected at this stage. (Bygrave, Hay and Peeters, 1999). 
A third analysis of a product (or service) proposed will deal separately and more

detailed with the areas mentioned in step two.

Product and production
The proposed product will be evaluated. Its stage of development, patents and likelihood of copying it will be determined. Costs and problems to be anticipated in actual production will be investigated. 

Marketing
Here the products uniqueness and its specific competitive advantage in its market segment will be determined.   The required introduction in the marketplace, advertising effort and the most likely market potential will be estimated.

Finance
Financially, the consistency and realism of the cash flow projections will be checked. It will be determined for what purpose and precisely when funds are needed. And when sufficient turnover and break even level can be reached.
Also it will be assessed what the financial consequences would be if the expectations and projections of the different aspects of the business plan come out differently.

Organization and management
The venture capitalist will be sensitive to what extent the entrepreneur is aware of and experienced enough to manage the operational problems of a small and fast growing organization. How well he has anticipated the administration and the controls to be put in place when the company grows as projected.

People
The background of the entrepreneur and key personnel will be investigated and their integrity tested. Also the strengths and weaknesses of the entrepreneur or the entrepreneurial team and the fit of their style and goals with those of the venture capitalist will be evaluated, to insure that a

working relationship can be maintained also if the going gets rough in the future. 

An important �added value' to the screening and decision making process
is to address strategic or longer-term issues through sensitivity analyses (worst and best case scenarios) and strength/weakness (SWOT) analyses (Bygrave, Hay and Peeters, 1999).   A SWOT analysis explores the relationship between the main environmental influences and the strategic capability of an organisation (Johnson and Scholes, 2002).   

The investigation period at this third step of the screening and decision making process may take from a week to several months. As a rule of thumb again it seems that another 15% of the proposals are rejected at this stage (Bygrave, Hay, and Peeters, 1999).

3.3 Decision to invest

The decision whether or not to invest in a proposal is based on the outcome of the above process. But in the end no objective method of analyses for new ventures exists. That is why in the final analyses it appears that decisions are and must be based on experience, mature judgement, a keen sense for people and a good bit of intuition (Silver, 1985).

3.4 Deal structuring

The structuring of a deal with the entrepreneur is a very important phase of the venture capital process. Here the parameters and the conditions under which capital will be provided and control mechanisms are installed. From the interview with a venture capitalist it appears that there are many legal and practical methods to do this. A full description of these methods is beyond the scope of this paper.




4 The development of venture capital in Western Europe

4.1 General

As we have seen in chapter 2.2 venture capital is about innovation: the process of bringing invention into use. Venture capital cannot exist other than in an innovative environment.

The fact that Western Europe in the years between 1945 and 1970 was a less innovative place than the U.S.A. is well documented. An Organisation for Economic Cooperation and Development (OECD) study of 1970 uses two statistical indicators to measure the innovative performance in Western Europe and the U.S.A. First the study establishes the location of   first commercial exploitation of 110 selected significant innovations from 1945 to 1970. Located in the U.S.A were 74 and   in the industrialized Western European countries 42 innovations (The numbers of innovations in the countries considered do not sum up to the total number of innovations considered, due to the fact that innovations sometimes originate in two or more countries at the same time (OECD, 1970)). Second the study establishes the monetary receipt for patents, licenses and know how in international payments for the U.S.A. and Western Europe. The receipts for the U.S.A. 348,7 and for Europe 222,7 million dollars. 
During the interview with a venture capitalist it was indicated that the absolute numbers of innovations and of monetary receipts for patents are not a precise indication of the innovate performance and that the numbers weighted for the average workforce would be much better. When the OECD numbers are weighted for the average

workforce in Western Europe (+/- 45.000.000) and the United States (+/- 25.000.000) over this period, the percentage of the total innovations is 75% in the U.S.A. to 25% in Western Europe. For receipts for patents, licenses and know how these percentages are 74% to 26%. This indicates a level of innovation in the U.S.A. about three times as high as in Western Europe. In view of this OECD study it is not a surprise that numerous references were found to support the statement that Western Europe was poor at innovation (Bryant,1970).
Almost all authors are in agreement that innovation is a function of the environment.
To explain the later emergence of venture capital in Western Europe compared to the United States the environmental factors that contributed to a lower innovative performance must be looked at. 

4.2 Environmental factors influencing innovation

1) Basic and applied research
Innovation is a function of the quantity and quality of the basic and applied research capabilities of an area. This is obvious when it is understood that an invention is more likely to occur when the inventor is exposed to science and technology.
Table 1 depicts the percentage of GNP that was spent on R&D by universities, government institutions and industry in 7 European countries and the U.S.A. between 1963 and 1964. It is very clear that the U.S.A. outperformed Western Europe.

Table 1: Gross national expenditure on R and D, 1963-1964 

(From OECD, 1970)

2) The presence of larger firms
Innovation is a function of the presence of larger firms in 

more than one way.
First, the existence of larger industrial firms determines to a great extent the level and sophistication of the technology available in an area as large industries must engage in product innovation simply in order to keep up with its competition (Schon, 1967). 
Second, large firms provide (willingly or unwillingly) an incubator environment for innovative ideas and entrepreneurs through the exposure they offer to technology and the marketplace. 
Third, larger industrial firms influence the demand for innovation. When technology advances, industrial firms need more sophisticated machinery and equipment. This offers the opportunity for other, often small firms, to develop specialized equipment.
The total number of industrial firms of a significant size in Western Europe was considerably smaller than in the U.S.A. at that time (annual issues of the magazine Fortune).

3)   Educational level of the labour force
Innovation is a function of the number and utilization of high level manpower (graduates of universities and high level occupational schools) in the labour force.
A study of the OECD in 1970 has the following results:
- The U.S.A devoted a higher % of its GNP to education than any of the European countries. 6,2% versus 3,4-5,7%.
- The U.S.A. had a higher % of its population enrolled in educational institutions. 27% versus 19%. This was especially the case for higher education. 2,4% versus 0,7%.
- The U.S.A. had a higher % of high level manpower in its total labour force. 17% versus 10% for Western Europe (OECD, 1970)
This

information clearly shows that the U.S.A. performed better in producing and using high level manpower than Western Europe. 

4) Universities
Innovation is not only a function of the total enrolment in universities as showed above, but also of the quality of and the attitude within these institutions.
This is logical when considering that universities bring together the intellectually most promising students who will be the scientists, technicians and managers of tomorrow.
Two observations can be made.
- U.S.A. universities have been described a more entrepreneurially oriented than Western Europe (Ben David,1968).
- It is often stated that the interconnections in Western Europe between the financial community, industry and universities were less fluid and scarcer than those that exist in the U.S.A.

5) Government procurement 
Technological innovation is essential to a country. Innovation is a function of the magnitude and nature of public projects (Schon, 1967). Government agencies buy advanced technological products for defence, aerospace, infrastructure, education and many other purposes and therefore are stimulators for innovation. 
Government procurement especially in high tech applications played a considerable smaller role in Western European countries than in the U.S.A. at that time.

6) Capital
Innovation is a function of the capital resources available for innovative projects. Financial resources for existing industrial firms depend on retained profits, publicly floated equity and bank financing.
In the 60's the capital markets 

in the U.S.A. were flexible and liquid. European capital markets (with the exception of London) on the contrary, lacked depth and scope, were fragmented and illiquid. The debt/equity ratio of the average Western European firm at that time was considerably higher than was the case in the U.S.A. (Rolfe, 1967). As a consequence Western European firms were less flexible in their financing, which had an adverse effect on innovative efforts.
The lack of capital markets in Western Europe at that time in which young growing firms could be brought public made it unattractive to provide equity capital to starting enterprises as an exit to the capital markets did hardly exist. (Cowie, 1999) This also had a negative effect on innovation through small firms.

7) Income per capita
Innovation is a function of the income per capita. This relationship is clear when it is understood that all production, in the end, is aimed at consumer satisfaction, because this is the source of revenue. Consumers have a role with respect to technical innovation; the new product must "meet their needs" (Schon, 1967) 
When the income per capita rises, more technologically advanced products, are demanded. This results in a demand for innovation.
Income per capita in the U.S.A. at that time was considerably higher than in Western Europe. 

8) Markets
Innovation is a function of market potential. When the market potential is high it means a high return on investment can be reached. This provides the monetary incentive for innovation. Market potential is determined by the ease and speed

with which products can be introduced in the market and the number of units that can be sold. A competitive environment leads to innovation. Fragmented markets are barriers for innovation; they slow down the introduction in the market and increase the chances that fragments are taken by competitive efforts (profiting from these barriers).
Different languages, different customs, different laws and regulations are obstacles to innovation. All these factors were a significantly less advantageous to innovation in Western Europe then in the U.S.A. 

9) Socio-economic and cultural factors
Innovation is a function of the interconnections between markets, people, information, companies and institutions. The effectiveness of these interconnections is dependent on a number of socio-economic and cultural factors. The most important are mobility, education, attitudes towards change and experience with other languages and costoms.

From this chapter is clear that the environmental factors influencing innovation in the period discussed were much less favourable in Western Europe than in the United States.
As a consequence it is no surprise that in 1970 in the U.S.A. around 600 venture capital firms existed against around 10 in Western Europe.

Although beyond the scope of this paper, it is safe to say, although the environmental factors influencing innovation have improved dramatically over the last 35 years, that the innovative environment in Western Europe as of today still is less developed in Western Europe than in the U.S.A. This is particularly true

for market barriers and capital markets. As a consequence the venture capital industry in Western Europe also as of today is less developed (van Andel, 2004/2005). In the interview with van Andel in the next chapter this will be explained further and illustrated with the help of some real life cases.

5 Interview

Interview in Dutch with HvA about the development of venture capital in the Netherlands. By FvA.

1. FvA: In de Verenigde Staten heeft venture capital zich na de tweede wereld oorlog enorm ontwikkeld. In Nederland en heel Europa was dit niet het geval. Wat was er in Nederland gaande in die jaren?

HvA: Zoals in de scriptie beschreven waren er allerlei factoren die in Nederland (Europa) minder gunstig waren voor de ontwikkeling van venture capital, maar vanaf 1948 bestond de Nederlandse Participatie Maatschappij (NPM), deze is door de overheid opgezet om met name middelgrote familie bedrijven in de jaren van de wederopbouw van de oorlog van eigen vermogen om te groeien te voorzien.
Tot begin 1980 was NPM de enige verschaffer van kapitaal dat men met venture capital zou kunnen vergelijken. Echt seed capital en start-up capital verschafte de NPM niet.

2. FvA: Later in de jaren tachtig begon venture capital zich ook in Nederland (Europa) te ontwikkelen. Waardoor begon venture capital zich volgens u zich toen wel te ontwikkelen?

HvA: In 1980 stond de Nederlandse Bank de banken toe om te participeren in bedrijven. In 1981 is er een wet aangenomen dat participatiemaatschappijen indien ze zich melden bij de overheid onder bepaalde condities

50% van eventuele verliezen van de overheid terug betaald kregen. Ten gevolge van deze twee veranderingen werd het voor bancair kapitaal en voor privaat kapitaal aantrekkelijk gemaakt om in venture capital te investeren. Dit zijn de twee hoofdfactoren die ervoor gezorgd hebben dat na begin jaren tachtig venture capital zich is gaan ontwikkelen.

3. FvA: Hoe ontwikkelde venture capital zich vanaf toen?

HvA: In de jaren 80 tot   90 is het aantal marktpartijen in de Nederlandse venture capital industrie snel gegroeid tot 50 a 70 serieuze partijen en sindsdien is het aantal min of meer constant gebleven.
Bij het voorgaande moet bedacht worden dat heel veel van wat in Nederland venture capital wordt genoemd in werkelijkheid reorganisatiefinanciering, buy-outs en dergelijke zijn en dit met seed en start-up financiering, het echte venture capital, weinig te maken heeft. Dit is ook wel logisch omdat bij reorganisaties, doorfinancieringen, buy-outs etc. de normale financiële en branche deskundigheid die bij banken en financiële instellingen aanwezig is voldoende is, maar de specifieke deskundigheden vereist om seed en start capital te verschaffen slechts zeer beperkt aanwezig is. Naar schatting is niet meer dan 10 tot 15 % van de totale beschikbaar gestelde middelen echt venture capital kapitaal . In verhouding tot de Verenigde Staten is venture capital in Nederland nog altijd relatief klein.

4. FvA: Zijn er nog andere redenen waarom venture capital relatief klein is in Nederland (Europa), zoja welke?

HvA: Een andere belangrijke reden dat de venture

capital markt in Nederland zelfs tot heden zich niet zeer spectaculair ontwikkeld heeft, is de nog altijd bestaande fragmentatie van markten in Europa. En het ontbreken van een kapitaal marktstructuur zoals aanwezig in Londen en nog veel sterker in New York. Hetzelfde te zeggen maar met andere woorden is dat wanneer een venture gaat groeien anders dan bijvoorbeeld in de VS al vlug nationale grenzen moet worden overschreden met alle gevolgen daarvan (andere gewoontes, taal , banken, wetten, belasting, adviseurs, etc.) en dat voor de exit uit zo'n onderneming via een Initial Public Offering (IPO), zeker als de onderneming nog beperkt van omvang is, geen goed functionerende kapitaalmarkten aanwezig zijn.

Een voorbeeld van de fragmentatie van de markten:
Een van mijn venture capital ondernemingen, Flowmaster, ontwikkelt technische software in verschillende vestigingen in vele verschillende Europese landen. De fragmentatie van de Europese markt maakt de organisatie van dit bedrijf ingewikkelder en de kosten (voor dit vrij kleine bedrijf) van het opzetten van de vestigingen in verschillende landen zeer hoog. 

Een voorbeeld van het ontbreken van een kapitaalmarktstructuur:
Mijn venture capital maatschappij in Duitsland die "state of the art" lithium ion polimeer accu's heeft ontwikkeld waarin al circa 20 a 25 miljoen privaat geld in is gestoken en welke onderneming op de Europese kapitaal markten niet financierbaar is. Daarom is er een reverse take-over van een Amerikaanse onderneming gedaan waardoor de onderneming op de Amerikaanse kapitaal markten

kan worden gefinancierd, hetgeen intussen gelukt is.
Dit is een goed voorbeeld van hoeveel dieper en breder georganiseerd de Amerikaanse kapitaal markt voor venture achtige ondernemingen is.

Andere factoren van belang in de venture capital onwikkeling zoals de samenwerking tussen de financial community, universiteiten en het bedrijfsleven zijn in Nederland goed en sinds de jaren tachtig zonder twijfel nog verder verbeterd.   Echter het is evident dat zonder dat het financieel tot resultaat leidt, dat wil zeggen markten waarin de onderneming kan groeien en kapitaalmarkten waardoor de venture capitalist zijn investering kan verzilveren, venture capital geen echte grote vlucht kan nemen.

6 Conclusion

Venture capital is a daring undertaking of uncertain outcome in which capital is put at stake for the use in the production of more wealth.
(Ad)ventures have existed for centuries, but the modern venture capital era began after world war II in de United States. 
Venture capital is about innovation. Innovation is the process of creation of an invention or idea, its development and finally its introduction in the marketplace.
The nature of venture capital is to help creating vehicles for innovation. It seeks entrepreneurs, innovative men, with a view of things that can be done, and helps them build the organisation to develop and introduce innovative products that satisfy a need in the marketplace. The venture capitalists is financially rewarded through the sale of part of the new company.
Venture capital firms search for investments opportunities

on which they can earn a substantial return through the appreciated value of the created companies. 
The investment opportunities are taken through a screening and decision making process to analyze the areas of product and production, marketing, finance, organisation and management and people and to decide whether or not to invest in a certain deal. 
Venture capital can only flourish in an innovative environment. All authors agree that between 1945 and 1970 the environment in Western Europe was less innovative than in U.S.A. The factors influencing innovation in an environment are basic and applied research, the presence of larger firms, educational level of the labour force, universities, government procurement, capital, income per capita, markets and socio-economic and cultural factors. In view of the fact that the factors influencing innovation are less favourable in Western Europe compared to the United States explains why venture capital developed much later in Western Europe.
As of today the innovative environment in Western Europe is still less favourable than in the United States and the Venture capital industry is still significantly less developed then in the U.S.A.
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