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Changes of Venture Capital Financing
in the USA and in Europe

Elzbieta Pohulak-Zoledowska*

In this article, the author discusses the problem of financing innovation, especially disruptive
(or breakthrough) innovation. This type of innovation has some special features that make
it different from incremental innovation. First of all, disruptive innovations are the ones that
have great growth-creating potential. They are new products or services that replace the exist-
ing ones. They break the present production cycle, cause risk and uncertainty, and provoke
entrepreneurs’ risk-averse behavior. Because if profits motivate entrepreneurship, uncertainty
demotivates it. High uncertainty, high capital intensity and high profit prospects make invest-
ing in this sort of innovation a potentially interesting issue.

There is a common perception that venture capital (VC) has become an intermediary in finan-
cial markets, providing capital to firms that might otherwise have difficulty attracting financ-
ing. As these firms are thought to be small, young and innovative, plagued by the “liability of
newness”, venture capital is expected to fulfill an important role in the economy — it is meant
to be a tool of financing novel and risky ventures and, hence, it is a driver of technological
and economic progress.

The goal of the article is an attempt to answer the question if venture capital is risk-loving or
risk-averse capital. The methods used include a critical analysis of literature and data analysis.
The goal of the article is to show the role VC plays in financing Europe’s innovations, and to
answer the question if VIC is risk-loving capital.
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Zmiany w finansowaniu kapitalem venture w USA i Europie

Niniejszy artykut stanowi probe ukazania problemow finansowania dzialalnosci innowacyjnej
miodych przedsiebiorstw. Ze szczegolng uwagq autorka podchodzi do innowacji przelomo-
wych. Istotng cechq innowacji przelomowych jest fakt, ze tworzq nowe rynki, sq to innowa-
cje przerywajqce dotychczasowy tok rozwojowy. A z punktu widzenia tworzenia innowacji
w dziedzinach wymagajqcych nowej wiedzy jest to cecha pozqdana. Jednakze drugq cechq
charakterystyczng jest fakt, ze pojawienie si¢ innowacji przelomowej poczqtkowo powoduje
pogarszanie si¢ funkcjonalnosci produktow. Innowacje przelomowe przerywajq istniejgcy pro-
ces produkcyjny. W takim kontekscie dzialalnos¢ innowacyjna jest dzialalnoscig obarczong
wysokim ryzykiem i niepewnosciq. Cechy te mogq powodowac u przedsigbiorcow awersje do
ryzyka. Wysoki poziom niepewnosci, kapitalochtonnosc, lecz rowniez i perspektywa wysokich
zyskow sprawiajq, ze inwestowanie w dzialalnos¢ innowacyjng jest potencjalnie interesujqca
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dla inwestorow. Uwaza sig, ze kapitaf venture stat sie instytucjg posredniczqcq na rynku kapi-
talu, zapewniajqcq doplyw funduszy do ryzykownych, innowacyjnych przedsiewziec, ktore bez
kapitalu ryzyka nie bedq mialy szansy na wejscie na rynek. Celem niniejszego opracowania jest
proba pokazania roznic w podejsciu do finansowania innowacji kapitalem ryzyka w Stanach

Zjednoczonych i Europie.
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1. Introduction

According to Schumpeter’s idea of crea-
tive destruction, innovation is based upon
a new order, very often set on ruins of past
one. A new idea can be the starting point
of a new enterprise (a start-up). It can also
be a reason for the bankruptcy of an enter-
prise that has not met market needs. One
must notice that the innovation process
is highly uncertain, and its uncertainty is
driven by risk. Innovation (fresh) outcomes
are often new to the market, and they are
not market blockbusters with skyrocketing
sales, but rather smart, strongly undercapi-
talized start-ups. This state of affairs causes
future uncertainty and risk of loss. Innova-
tion can create growth and wealth. But — as
a so far unknown, fresh solution to a prob-
lem (often undefined one) — also brings
risk. Such risk must be taken to create, at
first, value for a risk-loving entrepreneur
and, after that, to create economic growth.
In knowledge economy conditions, innova-
tion is more and more often created inside
scientific laboratories and is a result of
a laboratory’s R&D activity. High costs of
research discourage investors from invest-
ing in innovation activity.

Schumpeter’s notion of creative destruc-
tion shows that capital markets find the
most promising projects. But is it really so?
Literature focuses on issues connected with
implementation and commercialization of
promising ideas, but if capital markets are
a good solution for financing innovation,
why does the early stage of innovation suf-
fer a lack of capital?

2. VC in Financing Innovation

Venture capital funding has long been
a source of financing for entrepreneurs,
breakthrough technologies, and start-ups.

Venture capital supports companies, ideas,
and products that carry significant risks
and therefore may have difficulty securing
more traditional sources of capital support.
Many innovative products and services that
are supported by venture capital funding
have very long development cycles (time
an innovative idea needs to be transferred
into a product and to get to the market)
and are not appealing to investors seek-
ing quicker returns on their investment.
Venture capital funding is responsible for
financing many innovations in information
technology, biotechnology, life sciences,
and health care. Venture capital firms seek
out radically innovative ideas (also called
disruptive technologies). One of the areas
where venture capital funding has enabled
the development of many digital-era tools
and applications is IT. But it is healthcare
and life sciences that remain a favorite
area of VC funding and the value of ven-
ture capital financing is well documented
by social and economic benefits that
have come about through venture capital
backing.!

This category of investment known as
“risk” or “venture capital” is investment in
companies by specialized venture capital
firms. It is a part of ”private equity”, that is
equity investment in companies not listed
on a stock market, as opposed to equity
investment in publicly traded companies.
Venture capital firms act as principals man-
aging the funds of individuals, institutions
and their own money. There are six main
financing stages in the venture capital proc-
ess, related to the stages of development of
venture-backed companies:

e The “early stage” is the financing before
a venture initiates commercial manufac-
turing and sales, and before it generates
profit. This includes “seed” and “start-
-up” financing, the former provided to
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research, evaluate and develop an initial
concept, and the latter to support pro-
duct development and initial marketing.
“Expansion” — financing supports growth
and expansion of a company’s manufac-
turing and sales capacity in order to gen-
erate profits.

“Replacement” involves the sale of
a portion of the existing shares to other
venture capital companies or to other
shareholders.

“Management buyout” is financing pro-
vided to enable current operating man-
agement and investors to acquire the
whole company, a product line or busi-
ness. “Management buy in” is financing
provided to outside managers to buy the
company.

“Exit” is the final stage, achieved either
through an initial public offering of the
shares in a primary stock market or thro-
ugh an arranged sale to a financial or
strategic buyer of the company.

The most restrictive definition of ven-
ture capital excludes management buy-
outs and buy-ins, while a more expansive
conception includes both. In Europe, the
extended definition is preferred while the
more restrictive one is widely used in the
United States. In the US market, the range
of activities encompassed by the extended
definition is referred to as “private

equity”.

3. VC in Enterprises

In the majority of countries for which
data is available, venture capital invest-
ments represent a very small percentage of

GDP, which is often less than 0.03% (Fig-
ure 1). Exceptions are Israel and the United
States, where the venture capital industry
is more mature and represents 0.5% and
0.2% of GDP respectively (OECD, 2013).

There is no other as transparent pro-
duction factor as capital (here — finan-
cial capital). It completes the economy’s
architecture (beside the physical capital).
Its ability to foster growth is widely used
by enterprises. The specificity of venture
capital seems to bring an interesting notion
about its geographical distribution. Despite
capital’s transparency, the venture capital
distribution in uneven. Companies based
in the USA receive around 2/3 of venture
capital funds invested globally. European
firms take the second place in terms of ven-
ture capital investments, and they receive
around 15% of global venture capital back-
ing (Nepelski et al., 2016). The reason for
this inequality is being widely discussed in
the literature, with accents put on the small
business ethos in the USA, stock develop-
ment and characteristics in both regions
and so on (de la Dehesa, 2002).

The story of venture capital involve-
ment in young, high-potential enterprises’
development is a short one. It started in
the 90’s during the dot.com burst and
venture capital hit the top profits in that
period. In the mid-90’s, there were only
around 100 European companies that were
backed by this sort of funds. In 2000, this
number increased to over 3,200 companies
that received 19 billion euros from ven-
ture capital funds. However, after the dot.
com burst, the activity of venture capital
in Europe decreased considerably and has

Figure 1. Venture capital investment as a percentage of GDP (US dollars), 2012
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Source: OECD, 2013.
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Figure 2. Global annual amount raised by VC-backed companies by world regions
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never regained its top levels. Between 2002
and 2014, European companies received
on average EUR 4.4 billion annually. In
2014, this quota increased to 5.8 billion
euros (Nepelski, 2016). The countries with
the highest shares of European companies
backed by venture capital are: the United
Kingdom, Germany and France. For exam-
ple, companies from the United Kingdom
represent nearly one quarter of all Euro-
pean venture-capital-supported companies.
In the period 1995-2014, these companies
also received one third of all venture capi-
tal funds invested in Europe. The top ten
European countries constitute 90% of the
total number of VC-backed companies and
the total amount raised in Europe between
1995 and 2014 (Nepelski, 2016).

Also the age structure of enterprises
backed by venture capital has changed.
Venture capital funds in Europe have
moved from seed to later stage financing
during the period of their existence (Nepel-
ski, 2016). In 1995, 7% of all VC funds
were allocated to seed, and only 10% to
later stage financing. Two decades later,
0.5% of all venture capital funds were allo-
cated to seed and 56% to later stage financ-
ing. Companies from the IT industry dom-
inated the venture capital companies in
Europe twenty years ago. In the 2010-2014
period, 44% of VC-backed firms in Europe
belonged to the business, consumer and
retail industry and 26% to the IT sector.
The healthcare industry raises the high-
est levels of VC financing. The business,
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consumer and retail and the IT industry
raises a median of around EUR 1.5 mil-
lion per company (Nepelski & De Prato,
2014).

The employment of up to 100 employees
is typical for 92% of all venture-capital-
supported companies based in Europe.
Only 1% of the European companies
that received venture capital in the last
20 years have 450 or more employees. The
size of VC-backed companies is decreas-
ing, while their age is increasing. While the
median size of a company that received
venture capital backup in the later financ-
ing stage in the period 1995-1999 was
74 employees, in 2010-2014 this number
dropped to 35 employees. Nearly 90% of
all VC-backed companies based in Europe
are up to 8 years old. In general, the age of
VC-backed companies has increased over
the last twenty years.

According to a detailed study of
VC-supported companies in Europe,
besides a very small number of VC-backed
companies in Europe, one can observe
extreme geographical concentration of VC
activity (Nepelski et al., 2016). For example
— companies located in the UK represent
nearly one quarter of all European ven-
ture-capital-supported companies and one
third of all venture capital money invested
in Europe. To compare — the UK accounts
for only 17% of the EU-28 GDP. This pat-
tern of geographic concentration continues
at the country level. In 2014, the European
start-up hotspots, i.e. the top 20 European
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cities by the number of VC-backed com-
panies, accounted for 58% of all Euro-
pean VC-backed companies and 69% of
all the money received by those companies
(Nepelski et al., 2016). Paris, London and
Berlin lead this ranking.

The geographical concentration of start-
ups does not come as a surprise. It is a pre-
dictable result of agglomeration, a process
widely described in economic literature and
also observable in the US (Silicon Valley,
North Carolina knowledge triangle, Bos-
ton route 128) and elsewhere (Bangalore
in India or Changzhou in China). Factors
such as the spatial proximity of similar and
related firms and industries and the general
tendency of people and economic activity
to locate in large cities and economic core
regions all lead to agglomeration. The
agglomeration of R&D, innovation and
business activity facilitates local knowledge
spillovers and fosters the local business sys-
tem (Nepelski & De Prato, 2014).

The location of a start-up does not only
matter for the probability of receiving VC
funding, but also for its volume and conti-
nuity. Start-ups based in major European
start-up hotspots have higher chances to
both receive more VC money and to be
backed by VC more frequently, as com-
pared to an average European VC-backed
start-up. The median amount raised by
a VC-backed company in Europe was EUR
1.5 million. In contrast, the same value for
a company based in the European hotspots
was close to EUR 2 million.

As the continuity of VC funding is highly
indicative of the growth potential of firms
(Gompers & Lerner, 2001; Lerner, 1999),
it is interesting to know if start-ups based in
the European hotspots exhibit also higher
growth potential, as compared to firms cre-
ated in other parts of Europe. This raises
a question of whether European start-ups
migrate to the venture capital hotspots in
order to improve their funding prospects.

4. Conclusion

Looking at the patterns of venture capi-
tal activity in terms of funding stage and
the profile of companies receiving this sort
of capital support leads to some interest-
ing observations. Over the last two decades,
venture capital funds have moved away
from seed to a later stage of funding and
from young to older companies. For exam-

ple, in 1995, 7% of all venture capital funds
were allocated to seed, and only 10% to
a later stage. Two decades later, 56% of all
venture capital financing went to a later and
only 0.5% to the seed stage. Also the char-
acteristics of VC-backed companies have
changed over the last twenty years. In par-
ticular, the age of European companies sup-
ported by venture capital increased. Today,
around 90% of those companies are up to
8 years old and have up to 100 employees.
This is likely to be related to an increas-
ing focus of venture capital funds on a later
stage rather than on seed.

In conclusion, the overview of venture
capital activity in Europe shows that it is
extremely scarce, geographically concen-
trated and has become increasingly more
risk-averse. Venture capital funds have
focused on mature companies with estab-
lished technologies and market presence
and established in certain locations. This
challenges the image of VC funds as provid-
ers of financing to young, innovative and
high-risk enterprises and raises a question of
the position of venture capital funds in the
process of financing innovation in general
and innovative ventures without previous
commercial record in particular. In other
words, a large share of European compa-
nies, even extremely innovative ones, needs
to rely on sources other than VC funds to
finance their innovative activity. This raises
the issue of other sources of innovation
financing, including the public sector. The
latter one is said to have an important role
in supporting early-stage innovative activity
by small firms given the tenuous nature of
the venture capital cycle at this preliminary,
yet critical, stage of firm activity.
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