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ABSTRACT

In Europe, loan finance has traditionally been the most important source of external financing for SMEs. However, due to a lack of collateral and the high risks involved, interest in equity sources has been growing recently. The 2001-2002 recession and Internet »bubble« have caused a temporary drop in venture capital financing, thus bringing particular relevance to questions of the future recovery and trends in this source of SME financing.

Many empirical studies have shown that transition countries urgently need entrepreneurship and strong SMEs to successfully close the process of restructuring to a market economy. Unfortunately, both the supply and demand sides of the market for equity capital pose serious questions about how far this source of capital, either through venture capital funds or the »business angels« type of finance, can provide a workable solution to the imminent gap in SME finances and whether the government should support it by offering preferential treatment to investors.

In this paper we pull together the existing modest empirical evidence on the venture capital market’s development in Slovenia to propose some hypotheses on the behaviour of SME owner-managers as regards this type of finance. We studied several cases of venture-capital-backed companies to expose some strengths and weaknesses of this type of financial involvement. Finally, some policy implications for the venture capital market’s impact in the context of a transition economy are offered.

POVZETEK

V Evropi so bila bančna posojila tradicionalno najpomembnejši vir zunanjega financiranja za mala in srednje velika podjetja (MSP). Zaradi težav z garancijami in velikimi tveganji pa je v zadnjem času pričelo naraščati zanimanje za lastniške vire. Recesija v letih 2001-2002 in pok spletnega »mehurja« pa je povzročil začasno skrčenje ponudbe tveganega kapitala in s tem sprožil pomembno vprašanje okrevanja in prihodnjih trendov tega vira financiranja MSP.

Mnoge empirične raziskave so pokazale, da tranzicijske države nujno potrebujejo podjetništvo in močna MSP, da bi uspešno sklenile proces prestrukturiranja v tržno gospodarstvo. Na žalost postavljata tako povpraševanje kot ponudba na trgu lastniškega kapitala resna vprašanja o tem, koliko lahko ta vir kapitala, bodisi v obliki skladov tveganega kapitala, bodisi prek »poslovnih angelov«, ponudi stvarno rešitev za izrazit primanjkljaj v financiranju MSP in ali naj ga država podpira z ugodnejšimi pogoji za investitorje.

V članku smo zbrali obstoječe skromne podatke o razvoju trga tveganega kapitala v Sloveniji in postavili nekaj hipotez o ravnanju lastnikov MSP pri teh financah. Preučili smo več primerov podjetij, ki jih je tvegani kapital podprl, da bi tako prikazali nekatere prednosti in slabosti tovrstnega financiranja. V sklepu smo podali tudi nekatere politične implikacije učinka trga tveganega kapitala v okolju tranzicijskih gospodarstev.

Introduction

While loan finance is and will remain the most important source of European enterprise finance at least over the next decade, alternative instruments can become a significant factor in providing flexibility and choices that better reflect the needs of enterprises throughout their development (EC, 2001). Venture capital (VC) could become the most important option for specific types of SMEs.

The experience of venture capital in the USA shows that different forces call for an increasing share in venture capital financing, either in the form of (formal) venture capital funds, business angels or existing corporations through their capital venturing. Experts used to stress the »equity capital culture« when explaining the strength of VC in the USA and Great Britain (Glas, 2001). However, according to the latest empirical evidence it is not only a true entrepreneurial Anglo-Saxon culture but government support for this type of capital with appropriate regulation and tax policy that is needed. The US government supported innovative SMEs through SBICs (Small Business Investment Companies), tax-policy-preferred capital gains while, in 1978, pension funds were allowed to invest in VC funds. Along with the »silent revolution« involving entrepreneurship and technological changes, this support has seen growth in the amount of traditional venture capital from around USD 5 billion in the mid-1990s to USD 101 billion in 2000, with an even larger amount of USD 129 billion in informal investments (Bygrave, 2001). VC has also developed a viable organisational structure of partnership management companies that are rewarded according to an investment’s success. The European Commission (2001) expressed its commitment to risk capital as a reflection of its concern over the high level of SMEs’ dependence on debt finance, as part of efforts to create an entrepreneurial Europe. However, EU countries have trailed behind the development of VC in the USA (see OECD, 1999) and the economic slump in 2001-2002 seriously aggravated the situation in the venture capital market for both SMEs and VC funds (Himelstein, 2001). Yet, we can assume that following economic recovery VC will again become more important at least for certain types of SMEs or enterprises in certain stages of their existence. This is very important since VC has backed those companies that have really made technological breakthroughs (Himelstein, 2001). The latest study of VC-backed firms in Europe shows that VC was an essential ingredient of their creation, survival and growth, while 60% of these said they would not be in business today without the funding and support of venture capitalists. Venture capitalists were seen as contributing much more than finance, for they also provided strategic advice, networking opportunities, credibility and offered a sounding board for new ideas (EVCA, 2002).

Transition countries lag behind these VC developments and are still very occupied with the problems of bank finance. This is still the case with Slovenia, the most developed transition country, albeit having lower entrepreneurial activity than other EU countries. Improving commercial banking and access to debt capital by reducing the cost of capital and introducing more friendly procedures (Glas, Pšeničny, Vadnjal, 2002) is the key issue for SMEs. However, what is true for SMEs in general may not be as relevant for dynamic companies that are really the target for venture capital. Slovenian banks and other investors as the supply side of venture capital started early in the entrepreneurship wave of 1990s to become involved in some types of VC investment. However, as practice has shown problems arise more from the demand side and, in addition, the legal and tax environment is not conducive to such investments. In the paper, we study these experiences and the current attitudes of SMEs to external equity investments on the basis of a survey of SMEs conducted as part of research on devising a comprehensive scheme of SME financing in the spring of 2002. We illustrate our discussion with five case studies of VC-backed investments from different types of VC funds.

1.1 The supply side: venture capital in Slovenia

In former Yugoslavia, social ownership, compared to state ownership in other CEE countries, implied more enterprise freedom and an open economy. However, new private businesses in Slovenia started along with the process of economic transition from the system of social ownership of capital to the system of a full-fledged market economy. The starting point was the new Enterprise Law (1988) that allowed the private ownership of companies. During 1990-94 the Slovenian economy underwent rapid structural change (see Glas, Drnovšek, 1998) although delays in the privatisation process due to political discord over the concept substantially hampered this restructuring.

In entrepreneurship, Slovenian institutions and researchers have focused much on the US experience. Following a training programme in the USA (Boston, Massachusetts), some participants started to consider the VC type of investments as an alternative. The first fund with the ambition to invest in equity was established in 1989, with the Abanka commercial bank, followed in 1991 by the largest Slovenian bank, Ljubljanska banka (Žugel et al., 2001). However, the circumstances were not appropriate at the time and the funds were thus not successful. They divested in some types of debt instruments that are more akin to bank operations. Nevertheless, in 1992 the Slovenian Venture Capital Association (Slevca) was established with most members being associated with banks, as a member of The European Private Equity and Venture Capital Association (EVCA). Slevca, as a partner to the Small Business Development Centre (SBDC) was supposed to promote the concept of VC and to develop expert know-how for this type of equity investment.

Since 1994 the venture capital industry has started to develop mainly through some mixed Slovenian and international investors and the bringing in of foreign experience in VC fund management, in particular through the Horizonte Venture Capital Fund. The situation with VC funds in early 2002 is summarised in Table 1.

There are few VC funds located in Slovenia today, but SMEs could also apply for some foreign VC funds if they are ready for such an investment. The VC funds below were established and financed:

· by the government: besides the TDF, in 1995 the EBRD and the Slovenian Development Fund, the forerunner to the Slovenian Development Corporation, established a Slovenian Restructuring Project (SRP), a venture for restructuring and managing existing firms, with the SDF providing external expert assistance to manage growth; in 2001 the Slovenian government (Ministry of the Economy) proposed a private-public VC fund, however it later abolished the project, although it might become an interesting idea for the transformation of certain existing public funds;

· by banks and other financial corporations e.g. holding companies of the Activa Group and Kmečka družba; and

· other institutional investors.

Table 1. Venture capital funds in Slovenia in early 2002

Fund
Technology Development Fund (TDF)
Horizonte d.o.o.
Slovenian Fund Management (SFM) d.o.o.
Aktiva Ventures d.o.o.
Prophetes d.d.
Kmečka družba1

Founding year
1994
1994
1995
2000
2000
2001

Founders
Republic of Slovenia
Foreign
80% domestic

20% foreign
Foreign and domestic
Domestic
Domestic

Available capital
EUR 1.5 mill.

(8.5 % of privatisation proceeds)
EUR 8.2 mill.
EUR 20.5 mill.
EUR 66.5 mill.
EUR 0.6 mill.
EUR 15.5 mill.

Investment per firm
EUR 0.13-3.7 mill.
EUR 0.15-1 mill.
EUR 1-4 mill.
n.a.
EUR 0.5-2.5 mill.
EUR 3 mill.2

Investment policy
Slovenian, technology, innovative, young SMEs
Services, high technology
Any activity
High technology
Any activity (innovators)
High technology

Venture stage
Seed stage, early stage
Early stage
Later stage
Seed stage
Seed stage
Later stage

Number of projects
48
11
11
1 (40 proposals)
n.a.
1

Searching mode
Passive, active
Passive, active
Active
Passive, active
Passive, active
Passive, active

Exit strategy
Strategic partner, IPO
Strategic partner, IPO
Strategic partner

Strategic partner, IPO
Strategic partner

Co-operation
Long-term
3-5 years
7-10 years
3-5 years
Long-term
 

Expected annual return
15%
15%
15-20%

35%


Comment
Becoming part of the Slovenian Development Corporation, 1997
70% of capital utilised. New fund in 2002 (EUR 20 mill.)
Capital spent in 1999, new fund in 2002
Some existing ventures in Israel and Italy
Additional capital EUR 18 mill.


Notes: 1 – More of a mutual fund undertaking some equity investments; 2 – partly achieved as a debt-equity swap

Sources: Kaučič (1996), Penca (1996), Drobnič (1998), Milivojevič (2001), Žugelj et al. (2001)

Only to a limited extent did the VC funds attempt to attract private investors (Prophetes d.d.). Some started with explicit international ambitions, mostly to invest in other CEE countries, but today this still offers an uncertain future, with the exception of Activa Ventures. The real model VC fund is the Horizonte Venture Capital Fund (HVCF), established by foreign founders with vast experience in VC operations, investing in SMEs at different levels of their life-cycle, but proving their growth orientation and new technology. This fund is conceived as a partner for recipients, supporting them with management assistance, e.g. developing a business strategy, negotiating for additional sources, entering the global market and searching for strategic partners, although with the existing portfolio of investments the staff involved can hardly cope with this job.

VC funds are looking at two opportunity paths. The first is the growth of dynamic SMEs, in particular those with a global strategy, while the second is the restructuring of existing firms through privatisation, spin-offs and management buy-outs. Both paths face some identifiable barriers to the expansion of venture capital (Žugelj et al., 2001):

· the lack of entrepreneurship culture and know-how, the lack of “role models”;

· the limited size of the Slovenian economy with few dynamic SMEs and a fairly closed capital market;

· low efficiency in equity capital management (a climate of workers’ self-management still exists);

· the “etatist” nature of an important amount of ownership (banks, insurance companies, semi-government funds);

· lack of exit options (the weak Ljubljana Stock Exchange);

· the still undefined ownership structure of capital;

· the lack of sources of investment capital (non-existing pension funds);

· non-transparent market of risk capital and the lack of information; and

· inappropriate tax system and regulation etc.

The sheer amount of capital invested and the number of firms backed by venture capital are really modest. However, in Slovenia as throughout the world VC is important nationally since those companies that are backed are fast growing, they create jobs, develop new technology, invest heavily, and develop internationally. We will prove this by examining cases of the successful implementation of venture capital in some SMEs over the past decade. 

2. SURVEY RESULTS ON SME ATTITUDES

2.1 Methodology

The data analysed in the present study was compiled in Slovenia. We conducted a survey among Slovenian SMEs to ascertain their opinion regarding several aspects of the SME financial environment (Glas et al., 2002). In this paper we analyse their responses to questions related to the private equity market in Slovenia. SMEs in the sample were chosen randomly from the register of incorporated businesses and sole proprietors. Second, we performed a series of semi-structured interviews with entrepreneurs who already had an experience with venture capital financing. 

Several multivariate statistical methods are used in the paper. We use univariate statistics when analysing demographic characteristics of the sample while cross tabulations are used to illustrate the attitudes of “kinds” of SMEs regarding the reasons for private equity investments and the types of help expected from private equity investors. The key information gathered by the semi-structured interviews is summarised in the tables. 

2.2 Demographic characteristics of the sample

We collected a lot of data on the demographic characteristics of SMEs to be able to identify heterogeneous groups of SMEs. Since financial problems and specific financial needs are more common in production-oriented firms, we used a stratified random sampling procedure to ensure we included enough production-oriented firms (we doubled the share of manufacturing and included only a quarter of businesses involved in trade). Table 2 summarises some demographic characteristics of the SMEs in the sample.

Table 2: Demographic characteristics of the sample (in %)


Characteristics
Share

Characteristics
Share

Legal status
Sole proprietors
35.1
Gender
Male
81.1


Incorporated business
58.5

Female
17.6


Mixed
  4.1

Missing
  1.3


Missing
  2.3
Education
Vocational & high school
58.0

Family business
Yes
58.6

University
35.6


No
38.3

Graduate
  5.0


Missing
  3.1

Other
  1.4

Industry
Manufacturing
27.5
Education-area
Technical
56.2


Construction
11.4

Business
17.3


Transport 
10.0

Law
  2.3


Engineering
  3.2

Other
19.2


Trade
  9.4

Missing
  5.0


Tourism
5.7





Service
10.0



Other
22.8


Source: Authors’ data.

The structure of the survey covers a larger share of incorporated businesses where a higher response rate is usually the case; the average response rate was 11% in the sample of 2000 units (1200 from incorporated businesses and 800 from sole proprietors). 

2.3 Attitudes of SMEs to private equity financing

The most important discourse about financial assistance to SMEs currently focuses around private equity investment either as a formal venture capital or informal »business angel« solution. Slovenia is still far from having a significant amount of these types of investment flowing into SMEs. We hypothesised that the attitudes of SME owners may be an important source of an underdeveloped private equity investors' market. First, we asked respondents whether they had ever considered or even initiated the option of a private equity investor entering their business or they themselves becoming such an investor in another SME.

Table 3: Searching for a private equity investor (in %)


Have you searched for a private equity investor?
Have you considered making your own equity investment in another SME?

Never considered

Considered it once

Considered it many times, not implemented

Realised it once

Realised it many times
47.7

9.2

      36.9

3.4

2.8
51.3

10.0

30.0

5.6

3.1

Note: There were many missing values for these two variables. 39 respondents did not answer the first, while 55 did not answer the second question.

Source: Authors’ data.

It is impossible to check for the validity of answers, in particular about the seemingly realised equity investments, but these alternatives are still quite »unknown territory« for almost half of the respondents, while others have mostly considered it as a »mental exercise«. What underpins this attitude? We asked entrepreneurs to reveal their feelings about equity owners entering their businesses.

Table 4: Would an outside owner, either a state-backed venture capital fund or a private equity investor in your company bother you (in %)?


State-backed venture capital fund
Private equity investor

It would not bother me

It would bother me a little

It involves a serious issue

It would bother me substantially

It is unacceptable
22.9

24.5

  9.4

12.5

30.7
29.0

27.9

12.6

  9.3

21.3

Note: There were many missing values for these two variables. 23 respondents did not answer the first, while 32 did not answer the second question.

Source: Authors’ data.

Hence, the majority of owner-managers are worried about introducing outside equity capital to their firms, ranking from »unacceptable« to a »small discomfort«. It seems that a state-backed venture capital fund would be more of a problem as a co-investor than a private equity fund. One reason for this reluctance regarding private equity investors may be the sample structure; a typical respondent is a small business manager of a micro business satisfying local market needs representing »economic core« SMEs (Kirchhoff, 1994) in Slovenia. These business owners are typically not open to the idea of others having any control over their firm since autonomy (being one’s own boss) is a primary reason leading to their private career. 

This is not true only for SMEs in our survey. Let us look at the research on the finance sources of dynamic enterprises in Slovenia, which was initiated by an extensive empirical study of 750 dynamic enterprises in Slovenia and four other transition countries (Žižek, Liechtenstein, 1994), and continued for the last three years with work undertaken by the GEA College of Entrepreneurship (Pšeničny, 2001). Slovenian and European studies of dynamic firms gave additional support for our assumption that proper equity financing is extremely important in financing the fast growth of “gazelles”. However, no significant differences have been found in the financial structure of Slovenian “gazelles” in any empirical studies; 1994 and 2001, respectively.  It is the fact that dynamic firms in Slovenia differ substantially from European “gazelles” (Roure, 2001). Most dynamic enterprises in Slovenia were started with entrepreneurs’ savings (36%), with managers’ team financing (6%), supported by other family members (11%), and by private investors (9%), while only 27% of European gazelles started with entrepreneurs’ and managers’ team savings, but in 43% with other emotion-related sources and private investors. Formal investors (e.g. business angels or venture capitalists) supported the start-up phase of 9% of the most dynamic companies in Europe’s top 500 list (Roure, 2001), but only 1% of Slovenian dynamic firms. The recent growth of Slovenian “gazelles” is financed in 50% by entrepreneurs’ and managers’ investments (including retained profits) and only in 3% by other investors, while more than 11% of the growth sources in European dynamic firms come from formal investors. In terms of planning for the future, one-third of European “gazelles” counts on formal equity investors as opposed to only 5% of Slovenian dynamic firms.

To find more in our survey, we tried to further clarify which factors could make an equity investment attractive or unattractive. We listed a series of factors hypothesised to influence private equity investments and asked respondents to rate them on a five-point Likert type scale ranging from the “most encouraging” to the “most deterring”. They include several characteristics typical of the Slovenian business environment such as high income tax on income gains, lack of tax incentives for private investors, business legislation as well as a series of more subjective, person-related factors such as management style, mistrust, life-style, reluctance to grow etc. Entrepreneurs think that the least encouraging factors for private equity investments are: the lack of real opportunities for investors to make an exit; complicated legal formalities for transferring ownership, a tax system that discourages equity investments, the share of the ownership-investment value ratio and the threat of information leaks. The factors deterring equity investments most are the lack of tax incentives, the fear of lost control over distribution of the profits generated and control over the firm, the lack of business knowledge to be an equal partner to a private investor during negotiation and due diligence processes, the low growth aspirations of small business owners, which is also related to the habit of entrepreneurs to manage their businesses as a source of overgenerous fringe benefits concealing actual profits. 

Table 5. Encouraging or deterring factors for SMEs in accepting others’ equity investments (in percent)

Factor influencing the behaviour of SMEs
Encouraging
Neutral
Deterring

Factors related to the legal and tax environments




Lack of tax incentives for investors
  5
26
68

High income tax on capital earnings
  6
28
67

Complicated and expensive formal transfer of ownership
  4
32
64

Factors related to the supposed behaviour of investors




Investors want to cream off high profit, threatening growth
  7
21
72

Investors are not willing to wait longer for appropriate returns
  5
24
71

Investors want an excessive share of control for “little” money
  6
30
64

Factors related to the behaviour/ management of entrepreneurs




They want luxury cars, mobile phones at the firm’s expense
  5
35
60

They do not feel confident due to a lack of financial or legal know-how
  5
29
66

Management style of entrepreneurs (“lone-wolf”)
13
28
59

Fear of information leaks
  5
36
59

They do not want to grow, have low growth aspirations
  8
36
56

They want to hide profit through accounting tricks
  9
42
49

They want to preserve the existing life-style
17
37
46

They want total control over the firm
29
21
50

The general attitude of SMEs to equity investments
48
39
13

Barriers in the financial market




Lack of options for investors to sell their shares
  4
48
48

Higher returns on other financial investments
18
41
41

Level of trust between entrepreneurs and investors
60
23
17

Source: Authors’ data

Further, in order to see whether the perceived factors hindering private equity financing’s development differ between small business owners, we compared groups of respondents according to several demographic characteristics and growth aspirations. The grouping variables to calculate cross-tabulations were: years of experience of an entrepreneur, education level of an entrepreneur, growth aspirations of an entrepreneur, age of a firm, industry sector of a firm and type of business (family – non-family).

Table 6. Reasons, by level of education

Grouping variable
Education
Encouraging effect
Cannot decide
Deterring effect
(2
DF
Sig.

Level of trust between 
Primary & secondary
58
28
14
5.5
2
0.06

entrepreneurs and investors
Graduate
65
14
21
 
 
 

Entrepreneurs want to have 
Primary & secondary
34
24
42
5.8
2
0.05

total control over the firm
Graduate
22
18
60
 
 
 

Management style
Primary & secondary
16
32
52
4.6
2
0.09

"lone-wolf"
Graduate
12
21
67
 
 
 

High income tax on capital 
Primary & secondary
  8
30
62
5.7
2
0.06

 earnings
Graduate
  1
24
75
 
 
 

Investors want excessive
Primary & secondary
  8
34
58
8.1
2
0.02

control for little money
Graduate
  1
24
75
 
 
 

Entrepreneurs want to 
Primary & secondary
20
40
40
4.7
2
0.09

retain their life-style
Graduate
10
35
55
 
 
 

Fear of information 
Primary & secondary
  8
39
53
5.3
2
0.07

 leaks
Graduate
  1
33
66
 
 
 

Source: Authors’ data.

We did not find any significant differences when evaluating the factors encouraging private equity fund development in terms of the years of experience of an entrepreneur. However, the education level did play an important role in forming the attitudes investigated. When education levels of entrepreneurs are compared, their attitudes to factors hindering private equity investments significantly differ as to the importance of trust shared between the entrepreneur and the respondent, the tendency of entrepreneurs to keep full control and entrepreneurs' perception of the value of the investment-control stake ratio. 

There are some differences in attitudes to factors hindering/encouraging private investors’ placements in SMEs; younger firms are less concerned with control issues and they also find the self-sufficient management styles of small business owners an important deterring factor. Founders of younger start-ups find tax avoidance issues less deterring than their older counterparts and the same goes for confidentiality concerns – leaks of information. It follows that they are more receptive to the idea of private equity investors and they also do not expect their help during business idea generation processes. 

2.4 Types of help expected from private equity financing

Our previous research showed anecdotal evidence that there was not a lot of information among owner managers about the benefits outside equity investors could bring to a company besides providing financial resources. In this study we also checked which non-financial benefits entrepreneurs expect from investors. The descriptive analysis showed that entrepreneurs expect various types of support from equity investors. The most important type of help is assistance in accessing new markets, enabling links and networks with other business people and support during the process of internationalisation (this is in line with information gathered in the case study approach). Investors are also perceived as a good source of ideas for new products and services through their experience. 

Table 7.  Reasons, by age of a firm 

Grouping variable
Firm's age
Encouraging effect
Cannot decide
Deterring effect
(2
DF
Sig.

General attitude of SMEs to
1-6
64
27
  9
 
 
 

private equity
7-12
50
35
15


 

 
13+
31
55
14
8.4
4
0.08

Entrepreneurs want to have 
1-6
39
24
37
 
 
 

total control over the firm
7-12
28
16
56


 

 
13+
20
37
43
9.8
4
0.04

Management style
1-6
21
33
46
 
 
 

"lone-wolf"
7-12
12
21
67


 

 
13+
  7
43
50
19.8
4
0.03

Want to hide profit
1-6
14
44
42
 
 
 

through accounting tricks
7-12
10
33
57


 

 
13+
  0
60
40
10.2
4
0.04

High income tax on capital
1-6
14
25
61
 
 
 

earnings
7-12
  2
24
74


 

 
13+
  7
40
53
11.5
4
0.02

Fear of information
1-6
15
38
47
 
 
 

leaks
7-12
  2
35
63


 

 
13+
  3
38
59
10.7
4
0.03

Source: Authors’ data.

Management consultancy is also expected in strategy making, headhunting activities for skilled staff and, finally, private investors are also expected to behave as »free consultants« or mentors during difficult times. Unexpectedly, respondents do not perceive that private investors should provide help to SMEs when negotiating with banks or bringing in other private investors to the company. The latter finding may suggest that small business owners perceive any potential private investors' alliance as leading to a threat of collusion against them. 

Table 8. Non-financial benefits entrepreneurs want / expect from equity investors (in %)

Form of non-financial benefit
Less important
Important
Very important
Grade

Assistance for entering new markets  
  2
16
82
4.20

Access to key market information
  4
22
74
4.07

New product / service ideas
  5
22
72
4.01

Managerial know-how
  3
30
67
3.94

Business relationship, networking
  4
30
66
3.93

Search for skilled professional staff
13
29
58
3.59

Consulting support instead of commercial advice
15
31
64
3.58

Psychological support in case of hard times
19
29
52
3.55

“Protectors” with their experience and coolness
18
28
54
3.52

Assistance in the internationalisation of business
16
34
51
3.50

Informal promotion of the firm
12
43
45
3.43

Negotiating with suppliers
23
33
45
3.38

Support in acquiring bank loans
27
35
38
3.17

Assistance to attract other private investors
41
36
23
2.80

Note: We merged “unimportant” and “of little importance” into “less important” and “relatively important” and “very important” into “very important”. The grade is calculated from the original 5-point Likert scale ranging from 1 for “unimportant” and 5 for “very important”.

Source: Authors’ data

In the same way as for the previous analysis of reasons hindering private equity investments, we checked whether there were any significant differences in types of expected help according to the demographic characteristics of respondents. The grouping variables to calculate cross-tabulations were the same: years of experience of an entrepreneur, education level of an entrepreneur, growth aspirations of an entrepreneur, age of a firm, industry sector of a firm and family business.

Table 9. Types of help, by level of experience

Type of help
Years of experience
Not  important
Important
Very important
(2
DF
Sig.

Informal 

promotion of 

the firm

 
0
16
42
42
15.2
8
0.05


1-5
13
60
27


 


6-10
18
45
37


 


11-20
  8
39
53


 

 
21+ 
  9
25
66
 
 
 

Assistance to 

attract other

private

investors

 
0
65
16
19
21.3
8
0.01


1-5
37
46
17


 


6-10
49
32
19


 


11-20
35
29
36


 


21+ 
25
56
19
 
 
 

Search for 

skilled 

professional  staff

 

 
0
27
31
42
13.3
8
0.10


1-5
17
27
56


 


6-10
13
34
53


 


11-20
  3
25
72


 


21+ 
13
28
59
 
 
 

Source: Authors’ data.

When we cross-tabulated respondents according to years of experience, there were several significant differences (( = 0.05) among experienced entrepreneurs when ranking the type of help expected from a private investor. Results for meaningful differences (( = 0.10) among groups are also exhibited in the table. 

The more experienced group of entrepreneurs ranks informal support from a private entrepreneur higher than their less experienced counterparts who, on the other hand, rank with greater support the seeking of other private investors. Indeed, it seems that less experienced entrepreneurs do not fear the possible effect of collusion. More experienced entrepreneurs also see the private investor as an important source of help in seeking skilled staff. When we introduced the education variable, entrepreneurs with secondary or lower education assigned greater importance to help received from a private investor during negotiations with their suppliers ((2= 9.2; DF=2; Sig.=0.01) and also in the importance contributed to by a private investor being their protector with practical experience and enabling rational decision-making ((2= 7.7; DF=2; Sig.=0.02). 

There were no significant differences among groups of respondents according to industry sector (manufacturing – service) on attitudes to private equity investments and the types of help expected from private investors. Finally, there were some differences in the types of expected help from private investors; family businesses assigned more importance to help during acquisition of a bank loan ((2= 7.1; DF=2; Sig.=0.03) and less importance to the potential help of a private investor during an internationalisation process ((2= 6.2; DF=2; Sig.=0.05).

The typical small business owner does not want to grow extensively. Growth aspirations are an important antecedent to the type of financial source that is sought since different direct and indirect effects can be expected. 

Table 10.  Types of help, by growth willingness

Type of help
Growth orientation
Not important
Important
Very important
(2
DF
Sig.

Informal 

promotion of 

the firm
Growth - "no"
  8
32
60
7.6
4
0.11


Undecided
17
49
35


 


Growth - "yes"
  9
40
51
 
 
 

Support in 

acquiring bank 

loans
Growth - "no"
11
30
59
8.5
4
0.08


Undecided
33
32
35


 


Growth - "yes"
22
39
38
 
 
 

Search for 

skilled 

professional  staff
Growth - "no"
15
15
69
11.1
4
0.03


Undecided
20
30
49


 


Growth - "yes"
20
30
49
 
 
 

New product

ideas 

 
Growth - "no"
19
11
70
16.9
4
0


Undecided
  5
31
64


 


Growth - "yes"
  2
17
81
 
 
 

Assistance in 

internationalisation

 
Growth - "no"
19
15
65
13.6
4
0.01


Undecided
21
44
36


 


Growth - "yes"
10
31
58
 
 
 

Consulting support

instead of commercial

advice
Growth - "no"
19
15
65
8.7
4
0.07


Undecided
18
34
48


 


Growth - "yes"
  7
34
59
 
 
 

Source: Authors’ data.

Growth-oriented small business owners see private investors as an important source of help during an internationalisation process and in the generation of new ideas for products and services. Small business owners who do not want to expand their businesses further see in private investor a bridge to skilled workers. Indeed, it is intuitively very logical that skilled workers search for potential employers among growth-oriented SMEs, thus offering higher chances of promotion and more challenging work. 

CASE STUDIES

As the survey has shown, venture capital is really not the solution for the majority of Slovenian SMEs, both from the aspect of objectives as set by the “average” entrepreneurs and from the VC criteria for investment. However, operations of VC funds also confirmed VC as the source for a very specific type of SMEs, either high-tech oriented or fast growing firms in traditional activities but using highly innovative approach to the market to boost their market share and growth. We therefore extended our research to an exploratory research of five cases of VC investments made by three VC funds with different investment concept. 

The semi-structured interviews with venture-capital-backed entrepreneurs covered several themes. We discussed with them their reasons to engage formal VC along with possible alternatives, the general terms of deals and experience with the VC staff involvement in marketing, management, company strategy and internationalisation. However, we also discussed these cases with the respective venture capitalists, except for the Gamma case.

Figure 1: Profile of the case study companies

Name
Year of

founding
Number of founders
SME growth- oriented?
Business                                           domain
Venture capital fund
Stage of SME development

ALPHA
1998
6
yes
Biotechnology
Horizonte Venture Fund
start-up

BETA
1992
2
yes, extremely
consumer electronics, retail and wholesale
Horizonte Venture Fund
growth phase

GAMMA
1999
6
yes
interactive technology development
IMP (international)
early 

DELTA
1997
4
yes (20-30 % annually)
biotechnology (cell therapy)
Horizonte Venture fund
start-up

ETA
1983
2
undecided
nautical development and design 
Kmecka druzba (local)
later stage

Source: Authors’ data.

Figure 2: A profile venture-backed investment (1)

Name
Year of entry
Year of exit
Investment
Capital              structure
Reason for entry
Reason for exit
VC: in the future?

ALPHA
1998
-
EUR 1.9 mill.
50% VC, 50% founders             
The only start-up possibility (no access to bank loans)
-
Second round: EUR 3 Mill.2;  

BETA
1995
1998
EUR 0.31 Mill.1
25 % VC, 75% founders
Investment in new “mega” shop concept
Best opportunity for VC fund
Corporate venturing

GAMMA
2000
2002
EUR 1.5 Mill.
76% VC; 24% founders
No specific reason; opportunity & long-term strategy
Fund strategy: close all Internet inv.
No; not needed anymore

DELTA
1997
-
EUR 1 Mill.1,2
75% VC, 25% founders
Start-up development
-
Seeking second round: EUR 10 Mill. 

ETA
2001
?
EUR 6 Mill.
50 % VC, 50% founders
Technology investment financing
Lack of agreement  on future strategy between fund and founders
Probably

Note: 1 – Only VC investment, 2 – Also EUR 1 mill. in government subsidies

Source: Authors’ data.

Figure 3: A profile venture-backed investment (2)

Name
Length of due diligence
Price negotiation
Experience of entrepreneurs
Experience  VC
Crucial benefit
Alternative financing

ALPHA
6 months
VC evaluation
positive
positive2
R&D and production enabled
not  available

BETA
2 months
EBIT (multiplied by 7)
positive
best investment
growth, brand name development
bank loan

GAMMA
9 months
negotiation
positive
negative
Insight into international management practices
bank loan

DELTA
18 months
EBIT (multiplied by 10)
positive
positive2
R&D development
not  available

ETA
14 months
EBIT, BP
not yet satisfactory1
slightly disappointed1
Investment financed
bank loan, profit reinvestment

Notes: 1 – Too early for ultimate assessment; 2 – Company still in loss due to intensive R&D expenses

Source: Authors’ data.

From these five cases that numerically do not allow any generalisation, we can infer a different experience that is quite atypical compared to the VC manuals:

· three companies attracted VC early on in the start-up phase – these are the cases involving explicit high-tech; two other companies attracted VC as the source for crucial investments for further growth;

· in some cases, VC opted for the majority stake in companies that is not the rule for VC deals, however, entrepreneurial teams were not able to provide their substantial stake and the opportunity seemed very promising; and

· both exits happened after an unusually short period but for different reasons: in the Gamma case the international fund closed all its Internet investments during the outburst of dot.com companies, while in the Beta case the opportunity to sell to a strategic partner provided an excellent rate of return on investment that VC would not miss out on.

Figure 4: Performance scorecard

Name
Sales 2001
Sales 2000
Sales 1999
Internatio-nalisation
Empl. 2001
Empl. 2000
Empl. 1999

ALPHA
  0.77
  0.28
  0.15
yes
  15
    7
  5

BETA
56.50
37.00
22.00
yes
238
143
61

GAMMA
  1.10
  0.30
  0.01
yes
  35
  25
15

DELTA
  0.50
  0.40
  0.30
yes
  12
   6
  6

ETA
  9.00
  6.65
  5.90
yes
  80
  40
40

Source: Authors’ data.

Note: Sales in EUR million.

In all five cases, the VC investment was the key either for exploiting the promising business opportunity during the start-up (both biotech firms would not exist without VC and their future development into profitable businesses depends crucially on the second round since they are still both experiencing losses in current operations due to heavy R&D expenses) or during the growth phase (to make a big investment in equipment and premises).

In the cases of young entrepreneurial teams that were open to external equity from the very beginning as the key source for company development, these teams appreciated both the financial and other assistance and also used the VC investment as a vehicle to clarify their strategy, thereby harnessing these deals for useful training experience in modern global entrepreneurship. In the Eta case, with mature entrepreneurs having been in this same line of business for almost 20 years, there is the clash between entrepreneurs’ obsession with quality and technical perfection at the cost of growth, and the expectations of the VC fund that focus on profits and further growth. This clash has been compounded by the problem of the new location that for some time seriously restricted business expansion. Only recently has this problem been resolved, through a partnership with another company.

CONCLUSIONS AND RECOMMENDATIONS

In Slovenia, the VC market is still almost in its nascent or emerging phase. There are few VC funds and their managers, with some exceptions, are still collecting their first experiences in deal making and in further assistance to management. Entrepreneurs are generally reluctant to engage in equity investments but in some high-tech start-ups or fast-growing firms they have recognised VC as being the only real option due to the highly risky investments involved. 

From the five cases that represent approximately one-third of all VC investments in Slovenia formal equity investment is proving to be a viable financing option for growth-oriented, dynamic entrepreneurs. However, private equity financing is also time consuming for entrepreneurs. It is almost a prerequisite to have at least two in the entrepreneurial team if a start up decides for this type of investment. Evidence shows that during the due diligence process and after the actual entry it takes at least one person to co-ordinate outside investors, whereas the rest of the entrepreneurial team has to undertake business operations. One of the respondent entrepreneurs admitted that the excitement of this type of financing was not in the money itself but rather the mere experience of doing “big business”. Given his youth and relative inexperience, he did not think he would otherwise have the opportunity to be involved in such an endeavour. It seems that a private equity investment is more valuable than in financial terms in terms of building up the management know-how that is a prerequisite for the further growth and internationalisation of a young start up. One of the entrepreneurs interviewed compared venture capital fund experience with the training received in costly executive MBA programmes. Many interviewed entrepreneurs would agree that the Slovenian market is a good “kindergarten playground”, but to play in global markets young start ups still need someone to unlock the first door and supervise their first steps. Thus, the most important expectation on the side of entrepreneurs from private equity funds is support in building up the legitimacy of their businesses. Second, young businesses backed by a formal private equity fund have to develop their business philosophy and focus faster than their counterparts, which in return enhances the formation of their organisational structure and culture.      

The general opinion of private equity investors is that there are many excellent business opportunities identified by Slovenian start ups. However, due to the extremely small local market, only start ups exhibiting a very dedicated growth focus and global reach can be considered for investment engagement. Since previous empirical research on the state of the art of Slovenian small business showed a relative shortage of dynamic businesses in Slovenia, it follows that the scope (market) of private equity financing in Slovenia is quite limited. The second barrier to private equity financing is regulatory. The current business legislation does not promote this type of financing with tax incentives or even tax holidays for private equity placements. Further, business legislation regulating management reward systems does not give many alternatives for the exit strategies of formal private equity funds. Together with the underdeveloped Slovenian financial market, the former seriously hinders this type of financing. As a remedy here, one venture capitalists interviewed suggested that the government could enhance the legitimacy of such financing in young start ups through a simultaneous financial entry to a start up together with a private equity fund.  

Finally, the latest developments in global venture capitalist markets show that the focus of formal private equity financing may shift from first-phase financing to later development stages to finance mostly business expansions, although some funds (e.g. Horizonte in our case) are persisting with their early stage orientation.

Slovenian social culture is far from supportive for VC investments. It is difficult to bring several Slovenians (outside the family) together to co-operate, team building is therefore a difficult task. Slovenians are not open enough for communication, they do not easily accept other people’s advice, and this throws up psychological barriers to the VC culture. In addition, new opportunities to earn spectacular returns from stock speculations on the Ljubljana Stock Exchange in the wake of M&A processes are further limiting the capital available for equity investments in new SMEs.
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APPENDIX: Company description

ALFA

Alfa was founded in October 1998 by a group of six scientists and the Horizonte Venture Fund to develop innovative chromatographic material and to become a market leader in monolithic technology (CIM). After 4 years, Alfa is employing 22 scientists and production workers and manufactures a wide range of products for the separation of biomodules; it is one of a few companies offering rigid monolithic polymer columns in markets around the world. It is now searching for a new investment of EUR 3 million for the second round. The company is now located at two sites within science & technology parks in Austria and Slovenia.

BETA

The Beta company was established by a father and son in 1992 as a trading company representing Philips and other high-end producers in consumer electronics. Beta introduced a new concept in Slovenia with large retail shops (“mega” shops) and by adding a number of franchised stores to its own chain of shops. The company has grown rapidly in sales, expanding its portfolio of product groups for sale, also it has entered markets in the neighbouring countries of Austria and Croatia. In 1995, the Horizonte Venture Fund invested EUR 0.31 million in the first “mega” shop. Beta considered different exit and harvesting strategies, i.e. and IPO on the Ljubljana Stock Exchange, even on NASDAQ, but in 1998 they opted for a sale to a large Slovenian trading company as a strategic partner (in three years the VC fund earned the initial investment multiplied by ten). Beta became a division in the company with its own brand name and the younger of the founders has retained the manager’s position with the intention to finally exit in 2005.

GAMMA

Gamma was founded in January 1999 by a group of six students from the Faculty of Economics while still studying, with no prior work experience and with the legally required minimum start-up capital. Its business domain is interactive technology development, digital media production, system and content integration software and consulting. In May 2000, an international venture capital fund (IMP) entered the company with USD 1.5 million for a 76% equity stake. After two years, the fund liquidated all its Internet investments and resold the company to the original owners. Today, Gamma employs 47 full- and part-time employees with business projects underway in Slovenia, Italy and Japan.

DELTA

Delta was founded in 1997 by four entrepreneurs and the Horizonte Venture Fund to help people suffering from locomotor problems resulting from damaged articular tissue. Initially, the VC fund invested EUR 1 million. Delta also collected an additional EUR 1 million by way of R&D and employment subsidies from the Slovenian government. The company is still heavily investing in R&D and is currently seeking an additional EUR 10 million investment. It is located in both Austria and Slovenia in science & technology parks.

ETA

The company Eta grew out of the hobby activity of two brothers, who started to design yachts for Slovenian and later for several European companies (they have developed designs since 1983 and after 1992 they also constructed prototypes of their designs). Today, this nautical development company employs 80 people and it has an estimated 15% share in the design of sailboats and 1% in motor yachts in the world. In 2001, Eta planned a EUR 6 million investment. The founders were reluctant to take out any large bank loan or to rely only on internally generated sources. However, after EUR 3 million of risk capital was invested in new premises and CNC technology, Eta faced problems in finding a manufacturing location close to the existing premises. The solution was finally found in a strategic partnership with another company using the unique CNC equipment jointly. Due to this locational problem, they are currently 30% below the business plan sales estimate, creating tension between the founders and the VC fund.
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