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My name is Tom Nastas and I work for a company called Innovative Ventures; our business is venture capital, and we’ve been in venture capital for about 20 years now, and been working in Russia for 7 years. There are 2 questions that were asked of other speakers and I want to answer them before I speak. One is about why banks don’t do venture capital. There is a very good reason why banks don’t invest in venture capital. Because when an investor makes a venture capital investment, it’s long-term money. And a bank’s money comes from depositors, which is short-term money because it can be withdrawn at any time. You don’t want to fund long term needs with short-term cash. 

The second question that was raised was about the idea that there are sometimes investors who like a particular innovation, but they want to get dispose of the managers of the company and run the company themselves. If an investor runs the company he or she has made a bad investment, because the investor’s business is not to run the company, it is to invest money into the company, and to help the manager grow the enterprise through his participation in the Board of Directors. But it’s not to run the company on a day-by-day basis. So if the investor says: “well, we love your innovation but we don’t like you as managers, and we are going to run the company,” then the investor doesn’t know what he or she is doing. Now, it’s different if they say: “look, we don’t think you are the right guys to run the company, you’re great developers but you’re not operating managers,” it’s a different question, different issue, and can talk about that a lot more.

I’m going to talk about three different issues, three different questions. #1, how do you attract attention, how do you attract money to your country, or to your region. #2 is – what technologies are needed. There are a lot of comments about, we need to have finance and financial engineering, we need to have capital markets, we need to create incubators, we need to create technoparks, we need to have business engines, we need to have tax-incentives, we need to have programs like the US government’s SBIR program. But there is little talk about the investment opportunities themselves.  So I’m going to say, which ones are needed at this time in our opinion for this region. 

And third is how do you help SMEs – small or medium size enterprises, young companies, growing companies. How do you help SMEs get formed, created, developed and grow, and how do you create technology-oriented SMEs, and how do you create technology, and how do you get started, and what are some of the solutions, some of the priorities. 

Here are some facts. First of all, the emerging markets in Russia in this region, there is plenty of money, there’s no shortage of money in this marketplace place at all. The EBRD, the IFC, the US government, they all set up and helped to form a variety of what we call private equity of venture capital funds. There’s plenty of money in this marketplace – number one. Intel Capital set up about two years ago approximately, and Intel capital has an office in Moscow, I live in Moscow – ya zhivy v Moskve – I know these guys, Intel Capital, big corporation, lots of money, lots of resources, they are active in this market. Russia technologies, which was a 20-million-dollar fund set up by Misha Friedman of the Alfa Group – they’ve got money, and they invest in the technologies sector. Among funds I can deal in Russia or this region include the Baltic Investment Fund, there is a variety of Scandinavian Funds, in East Europe, there’s Horizonte, that’s East Europe, we certainly have Enterprise Investors, which was the fund that was originally called US-Polish Enterprise Fund, that can make investments here, Advent, different groups that can make investments in this country and in this particular region. So, fact number one – there is plenty of money, there’s no shortage of money in this marketplace at all. 

Now the question is, if there’s so much money, why so little of this money goes to early stage technology companies. Different question, different issue. Capital always seeks the highest rate of return. If you can put a million dollars and build an apartment building in Moscow and double your money in one year, that’s a better deal, than putting it into a technology company. Those are the facts; capital always seeks the highest rate of return. So there’s strong consumer growth in this marketplace, the consumer is certainly driven in this particular country, in this particular marketplace. There is a variety of alternative investment that investors can make in this market – real estate, consumer products, distribution, wholesaling – those are all forms of competition for technology investing. 

There is also competition from other asset classes. So we think about venture capital, private equity as an asset class. There are other asset classes that investors can invest in, like, for example, real estate – real estate has historically has been long-term illiquid investing. This market is developing little bit different, but it is starting to move in this direction much like the overall market. There is also competition from other regions of the world. In other countries there are lots of deals and lots of technologies. Our investees here, or an institute who is developing technologies, will face competition from companies and institutes in Japan, in China, in the United States, in South America, from wherever, because typically most technology is directed toward international markets. So there’s competition from a variety of different resources, so the question is, what can we do? We can sympathize with entrepreneurs and founders and say, well, that’s just the way it is, or can we try to create some solutions to direct more capital to this particular segment of the business. Because early stage investing is basically not done in this region, and that includes even Central and Eastern Europe, in the technology sector. 

Let’s talk about some other facts, some realities of venture capital. It’s a great product, and I recognize venture capital as a product. It’s a great product, and here are some examples of it, some characteristics of it in the developed markets. Here are some facts about venture capital, and this is a developed market. One, is that venture capital is very expensive. If an entrepreneur can get bank lending, that’s a cheaper form of cost of capital, and you want to do it. It’s very expensive in terms of ownership, number one. Two, it’s very-very selective. In the developed markets the rule of thumb is: you look at a hundred deals, you invest in one. That means that ninety-nine you reject. So if you evaluate a thousand, how many have you done? It’s very-very selective, and it’s selective because venture capital needs a couple of characteristics, one – it needs companies, that have got the potential to achieve very rapid sales growth, and very rapid profit growth very quickly. And that means it has to go after usually big markets or niche markets - small markets of big markets, where there is a lot of competition. And that requires very good people, because there’s only a select group of people that can drive a company to achieve those kinds of revenues, those kinds of profits. And that also requires access to what we call liquidity, and what that means is capital markets, strategic buyers, selling the equity share either in the stock market, selling it to another buyer, and that buyer could be another corporation, it could be a competitor, it could be a partner, or in some cases you can sell the equity back to the managers of the company or the owners of the company. But you got to have some way to sell your investment. You have to achieve liquidity at some point of time. 

Now, why is it that you can only make one investment of every hundred, and here are some situations, here are some characteristics of the growth of the company, I will just recite a couple of them, and here are some probabilities, and you just calculate the probabilities. Is the management capable and are they focused; the probability is that if you have 80% of probability of that, then is the product development successful. They actually create the product, they launch it successfully, it’s done. And it satisfies the market and market needs. The pricing is correct, the product is actually priced correctly, so you can make the right kind of margins, you can make the right kinds of profitability. If it happens to be in technology, are the patterns enforceable either domestically or internationally. You can manufacture the product and you can buy the components to make the product. If the probability of all of these individual events is 80%, the combined probability of success is 17%. That’s why you can only invest in one out of the hundred deals, one out of the hundred companies. So it has to be very selective. 

Now, let’s talk about some realities of emerging markets. And these are just our own statistics, it has not been done by any scientific study or a statistical study, our view is that in the emerging market you do about one deal of every 200 for a variety of different reasons – management, size of the market, timing, how much money do they need for a variety of different issues, lack of uniqueness in what you are attempting to do; the market is too undeveloped, that the market will develop but it takes too much time, and the investors want to try to achieve some liquidity in 3-5 years of 7 years after they make an investment they want to be able to sell the company, lack of transparency. So again the question is, we’ve talked about combined probabilities, we said about the emerging markets, there is less ability to do deals, and the question is what do you do, how can you help create the marketplace so that investors want to participate in it, and what can we do to help small and medium-size enterprises in this particular sector. We can certainly say– “guys, that’s the way it is, sorry, good luck and come back in four years, when you have created at least a more sustainable organization”. Or can we say – what can we do now to help to develop this marketplace. 

Most technology opportunities are focused on international market. Alex Evtyushkin made the comment, that there’s a lack of appreciation for the uptake of technology by domestic managers here – absolutely, and if you look at the variety of different industries that are adopting new technology, where is the technology developed – it’s developed somewhere in the West. And in many cases it was actually developed in Russia. The investor has pulled it out of Russia to Western market, fully developed it, created the company, and now brought it back to this country. We will talk about that in a moment. But technology is focused on the international markets for a couple of reasons – one, that’s what demand is, and you want to go where demand is. You want to sell your product where there are customers, you don’t want to sell it where there are no customers, because you lose money, and you don’t want to lose money. 

Gaining access to international markets is very expensive, and growth and penetration takes a great deal of time. So what I am saying is that quantity and quality of what we call deal flow, companies, transactions in Russia, is too low, and what we need to is we need to elevate them to a higher level, to improve the quality of them and the quantity. Because if we can improve quality and quantity of the deal flow, money will be invested, because capital always seeks the highest rate of return.

So what to do?

· Characterize the Deal Flow, Performance and Quality.
· Capitalize on what you have first. Define where technology exists/needed and exploit those options.

· Establish Industry Consortiums. Go after Corporate Investors vs. Financial Investors.
· Fund the Consortium with Resources and money. Few in the private sector fund these projects/budgets.
· Then spend time and money to create New Technologies.
· Later use financial establishments (funds, venture capitalists, international agencies, etc).

