Role of Venture Capital in Small Innovation Business Development 

Albina Nikkonen, Executive Director, Russian Association of Direct and Venture Financing (Russia)
I am going to tell you about what is happening in Russia in the venture industry, which is not simple but so topical now. You may hear these words, hear that the Russian Federation Government is declaring the national innovative system and venture investment system development, since there is a shortage of government funding, while there is lot of private foreign or domestic funding. And the government is trying now to build a certain system where not only foreign funds, which operate in Russia, could safely develop their operations and make money while creating new jobs and paying dues to the country where they operate by paying taxes but also the Russian capital could be involved in this process with not less progress. 

Why is the venture industry so topical and why is the venture investment system development so topical? If we look at the US statistics for two decades (figure 1
), we will see that venture investment is the financial tool with the highest returns.
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I will make a small comment – venture capital contributes to the development of young and junior companies positioned at very early stages, at Seed or STARTUP stages. These are the companies that need significant financing for explosive business growth. Direct investments come from portfolio investors, these are investments in companies at the stages of expansion, restructuring, in the companies with a solid foothold. It should be noted in this respect that the foreign foundations operating in Russia of which there are about fifty, certainly, prefer later stages, stages when there is less risk, when forecasts and projections can be made with higher precision and returns can be obtained quicker. But the innovation industry, the technology segment, is very complex and labour-intensive. Investment process in this segment takes a long time, therefore the Russian Federation Government is doing its best to make venture capital adequately popular and acknowledged and have the required capabilities for development. 

It is worthwhile looking at what is happening in the United States, the homeland of this business, where it exists for fifty years. We have just published a book under the title of “Venture Capitalism. 50 Years of History. History and Realities”. The book says about where this kind of business is from and why it is very important in the economic development of a country like the US.

Figure 2 shows the data for 2003 
.
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You can see that the US spend nearly fourteen billion Euros on the technology segment. The expenditure in Europe is somewhat lower and amounts to just five and a half billion Euro. Let us have a look at the industries, which receive funding in Europe. Software accounts for 18%, Internet technologies account for 10%, computer components account for 12%. Accordingly, investment is mainly flowing into the ICT industry. Biotechnologies and medical equipment rank next with 12% and 13%, respectively. 

So what is happening in Russia? The venture industry in this country is very young. It is just ten years old, though, if we speak about realities, it has not made its first crucial steps and is just beginning to do some humble motion. But, nonetheless, this industry is up on its feet and is beginning to develop. This is a culture introduced from outside, it was not born in this country but was brought in by the international organisations which helped the former Soviet Union to start restructuring processes. 

The Big Seven Summit in 1989 decided to assist the privatisation processes initiated in the Soviet Union. The programme of establishing eleven regional venture funds was adopted at that time with the participation of the European Economic Community and the European Bank for Reconstruction and Development. Eleven regional funds were established, were placed in eleven different regions of our vast homeland, and fifty million dollars were given to each fund. Thirty million dollars were allocated for investment only. Twenty million dollars, which was nearly half of an investment fund, were allocated for the development and technical assistance required for establishing the operations, opening offices, hiring experts and starting activities. This is a very expensive business and a very labour-intensive process. In this way let us divide the period from 1994 to 2004 into traditional five-year periods and will use these periods (Figure 3
). 
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Eleven regional funds started their operations in 1994. Another 8, 8, and 10 of them appeared later, in 1995, 1996 and 1997. Other funds came, US funds such as Delta Capital, TUSRIF, Barings-East and so on came to the market. I am not going to call many names, because one management company usually manages several funds. 

In this way, multiple funds started coming in the first five-year period. Then the August crisis of 1998 came. Certainly, cold water was thrown on many investors, and many funds stopped their operations and left the country taking quite a lot of money with them. The funds were managing quite a significant amount of three or four billion dollars at that time, and the funds which stopped operations brought over eight hundred and fifty million away with them. But not all investors were discouraged so much by the August crisis. Many of them kept optimistic and kept on working. 

The second five-year period. The remaining funds, surviving the economic shock, gradually recovered and learned to work in such an environment; new funds were established. They certainly were not as big as the first funds. But we saw that “venturisation” of the activities of the direct investors operating in this country. Small funds have to invest smaller amounts of money like five to ten million dollars rather than fifty to sixty million. This shows what they should pay attention to. This money is invested in small companies rather than big corporations. Respectively, some the operations of such funds acquired some trace of “venturisation” and the funds started looking more at small companies, but, unfortunately, not to the technology segment, since their investors have the only goal of getting returns as soon as possible, to recover their money. The managing company should repay the money to the investors and establish new funds again. Therefore the technology segment is by far not in the foreground. 

RAVI, the Russian Venture and Direct Investment Association, has a national status and is the only association of this kind in Russia. RAVI has done its best in the five recent years to make the association members and our colleagues who are not members of the investment community pay attention to the innovation industry. I will say later what tool has been used to do this with the government support. 

What is the current status? Figure 4 
 shows the data for 2004. 
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These are the latest statistics that we have been able to gather. This is the first time that we carried out an analytical review of investment fund operations in Russia for the past period. We were able to break through the wall of silence and confidentiality. We completed the research in June 2004. Currently research activities are in progress and a new review will be published this autumn. About 50 different funds with the total capitalisation of over three billion dollars operated in Russia in 2004. Currently this figure is greater. 

What are the capital sources of those funds (Figure 5
)? 
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Three billion dollars was invested during the first five-year period. 3% came from Russian sources and 97% came from foreign sources. These were banks, pension funds, insurance companies, and various agencies. The problem in this industry is that neither Russian pension funds nor insurance companies may invest in venture projects. Banks can, but they are not interested in venture investment, since a bank is interested in quick payback on its capital. 

The second five-year period. Smaller total fund size as a result of the crisis. But the good news is that Russian capital has a higher percentage in this market. So what are the Russian sources? First of all these are industrial companies. Institutional investors and commercial banks finally paid attention to this market and started operations in it during the second five-year period. Foreign sources. Naturally, these are institutional investors, international financial organisations and government agencies that allocate money for establishing the funds operating in Russia. 

This statistics relates to EBRD projects, the eleven regional funds that gave birth to the Russian Association established seven years ago. What was the reason for establishing the association? This was a forced step. Some time passed after the eleven regional venture funds had started operations. And suddenly European Bank experts found out that the funds were not quite active though they had much money, competent managers from different countries headed the managing companies, Russian staff was hired and trained at business schools. Why their operations failed to be successful? A special seminar of the European Venture Capital Association (EVCA) was held in Saint-Petersburg in 1997. The situation was analysed. It turned out that the managers of those management companies were from different countries, from the donor countries such as France, Germany, Great Britain and so on. That is, they knew each other, but not very well. The country is big, the funds are located in very remote regions. That is, they had virtually no communication between each other. But the main thing was that the managers employed by the management companies were expats with the corresponding mentality, and they needed translators to communicate with the Russian staff, partners and customers. But the people who know English are not always good at finance and marketing. However, they decided where to invest and influenced certain economic policy. These were the first steps, and later everything changes. 
But, nonetheless, the people who were managing the companies, those expat teams started adding well-developed financial instruments from the developed and civilised relations, which prevailed and do prevail in Europe and the US, to the Russian economic environment which had not taken shape yet. Certainly, unprepared Russian people and entities did not comprehend all those instruments. And then a decision was taken at the seminar in Saint-Petersburg to establish the Association. There are about forty national Associations in the world. Perhaps, there are forty five of them now, because the Asian region is now developing rapidly and many public organisations are being established. 

RAVI’s first objective is to build a venture financing system, venture business and direct investment business in Russia. We are working directly with the Government, the Ministry of Education and Science, so do not take our Association as just a business unit, which wants only to make money. We are building the infrastructure and are influencing politics to a certain degree. 

What kind of industries have investors been preferring during those ten years (Figure 6
)? 
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Certainly, first of all the consumer market. This is the market where capital is easiest to return. Telecommunications go next. The industrial equipment and the energy sector joined. 

Investment breakdown into stages (Figure 7). 
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As you can see, investors prefer to join projects at the expansion stage, while the companies located at the “seed”, the initial stage, is beyond the scope of their active interests. 

As regards the breakdown into federal regions – okrugs (Figure 8). 
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Certainly, the most popular okrug is the Central Okrug, since all funds prefer to have offices in Moscow and cover the central regions from the country’s capital. The North-West Okrug goes without saying, because a big technological cluster is located in this Okrug. I would rank the Privolzhskiy Federal Okrug third in terms of the quantity and first in terms of the quality of venture business development, since the head of this Okrug has a very serious attitude to this idea and this concept. An uncompromised venture business infrastructure has been effectively built in three years in that Okrug. Other regions also draw investors’ attention, though not so much as the central regions. 

In making the review we addressed the companies looking for investment and the management companies which should place such investment with a number of questions (Figure 9). 
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If we speak about the companies and their management block, we have a sad picture. Over 90% did not hear anything about such a financial instrument at all or heard but paid no attention to it or fail to understand or comprehend it and so on. Much work still has to be done to change the management’s mentality and to make the managers familiarised with investment culture in this sector. However, it should be recognised that in claiming venture investment, one has to give away shares. But when the company faces the choice of whether to stay poor but proud and die after some time or to share with a partner who provides not only funding but the expertise acquired in previous business practice, all relationships and will try to provide new knowledge, including the knowledge necessary for the development of the investee at the fastest possible rate and making it bring as much profit to the investor as possible. 

When investors invest, they say: management, management, management. We invest in people. And if there is a medium-sized business with a strong, ambitious, strong-willed and competent manager who understands that he or she wants to get rich and understands how to do it, the investor prefers to work with such a manager. But the investors noted that in reality the picture is fifty-fifty. Even if the manager is very bad, but the company is good and the business is very good, the investor invests anyway and tries to teach the manager the necessary things. 

Everyone usually says that a business plan is necessary. Certainly, a competent company brings a business plan with it when it comes to an investor. But the absence of a business plan should not be considered a reason for the denial of investment. If the business is good, the investor will teach the company, will help to write a business plan. 

Next. The reasons which make it difficult to obtain investment. The valuation of a company. The manager and the investor cannot agree on it. Both sides are strangled by greed and fear. What if the company is sold cheap? What if the investor loses the investment? Therefore half of unsuccessful transactions fail at the stage of establishing the company’s value. 

Investors note that in 16% of cases the reason for the refusal is the difficulties relating to exit from the investment. I will not dwell on it, the exit process is certainly complex, but it is possible in this country anyway. Intellectual property is usually considered to pose big problems due to underdeveloped Russian laws and poor law enforcement practices. Yes, but, nonetheless, investors noted the issues relating to intellectual property as an obstacle to investment only in 6% of the cases. According to investors’ replies, the most preferred industries for investment are telecommunications, consumer products and industrial equipment. There rest is much less attractive. 

As regards project sources, we polled the fifty funds, which got into the scope of our attention, about where they take projects from. We did so to build an information infrastructure where both the companies, which are in need of investment, and the investors who need projects for their investment, would find each other in the shortest way. Certainly, personal references from managers, friends, acquaintances and so on are mainly preferred. But we have approached a Russian project, which plays a significant role in this coupling, in this “wedding” between the investor and the company. This project is a venture fair. 

As you know, the Russian Federation government has been making a great focus on the innovation industry, its support, infrastructure and so on for the recent years, especially during the last two or three years. So a venture fair was devised at that time five years ago. We visited the US, saw how things were done, adapted them with regard to Russian realities, and the Russian Venture Fair was established. This is a communication ground where an investor may see a big number of companies. 73 companies were represented at the fifth fair. And a company which may present itself to a big number of investors in one day, if it is ready and prepared. Therefore an element such as COACHING is included into company preparations for the fair. We intentionally avoided the term of training, teaching, education and so on. Coaching is an English word, it has no analogue in Russian. This is a multi-component support of a company when the company enters various markets, including investment search. 

A number of elements are already in place in the technology infrastructure in Russia. These are techno parks, innovation/technology zones, integrated innovation/industrial complexes of which there are two in Russia. Free economic zones, the government’s latest initiatives, have come into being. We are eager to see them soon, and we hope very much they will help this industry to develop. And, certainly, the venture component: from COACHING centres at federal okrugs, to the activities of our Association. 

This is the first year that provisions were made in the federal target programme for a block of big venture projects. About four hundred million rubles were allocated for building the venture component. Projects are being selected regardless of the industry, region or the company’s age. The projects have to be interesting to investors. A company is financed with the funds allocated from the government budget under the federal targeted programme, provided that the company may bring twice as much money in two years. This is despite the fact that we are witnessing two extremities – some people say that there are no projects and others say that there are many projects but we are not able to present them, because our mentality has not changed. Both sides are right. There are few projects, and they have to be “packaged”. Some special institutions are required for changing management mentality. The manager should be taught how to “package”, how to present a business to the investor. Unfortunately, this is one of the most difficult tasks. 

These are the problems that companies and funds are facing. Companies fail to have a complete understanding of this financial instrument, and funds a priori ignore the innovation/technology sector thinking that, unlike the Western market, it is complex, hard to forecast and so on. Yes, it is so. Yes, it is difficult. Yes, sometimes law has a retroactive effect, yes, legal regulations are controversial. But, nonetheless, fifty funds are operating. Some of them are allocating funds for the technology sector, even if 3 to 5%, just a small portion of them. 

Unequal access for funds and companies. Why we took the decision to establish COACHING centres in federal okrugs. Unfortunately, the companies located in central federal okrugs such as the Central, North-West and Povolshzkiy Okrugs have broader information access as compared with other regions. Therefore additional efforts have to be applied to push many advanced technologies through the atmosphere of silence and information vacuum. There is a shortage of managers experienced by both sides. One side, the companies, fails to understand what it should do with venture capital, and the other side – the funds – have financiers, lawyers, but do not have special investors who would be good at technologies. The situation is beginning to change slowly nowadays. 

Even if an investor takes an interest in a company, this “wedding” is a very long process, sometimes negotiations take up to one year. The investor does not join the company unless everything is understood and all risks are taken into account. Therefore many companies give up in the course of the negotiations experiencing a nervous breakdown, or some dark spots are found in the company’s development at the time of share transfer. No investor will ever join a company unless the company is fully transparent to the investor. 

Is the game worthwile? On the one hand, about two hundred companies visited the Russian venture fair. How many companies received investment? We say 8% of companies. According to investors, this is a big leap in the ten years from the Soviet Union to the elements of civilised business practices in this industry. 
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