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Introduction

Funding through Venture Capital (VC) is very new and quite useful for attracting the not-used capitals in the globe especially for risky programs/projects, so this article tries to give a brief overview on venture capitals.

 As the ECO Secretariat has managed to establish a Transfer of Technology Center in the region named ETT-Center(ECO Technology Transfer Center) which in case of operationalization , these resources may assist the entrepreneurs, innovators, investors and stakeholders of the member states to invest more effectively in their projects.

Definition

 

Private equity is a broad term which commonly refers to any type of equity investment in an asset in which the equity is not freely tradable on a public stock market. More accurately, private equity refers to the manner in which the funds have been raised, namely on the private markets, as opposed to the public markets. Venture capital is a type of private equity capital typically provided by professional, outside investors to new, growth businesses. So, venture capital defines as:

I. Money available for investment in innovative enterprises or research, especially in high technology, in which both the risk of loss and the potential for profit may be considerable.

II.  Also known as risk capital, it is the finance provided by professionals or Venture Capital Firms who invest alongside management in companies which seem to have the potential to develop into significant economic contributors, basically investing in unproven businesses usually new and young companies.

A venture capital fund primarily invests the financial capital of third-party investors in enterprises that are too risky for the standard capital markets or bank loans. Venture capital can also include managerial and technical expertise. Most venture capital comes from a group of wealthy investors, investment banks and other financial institutions that pool such investments or partnerships. This form of fund raising is popular among new companies, or ventures, with limited operating history, which cannot raise funds through a debt issue. 

When venture capital firms raise money from these sources, they group the committed money into a fund. Since investors in venture capital funds have specific return-on-investment requirements, a venture capitalist should have expectations of potential investments similar to return-on-investment consideration.
Since the return-on-investment is so critical, venture capitalists invest with certain criteria in mind. In the US experience many funds invest between $6-10 million in a given company over a three to five year period and look for companies with market potential of $75-200 million. As a venture fund typically invests in only 20-30 companies, each investment must be screened carefully. Venture capitalists will be looking for a 30 to 40 percent—or more—annual return-on-investment and for a total return of five to 20 times their investment. Venture capitalists are not passive investors and become involved as advisors to management, usually as members of the company’s board of directors. Venture capitalists seek to maximize their return by actively participating in their investments.
Background

General Georges Doriot is considered to be the father of the modern venture capital industry. In 1946, Doriot founded American Research and Development Corporation (AR&D), whose biggest success was Digital Equipment Corporation. When Digital Equipment went public in 1968, it provided AR&D with 101% annualized Return on Investment (ROI). 

It is commonly accepted that the first venture-backed startup is Fairchild Semiconductor, funded in 1959 by Venrock Associates. One of the first steps toward a professionally-managed venture capital industry was the passage of the Small Business Investment Act (SBIA) of 1958. The 1958 Act officially allowed the U.S. Small Business Administration (SBA) to license private "Small Business Investment Companies" (SBICs) to help the financing and management of the small entrepreneurial businesses in the United States. 

Generally, venture capital is closely associated with the technologically innovative ventures and started mostly in the United States. Due to structural restrictions imposed on American banks in the 1930s, there was no private merchant banking industry in the United States, a situation that was quite unique in developed nations. Not only United States but also its industrialized rivals—notably Germany and Japan—which at that time were gaining ground in automotive and consumer electronics markets tried to enter the risky markets through venture capital mechanism. 

The Silicon Valley project is a very good experience for the venture capital funding. During the 1960s and 1970s, venture capital firms focused their investment activity primarily on starting and expanding companies. Venture capital firms suffered a temporary downturn in 1974, when the stock market crashed and investors were naturally cautious of this new kind of investment fund. 1978 was the first big year for venture capital. The industry raised approximately $750 thousand in 1978.

In 1980, legislation made it possible for pension funds to invest in venture capital firms. 1983 was the boom year - the stock market went through the roof and there were over 100 initial public offerings for the first time in U.S. history.  

Due to the excess of IPOs (Initial Public Offerings) and the inexperience of many venture capital managers, VC returns were very low through the 1980s. VC firms worked hard to make their portfolio companies successful. 

The late 1990s were a boom time for the VC firms. A number of large IPOs had taken place, and access to "friends and family" shares became a reason for gaining benefits from any such IPOs. 

For 2000s, let’s look at the NASDAQ (National Association of Securities Dealers Automated Quotations system) report. The crisis that started in March 2000, shook some VC funds significantly by the resulting disastrous losses from overvalued and non-performing startups. By 2003 many firms were forced to write off companies they had funded just a few years earlier, and many funds were found "under water "; (the market value of their portfolio companies were less than the invested value). By mid-2003,as it is shown in the graph, the venture capital share decreased to about half its 2001 capacity. Nevertheless, PriceWaterhouseCoopers' Money Tree Survey shows that total venture capital investments hold steady at 2003 levels through the second quarter of 2005. The revival of an Internet-driven environment of eBay's purchase of Skype, the News Corporation's purchase of MySpace, and the very-successful Google have helped to revive the VC environment with over $60 billion in debt.

 For the first half of 2007, venture capital firms have raised approximately 62 percent of volume raised in the first half of 2006.

Refer to experiences of US economy; Medical Devices, Biotechnology and Software were the most important sectors with regards to venture capitals. The main user of venture capital is high technology industries. The experience of US presents that the life sciences sector including biotech and medical devices are the main component of VC users.

The supply of venture capital is also likely to continue growing. Within the past seven years, numerous pension funds have invested in private equity for the first time. According to the experiences of US and Europe, most venture capital comes from pension funds. 

Basis on neoclassical economics, examining of both short-run and long-run supply and demand have effects. In the short run, intense competition between private-equity groups may lead to pay a premium for certain types of firms. This is unlikely to be a sustainable strategy in the long run: firms that persist in such a strategy will eventually achieve low returns and will be unable to raise their needed funds.

The components of the long-run, steady-state supply of venture capital in the economy are likely to be more fundamental. These will include: the magnitude of fundamental technological innovation in the economy, the volume of liquidity and competitive markets for venture capitalists to sell their investments, and the willingness of highly skilled managers and engineers to work in entrepreneurial environments.

Recommendations for ECO 

ECO countries share around 6% of total population, 4.5% of total world labor force, but their share on total world GDP is only around 1.7%.  Industrial sector in the ECO region has several common problems which call for common regional approaches. Some of our common problems and targets are increasing productivity, enhancement of institutional capacities, development of infrastructures, promotion of industrial trade and enhancing innovative capacities. In order to achieve these targets, member states, in addition to their national endeavors, need to promote and utilize their investment needs. 

Venture capital (VC), which is only one element of the risk capital spectrum, is crucial to bringing innovation to market, particularly for the knowledge and skills venture capitalists bring to their investment firms. From that perspective, ECO members would ensure their VC market efficiency and the policy-makers in region must address perceived and real weaknesses in the VC market through appropriate actions that target the relevant players in the VC industry. These include: suppliers of capital (e.g. individual, institutions, corporations, governments, etc.), investors [e.g. private independent funds, labor sponsored venture capital corporations, governments and others, entrepreneurs, universities, governments and others.

Refer to the issues discussed previously, and according to the experiences of developed nations in the field of VC, the basic needs for successful operation of any VCs in developing countries including ECO member countries are as:

·  A well- established legal system, with good investor and intellectual property protection.

· A supportive, but non-interventionist government.

· A free (and mobile) labor market, rich in engineering talent.

· A non-punitive taxation regime that allows use of stock options.

· A strong R&D culture especially in Universities or national labs.

· A vibrant IPO market

· Extension of entrepreneurship culture and motivation for higher profit-making

· Presence of foreign venture capitalists and promotion of foreign investments

· Development of High-Tech Industries

· Establishment of a comprehensive and integrated communication system through networking

And owing to the challenges of ECO countries and the importance of venture capital investments I recommend the followings:

· The VC model is an applicable model for economic growth and a successful financial model in many countries and can be duplicated in ECO countries as well. 

· Since no banks takes the risk of investing in high tech fields, establishing VC companies is of great importance in development of high paying job sectors in the ECO countries. 

· The governments should play the role of a facilitator, regulatory watch dog and supporter of the VC practices and to support the intellectual property rights by creating a very diligent, efficient and dynamic patent process. 

· Lack of coordination and data exchange among the member countries have been a major problem in the past 

· Making common definition of strategic business terms between member countries 

· The governments should reduce information and document exchange barriers. 

· Taxation policy to avoid double taxation 


The above graph shows the share of each sector to Gross Domestic Product (GDP) in some selected countries in the field of venture capital use.
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