They may not be as well known, but banks like Jeffries & Co., Needham & Co., GCA
Savvian and now BMO are aggressively courting companies to help them go public and
would be all over a more robust market for companies in the $300-600 million market
capitalization range.
In 2009, the National Venture Capital Association (NVCA) made this topic their policy
focus. They released a series of spot-on recommendations to help bring back the IPO
market. But then everyone got distracted with the financial crisis and (yet) more
regulation related to SEC registration and battles over the tax treatment of carried
interest. I don’t know if there have been any hearings or serious consideration on policy
options to provide more liquidity for the IPO market since the NVCA’s recommendations.
But clearly there’s been no action.
It’s time to beat the drum on this. Surely we can find a group of members of Congress
who are willing to match their rhetoric on fostering innovation will doing the hard work of
loosening up Sarbanes Oxley. The StartUp Visa movement has made terrific progress
thanks to online, grassroots support. Let’s use that as a model for the IPO market. John
McCain’s on Twitter (@SenJohnMcCain). Send him a tweet and see if he’s listening.
Jeffrey Bussgang is a general partner with Flybridge Capital Partners. He blogs here and
tweets here. All opinions expressed here are entirely his own. You’re invited to weigh in
here with comments.
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Entrepreneur-Friendly Policies (Finally) Showing Promise - But
Leadership Required
(Jeff’s Blog www.seeingbothsides.com October 3, 2011)

The policy conversation regarding jobs and economic development is starting to show
some promising signs, particularly in helping young companies flourish. The fact that
the entrepreneurial ecosystem is critical to job creation should be obvious, but there
remains a misperception that small businesses create jobs. In truth, it’s not small
business that represents the country’s job engine. It’s new businesses. The Kauffman
Foundation’s research on this matter is clear: from 1997 to 2005, job growth in the US
was driven entirely by start-ups. What this means is that any economic development
effort must be framed in the context of the following central question: how can the
government help more young companies be formed, grow faster and achieve long-term
success?
Fortunately, there is a constructive policy conversation in this area on both sides of the
political spectrum. Unfortunately, it's going to take leadership and bi-partisan
cooperation to push them through, and it's not clear where that leadership is going to
come from. Here are some recent policy developments worth tracking, as well as my
own two cents on the policies I think should be getting more attention to support
company formation, growth and ultimate success:
Policies: Company Formation
One of the most valuable resource for American start-ups are immigrants who come to
the US to pursue entrepreneurial careers. Such household names as Google, Intel and
eBay were started by at least one immigrant founder. Yet, we make it very difficult for
immigrant entrepreneurs to pursue their dreams and build their companies in
America. To address this, Senators Kerry and Lugar proposed a Start Up Visa in March
2011, providing “Entrepreneur’s visas” for immigrant entrepreneurs. This bill needs to be
passed immediately (it is in the midst of hearings and keeps getting caught up in
partisan bickering over broader immigration reform) and should be expanded to provide
green cards for those with degrees in science, technology, engineering and math. For
more on this important bill, read here and here. The administration has proposed
additional changes to process immigrants in a more streamlined fashion, including a
recent set of policies that the US Citizens and Immigration Services department has
advocated which can be found here.
The other major lever to improve company formation is facilitating the flow of ideas out
of our university system. Flybridge Capital recently created an organization called
URES (University Research and Entrepreneurship Symposium) in partnership with the
National Council of Entrepreneurial Tech Transfer (NCET2), to bring together
researchers, investors and entrepreneurs to act as catalysts for companybuilding. Greater attention and support for these efforts will help accelerate the process
for research to be commercialized. The recently passed Patent Reform Act is a good
step forward in this area as well, simplifying red tape and reducing the backlog (despite
last-minute, dysfunctional nods to special interests).
3
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But to really jumpstart company formation, the government should consider
meaningfully increasing NIH funding – perhaps 2-3x its current level. Most medical
research labs around the company are dependent on NIH funding and it is one of the
highest leverage investment we can make – supporting 325,000 researchers at over
3,000 universities around the country. Yet, NIH funding is at a ridiculously low $31
billion per year, roughly the same in constant dollars as it was ten years ago. We spend
$21 billion on tax breaks to the oil and gas industry and tens of billions of dollars on farm
subsidies. This anemic NIH funding level remains despite the well-known fact that the
impact on health care costs and job creation is enormous. In diabetes alone, the total
government support for research is a mere $1 billion in contrast to the $200 billion per
year that diabetes costs the economy. In addition to the clinical impact, each dollar of
NIH funding generates more than twice as much in state economic output, not including
the jobs generated by the companies who are spun out of NIH funding. I'm shocked that
there isn't more discussion about channeling more dollars towards this inmportant
institution.
Policies: Grow Faster
Once new companies are created, they need access to both financial and human
capital to grow faster. Just to prove that good ideas can come from unusual sources,
Republican majority whip Kevin McCarthy proposed in September the Access to
Capital for Job Creations Act, a piece of legislation that would widen the universe of
potential investors for small businesses around the Securities Act of 1933. Packaged
with other proposals around expanding the number of shareholders private companies
can have, this act would be an accelerant for small companies seeking access to capital
from a broad range of sources.
Access to human capital is another critical component to allowing young companies to
grow faster. The dearth of trained computer science and engineering is crippling the
growth of many Innovation Economy companies. Worker training efforts in combination
with educational efforts, such as the emphasis on STEM (Science Technology,
Engineering and Mathematics) is a start, but are woefully underfunded and undersupported. For example, Congress nearly cut the $181m Department of Education’s
Math and Science Partnership Program and the NSF’s programs in this area also do not
get enough attention. In thinking through our investment choices, we should keep
asking ourselves, if they had a massive shortage of software engineers, What Would
China Do? The President’s Jobs Bill contains some good ideas in this area, such as a
“Bridge to Work” program, which could have a big impact when the details are fully
worked through.
Free trade is another critical component to support small business expansion. Coming
out of the recent economic crisis, there has been protectionist pressure that threatens to
choke off the opportunity for small businesses to expand via global exports. The free
flow of capital across borders is one of the most critical ways to expand opportunities for
US companies. In September, the Council on Foreign Relations issued a new report
that concludes that America is at risk of being left a bystander in the global trade arena
as our share of exports and direct investment has plummeted. Huge emerging
economies in India and Brazil need to be opened up more aggressively with the help of
the Congress and White House. A more aggressive free trade policy, coupled with
stricter punishment for unfair trade practices, must be embarked on.
4
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Policies: Achieve Long-Term Success
For young companies to truly have a shot at achieving long-term success, they need to
be able to access the public markets through an IPO. Unfortunately, the IPO market
was the victim of excessive regulation in the wake of the Enron scandal, leading to the
passage of the very restrictive Sarbanes Oxley, among other things. Policy makers
have finally been listening to the start-up and entrepreneurial community to adjust the
policies to prevent the choking off of growth. In September, Congressman Ben Quayle
introduced the Startup Expansion and Investment Act, which seeks to make it easier
for new companies with a market capitalization of less than $1 billion to go public by
opting out of some of the more onerous regulations imposed by Sarbanes-Oxley. This is
a good start. The National Venture Capital Association (NVCA) has put forward a
comprehensive list of policies that need to be followed to make an event larger impact
here. Hearings on this have started. Action needs to be taken.
Conclusion
Despite the partisan rhetoric and bickering, the last few months have seen substantial
progress amongst policy makers in the areas of helping the startup economy thrive. The
link between startups and jobs is becoming more broadly understand, as are the policies
required to help business form, grow and ultimately succeed. It will require extraordinary
leadership to step forward and advocate these policies in a comprehensive way that
transcends the classic “left” vs. “right” debates. I sure hope that leadership is on its way.
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equity sector (see inter alia Cochrane, 2005).1 Many investment professionals
also shared this belief. For example, Gompers and Lerner (2004, p. 354)
state:
… many institutions … have increased their allocation to venture capital … in the
belief that the returns of these funds are largely uncorrelated with the public markets.

More recently, this assumption has been called into question, and a literature
has evolved that considers venture capital investment performance in the context of broader capital market conditions.2 This includes the theoretical work
of Inderst and Müller (2004) and, most relevant in the current context, the
empirical research of Gompers et al. (2008) and Kaplan and Schoar (2005).
The former explore the relationship between shifting valuations and activity in
public and private equity markets and ﬁnd ‘that an important component of
volatility in venture capital investment activity is driven by volatility of fundamentals’ (p. 3): further they observe that ‘…an increase in initial public oﬀerings (IPO) activity from the bottom to the top quartile increases the number
of [venture] investments by 22 per cent’ (p. 10). Kaplan and Schoar (2005,
p. 1792) found evidence of substantial persistence of investment returns in both
the venture and the LBO sectors. They link this persistence to market conditions and conclude that ‘…funds raised when market returns are higher are
less likely to raise a follow-on fund …. This suggests that funds raised in
boom times are more likely to perform poorly and, therefore, are unable to
raise a follow-on fund’.
A number of authors have gone a step further and speciﬁcally identiﬁed the
state of the market for IPOs as a key driver of venture performance. For example, Metrick (2006, p. 100) argues:
Without a doubt, the most important driver of VC investment is the existence of a
lucrative market to exit these investments. … The most proﬁtable exits are achieved
through IPO.

1

This paper makes a contribution to a much wider literature that focuses on issues such
as the performance of venture capital (see inter alia Chen et al., 2002; Das et al., 2003;
Cochrane, 2005; Kaplan and Schoar, 2005; Gompers et al., 2006, 2008; Hochberg et al.,
2007; Hall and Woodward, 2007; Phalippou and Gottschalg, 2009; Gompers et al., 2009;
and Cumming and Walz, 2010) and the determinants of venture fund behaviour (see
Cumming and MacIntosh, 2003; Das et al., 2003; Cumming, 2006, 2008; Bernile et al.,
2007; and Hochberg et al., 2007). For a general overview of the venture capital literature,
see Metrick (2006) and Gompers and Lerner (2004).
2
A related literature has found links between the public and private equity sectors. For
example, Lerner (1994) ﬁnds that biotechnology ﬁrms go public when equity market valu
ations are high. Barry (1998) ﬁnds that venture capital (VC) returns follow cycles of
performance. Black and Gilson (1998) highlight the importance of an active stock market
for growth of a VC industry. Phalippou and Zollo (2006) ﬁnd that the performance of
private equity funds is related to the state of the business cycle and the stock market.
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3

Jeng and Wells (2000), Das et al. (2003) and Gompers and Lerner (2004) link the
state of the IPO market to the amount and proﬁtability of venture capital investing. While these studies have broadly identiﬁed the state of the IPO market as a
factor aﬀecting venture capital returns, they stop short of actually undertaking a
detailed characterisation of the evolving state of the IPO market through time.
The purpose of this paper is to move beyond the anecdotal and formally investigate the presence of any link that may exist between public and private equity
markets.3 To this end, we access a unique proprietary database of the venture
capital fund investments made by two major limited partners (LPs) over the period 1980–2007. These LPs have invested in a combined total of 205 venture
funds that are either terminated or eﬀectively terminated, providing a rich database of information for analysis. Dated cash-ﬂow information is provided on all
takedowns and disbursements throughout the life of each fund.
Using this database, we attempt to link VC investing and harvesting activities
to the state of the public equity market, which is characterised in a way that
directly relates to VC activity. The results suggest that the public equity market
substantially inﬂuences venture returns. In particular, the conditions of the market at the time of exit are found to be important: the median internal rate of return
(IRR) in unfavourable conditions is 9 per cent, whereas a favourable IPO market
is associated with a median IRR of 76 per cent. The observed correlation of venture returns with the public equity market may reduce the diversiﬁcation beneﬁts
of venture capital investments as part of a portfolio for institutional investors.
In addition, this paper also considers what impact market conditions may have
on the nature of the venture fund investment process. The results reveal that the
speed with which the general partners (GPs) take down capital is found to have
increased during the 1980s and fallen again during the 1990s. In terms of the
average time taken for a fund to break even as well as the time taken to distribute funds, the sample is characterised by a general decline. None of these metrics,
however, appear to be related in any meaningful way to events in the public
equity market. Evidence can be found to suggest that GPs increase the intensity
of the rate at which they invest in response to market conditions. One possible
interpretation of these results is that not only is the listing activity of venturebacked companies high in a hot market (and by inference, the intensity of the
distributions to LPs should also be high), GPs must also pay higher prices to
invest in new opportunities, which necessitates a larger drawdown of capital, i.e.
a higher intensity of the investment process.
As such, the primary contribution of this paper is to build on the more recent literature, which has broadly identiﬁed the state of the IPO market as a factor aﬀecting venture capital returns, and produce empirical evidence of such a link. A
3
This paper is related to the literature which considers the impact of the stock market on
IPO activity (see Mckenzie, 2007 and references therein), mergers and acquisitions activity
(see Shleifer and Vishny, 2003; Rhodes Kropf and Viswanathan, 2004; and Rhodes
Kropf et al., 2005) and economic growth (see Binswanger, 2000a,b, 2004a,b).
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second contribution of this paper is to consider whether other aspects of the
investment process respond to market conditions. The evidence presented suggests
that the intensity of the investment process and also the timing of the distributions
change over time. A ﬁnal contribution of this paper is to identify the skewness of
the returns as an important driver of the returns to venture investing. The LPs
come from the most successful class of venture investors (see Lerner et al., 2007),
and the data clearly highlight the fact that it is the skewness of returns that drives
this superior performance. Without these top-performing funds, the returns to
venture investing are more closely akin to those of the public equity market.4
The remainder of this paper proceeds as follows. Section 2 provides an overview of the venture fund database that forms the focus of the analysis provided
in this paper. Section 3 begins with a brief overview of the fund performance
based on a number of industry metrics that are commonly used in the industry.
It then proceeds to characterise the public equity market in a way that is relevant
to the venture investing process. Finally, this section considers the link between
the conditions in the market and fund performance. Section 4 investigates
whether other aspects of the venture investment process are inﬂuenced by the
public equity market conditions. Section 5 presents some concluding comments
and suggests some directions for further research.
2. Venture capital fund database
The dataset is derived from the records of two large US LPs, who provided a
record of all venture fund investments over the period 1980–30 June 2007.5 This
information does not include descriptions of the funds, which means that we do
not know how representative our database is of the universe of venture capital
funds in terms of the types of investments made (size, speciﬁc or general, industry
focus), nor whether the fund is a ﬁrst time or subsequent fund raised by the GP.
These data were provided under the conditions of anonymity, which precludes us
from revealing their names or details of the funds in which they invested.
The data provided by the LPs consist of information on 136 terminated funds
and 69 eﬀectively terminated funds (i.e. active funds where the reported residual
value is less than 10 per cent of the total distributions of the fund6) giving a total

4

Discussions with industry participants provide anecdotal support for this ﬁnding.

5

As such, these data are not subject to survivorship bias as all investments made by the
LPs are included (although it could be argued that since both of these LPs still exist, a sec
ond order survivorship bias is present). Note that the second partner only became an
active investor after 1983.
6
Our discussions with industry participants suggest that any fund with a low residual
value may be considered ‘eﬀectively’ terminated. Even though further distributions are
likely, they are relatively small and unlikely to alter the ﬁnal fund characteristics in any
meaningful way.
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of 205 funds for analysis. The last funds in the database were for vintage year
2002. For each fund, information on takedowns is recorded on a cash-out (to
the venture capital ﬁrm) basis. The distributions from a venture fund can be in
the form of either cash or stock. By deﬁnition, stock distributions follow on a
company going public, and they are typically subject to a 180-day holding period
covenant. Cash distributions on the other hand can be generated by the sale of a
company to an acquirer or by the sale of post-IPO stock on the market. Discussions with industry participants suggest that cash distributions are more likely to
come from an acquisition, as GPs will typically distribute stock and leave it to
the LP to decide whether to hold the stock or sell.
For any study that considers proprietary data, it is an open question as to how
generalisable the results are. To provide the reader with some insights into this
issue, we turn to the Venture Economics7 (VE) database to provide some comparisons. This proprietary database contains aggregate information on voluntarily reported quarterly fund-level cash ﬂows, self-estimated residual values and
calculated rates of return, for a large number of venture funds.
Using the VE data, we begin by considering the activity of the LPs relative to
the industry as a whole. Panel A of Figure 1 presents a plot of the total number
of funds in the database by vintage year and the number of new venture funds
by vintage year as reported by VE. The rate of investment by the LPs in new
funds closely mirrors the overall trends in the number of new funds established
in the industry (the correlation between these two series is 0.859). Further, the
data clearly show a heightened level of investment activity in the lead up to the
dot.com boom by both our LPs and the industry as a whole.
It is possible that the increase in investment activity during the lead up to the
dot.com boom observed in Panel A of Figure 1 may reﬂect a trend toward a larger number of smaller investments designed to spread risk or take advantage of
the myriad of opportunities that presented themselves during that period. To
provide some insights into this issue, Panel B of Figure 1 presents a plot of the
average commitment for the LPs relative to the average size of a fund in the VE
database. The data are clearly linked, and the correlation between these two series is 0.729. It is interesting to note that during the bubble period, when the average industry fund commitment increased markedly, the average commitment of
the LPs did not increase to the same extent (although as previously discussed,
they were investing in more funds).8
Two ﬁnal benchmarks for our data are, ﬁrst, the speed with which the
LPs invested in the funds available to them (a measure of the intensity of the

7
Formerly known as the VentureXpert database. The authors would like to thank
Thompson Reuters for providing access to this database.
8

Note that Gygax and Griﬃth (2007) argue that the complexity of the optimal portfolio
decision may lead to venture fund GPs imitating each other when deciding on how many
entrepreneurial ventures they should invest in.
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Further, the trend in the average time to break even is also similar to that of
the industry data. This will provide the reader with some reassurance as to
the representativeness of our results, which are presented in the following
sections.
3. Fund performance and the public equity market
The primary focus of this paper is on the link between the public equity market and the returns to venture investing. A commonly used venture fund performance metric is the fund multiple, which is a measure of the total distributions
to a fund relative to the total takedown. Panel A of Table 1 presents a summary
of the multiples across all of the funds in the database. A fund multiple of
greater than one indicates that the distributions exceed the takedown, i.e. the
fund is nominally proﬁtable. The median fund multiple is 2.66, and the data are
highly skewed (skewness = 8.78) and exhibit a wide range of observations (the
standard deviation (SD) is 7.72 with a maximum (minimum) multiple of 96.10
(0.18)).
While relatively easy to calculate, the fund multiple performance metric does
ignore the time value of money. An alternative measure of fund performance,
which overcomes this limitation, is the IRR. Panel A of Table 1 also presents a
summary of the IRR for each venture fund, and the median return is 24 per cent,
with a SD of 92 per cent and a maximum (minimum) of 515 per cent ()94 per
cent). Most funds generated a positive return of between 9 per cent and 61 per
cent while 26 funds had a negative IRR. This median IRR is well above the typical rate of return on public equity and the average return to venture investing
reported previously in the literature (Kaplan and Schoar (2005) report a median
venture fund IRR of 11 per cent and Ljungqvist and Richardson (2003) report
an average IRR of 19.8 per cent).9
Closer analysis reveals that it is the positive skewness of the performance data
that is responsible for the high average returns observed in our data. To provide
some insights into the size of these outliers, Panel A of Table 1 also contains a
summary of the top decile of the sample, which has an average (median) IRR of
215 per cent (193 per cent). The impact of these top-performing funds on overall
portfolio performance is considerable. To highlight the signiﬁcance of this skewness of venture fund returns, the IRR performance measure is re-estimated
excluding the top funds ranked by IRR. If the top decile is excluded, the median
IRR falls to 20 per cent, and, if the top quintile is excluded, the median IRR is
16 per cent.
Overall, these results clearly suggest that there is a subset of extremely high
return funds in the data, and the average performance of venture capital funds is

9

Although the superior performance of our LPs is typical when we consider diﬀerent clas
ses of investors in the venture industry (see Lerner et al., 2007).
 2010 The Authors
Accounting and Finance  2010 AFAANZ

35

8

M. D. McKenzie, W. H. Janeway/Accounting and Finance

Table 1
Venture fund performance (IRR) relative to the initial public oﬀerings market. The performance of
the sample of venture funds, as measured by the IRR, is summarised by market and exit conditions
indicators in Panel A. The same set of summary metrics is presented in Panel B, where the top decile
of funds of funds are excluded.

Average Median SD

Panel A: Performance summary
Fund multiple
4.38
2.66
IRR full sample
47%
24%
IRR top decile only
215%
193%
IRR excluding
27%
20%
top decile
IRR excluding
18%
16%
top quintile
Panel B: IRR summary by market and exit
Conditions
Market conditions
22%
4%
< 1
Market conditions
51%
27%
1 to 1
Market conditions > 1 41%
20%
Exit conditions < 2
19%
9%
Exit conditions
2 3
33%
24%
Exit conditions > 3
106%
76%
Panel C: IRR summary by market and exit
Conditions (excluding top decile)
Market conditions
9%
2%
< 1
Market conditions
31%
24%
1 to 1
Market conditions > 1 23%
18%
Exit conditions < 2
6%
7%
Exit conditions
2 3
22%
20%
Exit conditions > 3
78%
69%
Panel D: IRR summary by market and exit
Conditions (terminated funds only)
Market conditions
7%
16%
< 1
Market conditions
28%
18%
1 to 1
Market conditions > 1 31%
19%
Exit conditions < 2
17%
9%
Exit conditions
2 3
24%
19%
Exit conditions > 3
54%
27%

25th
75th
Skewness percentile percentile Max

Min

7.72
72%
92%
35%

8.78
2.74
1.97
0.69

1.62
9%
155%
7%

4.99
61%
254%
41%

96.10
515%
515%
125%

0.18
94%
133%
94%

24%

0.46

6%

31%

76%

94%

52%

1.28

15%

39%

141%

30%

77%

2.75

9%

65%

515%

94%

60%
42%
42%
110%

2.52
1.60
1.93
1.56

10%
7%
11%
22%

32%
29%
40%
167%

256%
155%
237%
515%

10%
34%
94%
6%

37%

1.69

16%

29%

116%

30%

36%

0.60

8%

44%

133%

94%

25%
23%
23%
70%

1.62
0.86
1.20
0.64

9%
9%
10%
18%

27%
15%
33%
130%

94%
83%
71%
254%

10%
34%
94%
6%

21%

0.87

22%

4%

29%

30%

43%

2.04

7%

39%

237%

94%

50%
42%
34%
71%

3.37
1.78
2.53
1.76

10%
5%
9%
4%

28%
24%
32%
76%

256%
155%
237%
256%

10%
34%
94%
6%

IRR, internal rate of return.

more akin to that of public equity in their absence. Whether these high return
funds are the result of favourable market conditions for investment is the question to which we now turn our attention.
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3.1. Public equity market classiﬁcation
To establish any link between the public equity market and the returns to venture investing, it is necessary to categorise the conditions in the public equity
market. A number of diﬀerent approaches to identifying a hot issue market have
been used such as periods of high IPO returns (Ritter, 1984), NBER business
cycle peaks (Choe et al., 1993) and scaled issue volume (Bayless and Chaplinsky,
1996). While useful, we argue that it is possible to specify a measure that is more
appropriate in the current context. Recall that venture capitalists will typically
prefer to exit via an IPO.10 Thus, a favourable market from a venture capitalist’s
point of view is one in which conditions are conducive to listing. In this case,
IPO activity, or more speciﬁcally venture-backed IPO activity, is relevant. Further, the sooner the venture capitalist is able to exit the investment by bringing
the ﬁrm to market, all other things being equal, the greater will be the IRR.
Thus, the ideal state of the IPO market from the perspective of a venture capitalist is when it is possible to list a ﬁrm before it has become proﬁtable. In this situation, venture capitalists are able to exit the investment and realise a return
earlier than if they have to wait for the company to become proﬁtable. Thus,
the market classiﬁcation measure needs to be based on the listing activity of
venture-backed companies, including information on the proﬁtability of these
companies.
The VE database11 has information on all US IPOs and includes a ﬂag that
denotes a ﬁrm as having received venture funding. This ﬂag is used to distinguish
VC from non-VC-backed IPOs and uniquely identiﬁes 3032 VC-backed IPOs.
For each of these companies, company ﬁnancial information is acquired from a
variety of sources. In the ﬁrst instance, companies are identiﬁed in Compustat
using SEDOL, CUSIP and ISIN identiﬁers and company proﬁt information for
the last ﬁnancial year prior to listing is extracted as well as the year of listing.
Thus, if a company listed on 5 June 1996 and its reporting date is 31 December,
the company ﬁnancials to the year ended December 1995 are recorded as the
year prior to the IPO. These ﬁnancials represent the last complete set of corporate information for that company that investors would have had access to at
the time the company was listing. The ﬁnancials submitted for the year ended
December 1996 are classiﬁed as belonging to the year of the IPO. Where a company could not be found in the Compustat database, the Osiris and Datastream
databases are accessed. These alternative databases are used to verify the
10

Das et al. (2003) report higher exit valuation for IPOs in comparison with exits by mer
ger or acquisition. Ross and Isenstein (1988) report that a $1 investment in a ﬁrm that
goes public provides an average cash return of $1.95 beyond the initial investment, while
an acquisition yields a cash return of only 40 cents. Further, the option to exit via IPO
improves bargaining power with any potential acquirer.

11

VE provides a database of 12 066 US IPOs over the period 1980 2006, which compares
reasonably with the Ritter IPO database of 11 209 companies over this period.
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increased through the 1990s (the spike in 1990Q4 is a reﬂection of the small number of IPOs during this period) and peaked during the dot.com boom, when virtually all of the VC-backed listings were unproﬁtable. In the aftermath of the
2000 crash, the number of VC-backed IPOs fell to historically low levels (the 25
VC-backed IPOs in 2002 are the lowest for any year in the sample period),
and the high percentage of unproﬁtable IPOs per quarter is a reﬂection of the
small number of listings during this period. Thus, the 2000 bubble period is not
distinguished by the number of companies that listed during this period, but the
fact that an unprecedented number of unproﬁtable companies were coming to
market during this time.12
To capture the state of the market, a classiﬁcation system is used that distinguishes a poor issue market (=1, when less than 20 VC-backed IPOs occur13), a
normal issue market (=2, when at least 20 but less than 40 VC-backed IPOs
occur), a hot issue market (=3, when more than 40 VC-backed IPOs occur) and
an ultra-hot issue market (=4, when more than 40 VC-backed IPOs occur, more
than 50 per cent of which are unproﬁtable).14 This last criterion identiﬁes
1996Q2 and the period 1999Q2 to 2000Q3 as ‘ultra-hot’. This VC IPO market
indicator may be used to consider whether a link exists between the state of the
public equity market and venture capital returns.
When venture capitalists invest in a ﬁrm, their return is a function of two
factors. On the one hand, the return is a function of the amount of the company they are able to secure for their initial investment. This ownership percentage will reﬂect the competitive environment that prevails. If there is a lot
of VC money chasing few deals, then the ﬁrm has the upper hand. Alternatively, where venture investing is out of favour and there are many deals
chasing a limited supply of funds, the VCs have the upper hand and will be
able to secure a better deal for their investment. The evidence suggests that
the volume of funds made available to the venture industry is directly linked
to its performance, i.e. when the industry is doing well, people are more
inclined to invest and so a greater supply of funds is available. Where
venture funds are performing poorly, investors typically seek alternative
investments and funding is limited. Thus, there is a direct link between the
performance of VC funds and the amount of capital available for investment
(see Gompers and Lerner, 2004, pp. 134–145). VCs will rationally wish to

12

Ritter and Welch (2002) have also identiﬁed the size of the ﬁrst day returns as a distin
guishing feature of this period.

13

These categorisations are based on the SD of the number of VC backed IPOs for which
we have ﬁnancial data, which is arbitrarily rounded down from 21.9 to 20 for ease of
exposition.

14

This classiﬁcation system identiﬁes hot and cold IPO markets that are generally consis
tent with those identiﬁed by Ritter (1984) and Bayless and Chaplinsky (1996).
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invest in a ﬁrm when the market is performing poorly and they are able to
negotiate the best deals.
Once a VC has taken a stake in a company in return for an initial investment,
the actual return on their investment is a direct function of how much is received
for that stake on exit. If the ﬁrm is able to list at a time when the public equity
market has an appetite for VC-backed IPOs, this equity stake is likely to be
worth more compared to when the ﬁrm lists in a normal market. Ideally, the GP
would want to exit the investment and list the company in an ultra-hot issue
market.
It is possible to generate an indicator of the market conditions at the time the
investment is made and when distributions are received. As the investments and
distributions are spaced irregularly through time, it is necessary to weight the
market conditions at the time of each cash ﬂow by the proportion of total investment or distribution that it represents. This gives a weighted market conditions
indicator on entry and exit for each fund. The lowest possible market condition
score is a 1, which indicates that all of the cash ﬂows occurred in poor listing
conditions. The highest possible score is a 4, which indicates that the cash ﬂows
occurred in a hot issue market when more than 50 per cent of all VC-backed
IPOs were unproﬁtable.
To provide an overall market conditions score for each fund, the exit indicator
less the entry indicator is used. The optimal scenario is one in which the VC
invests in the ﬁrm when there is a limited supply of money chasing deals and
exits when there is a high demand for venture IPOs. In terms of the market classiﬁcation system, the optimal scenario occurs when the market conditions on
entry are equal to one and on exit are equal to four. Thus, where the overall market conditions indicator is +3, there is little money chasing deals on entry and
an ultra-hot issue market on exit. The worst possible scenario for a VC fund is
when the general market conditions indicator is )3, i.e. the fund has invested in
an ultra-hot market and exited in a poor market.
The average entry (exit) conditions indicator across all funds is 2.19 (2.52),
and most funds generated an indicator of between 1.60 (2.14) and 2.70 (2.98).
The average market conditions metric across all funds is 0.33. That is, the diﬀerence between the capital weighted entry and exit conditions is small. The range
of observations, however, shows that for some funds, the entry and exit conditions were markedly diﬀerent. The maximum value for the market conditions
indicator is 2.36 and the minimum is )2.59.
3.2. Fund performance and market conditions
If public equity market conditions aﬀect venture returns, the best-performing funds should be associated with a high positive market indicator, and the
worst-performing funds should be associated with a high negative market
indicator. Panel A of Figure 3 presents a plot of the IRR and market conditions indicator for each fund. Most funds in the sample exited in market con 2010 The Authors
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IRR is 27 per cent. It is interesting to note that when the fund has entered and
exited the market in favourable conditions (an indicator of greater than plus
one), the median IRR is 20 per cent, which is less than the median for the neutral
indicator. This apparent anomaly results from a bias introduced by including
funds that were active during the bubble. The SD of the neutral conditions data
is 77 per cent, which is higher than the SD for the favourable and unfavourable
market conditions data (60 per cent and 52 per cent, respectively). Further, the
range of observations for the neutral market data is large, and Panel A of Figure 3 clearly identiﬁes these small number of high performing funds from the
bubble period.
To test the robustness of these results to the presence of these outliers, the top
decile of funds in each category is excluded, and a summary of this abbreviated
dataset is presented in Panel C of Table 1. Focusing on the median IRR, the
poor market conditions indicator has a median IRR of )2 per cent. For the neutral and favourable market conditions indicator, the same result is again evident
in that both have a median IRR that is greater than where the market conditions
are poor (24 per cent and 18 per cent, respectively), but the favourable conditions
median IRR is less than the neutral value. Thus, some evidence of poor market
conditions impacting on venture fund returns can be found, although the evidence does not support the contention that favourable market conditions lead to
higher returns.
To highlight the impact of the bubble period on these results, we reestimate these performance metrics using only the sample of terminated funds.
This reduces the number of funds in the sample to 136, only eight of which
have a vintage year of 1999 or later. Panel D of Table 1 presents these results
and when the exit conditions are poor relative to hot entry conditions, the
median IRR is )16 per cent. Neutral market conditions are associated with a
median return of 18 per cent, and favourable market conditions produce a
median IRR of 19 per cent. Where the average IRR ﬁgures are considered,
the diﬀerence between the neutral and favourable market conditions indicator
is magniﬁed.
Metrick (2006) suggests that exit conditions are an important inﬂuence on venture investment returns. This suggests that it may be more appropriate to focus
on exit conditions rather than on overall measure of market conditions. To this
end, Panel B of Figure 3 presents a plot of the market exit conditions and IRR
for each fund. The funds from the early 1980s and early 1990s are relatively clustered by exit conditions parameter. The late 1980s funds are very widely dispersed, and only a few high performing funds are present. The more recent
period is characterised by funds that span the range of exit conditions and have
some funds that have carried out exceptionally well, some that have performed
poorly and still others that are more typical of the rest of the sample. The correlation between the exit conditions and the fund IRR across all of the data is
0.417. These results suggest that the exit conditions at the time of the distributions are quite relevant.
 2010 The Authors
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To clarify this result, Panel B of Table 1 presents a summary of the fund IRR
grouped by fund exit conditions. When the exit conditions are poor, the median
IRR is 9 per cent. Neutral exit conditions are associated with a median IRR of
24 per cent. On the other hand, when the exit conditions are favourable, the
median IRR is 76 per cent. The SD of these IRR estimates is similar for the poor
and neutral exit conditions indicator (42 per cent); however, it is much higher
when the exit conditions are favourable (110 per cent). This suggests that a small
number of extremely high performing funds may be driving these results.
To test the robustness of these results to the skewness of the data, Panel C of
Table 1 presents a summary of the performance data, grouped by market conditions and exit conditions, with the top decile of funds excluded. The median IRR
when the market conditions are unfavourable is )2 per cent. When neutral market conditions prevail, the median IRR is 24 per cent, which is greater than the
median IRR when favourable market conditions prevail (18 per cent). Where the
data are categorised based on exit conditions, the results show that poor exit
conditions are associated with an average IRR of 7 per cent, neutral exit conditions produce a median IRR of 20 per cent and favourable exit conditions generated an IRR of 69 per cent (the skewness of the data is lowest of the three
categories in this case). Panel D of Table 1 presents the summary performance
data for the terminated sample of funds only, and these results serve to reinforce
the earlier discussion. Thus, the exclusion of the top decile of funds, to account
for any bias caused by the skewness of the data, only serves to reinforce the full
sample results discussed earlier.
The results of the analysis of this section suggest that while poor market conditions lessen the probability of a venture fund performing well, it is the exit conditions of a fund that are more likely to result in high rates of return to
investment. Thus, the data establish a link between the conditions of the public
equity market and venture fund performance. This is not to suggest that market
conditions are the only relevant factor, nor even that they are the most important factor in determining fund performance. For example, the earlier discussion
of fund returns served to highlight the skewness of the fund as a key distinguishing feature of those funds that oﬀer higher rates of return. Thus, the quality of
ﬁrms selected by the general partner is also an important determinant of whether
or not a fund provides a superior rate of return in comparison with the public
equity market.
4. Changes in the venture investment cycle
The analysis of Section 3.2 suggests a link between the conditions in the public
equity market and the returns to venture investing. It is interesting to consider
whether any other aspects of the venture investment process respond to events in
the broader market. For example, the public equity market may not only impact
on the exit price generated for an investment, but also have a bearing on the time
taken to reap that reward. To investigate this possibility, Panel A of Table 2 pre 2010 The Authors
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Table 2
Average time to break even and investment intensity by vintage year of fund. Panel A of the table
presents information on the number of funds in the database by vintage year as well as the average
number of years taken for a fund to break even. The equivalent metric for all the funds in the VE
database is also presented. Panel B presents a measure of the investment intensity of the fund data
base as well as the equivalent metric for all the funds in the VE database.
Panel A

Panel B

Year

Number
of funds

Average time
to break even

VE average years
to break even

Fund investment
intensity (%)

VE fund investment
intensity (%)

1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002

6
5
5
6
7
9
15
16
13
14
4
5
11
7
12
15
10
12
15
9
7
0
2

3.72
10.89
8.63
10.59
8.82
7.28
7.06
7.41
6.77
7.10
5.79
5.27
5.87
4.09
4.32
5.11
3.82
2.60
3.39
3.83
3.44
n/a
n/a

7.25
9.75
11.00
10.50
11.00
10.00
10.25
8.50
7.75
8.00
6.25
6.00
5.75
5.75
5.75
4.75
3.75
3.50
7.25
n/a
n/a
n/a
n/a

56
40
52
58
40
36
39
42
30
26
27
36
36
45
29
35
29
30
39
64
71
58
42

16
21
27
28
29
28
32
34
30
24
25
26
33
31
22
27
32
30
28
38
42
26
27

n/a, insuﬃcient data; VE, Venture Economics.

sents the average time to break even by vintage year for all funds in the database
as well as the same metric for all funds in the VE database,16 which provides a
more general benchmark of overall trends across the industry. While the very
early vintage years exhibit a sharp rise in the average time to break even, a more
general downward trend characterises the majority of the data. The average time
to break even fell from an average of around 10 years in the early part of the
sample, to 6 years by the mid-1990s. The data in the sample for the late 1990s
onwards must be interpreted with caution as the longer term funds will not have
had suﬃcient time to achieve maturity. This bias aside, the early part of the sam-

16

Note this is based on aggregate data of cash ﬂows across all funds.
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ple period is certainly characterised by a general decline in the time taken to
achieve break-even, and this trend is mirrored in the VE data.
The time to achieve break-even captures only one point in the venture investment cycle. The detailed cash-ﬂow information used in this paper allows a more
detailed characterisation of the takedown and distribution cycle. To this end,
Panel A of Table 3 presents a summary of the investment life cycle of the funds
in terms of the number of years taken to draw down capital and distribute profits. For example, the median number of years until 25 per cent of the committed
capital is drawn down is 0.34, and the median fund is 50 per cent invested after
1.32 years, 75 per cent invested after 2.15 years and fully invested after
4.31 years. The highly heterogeneous nature of the venture fund investment
experience is captured in these statistics, as each takedown and distribution percentage exhibits a relatively large SD. Further, the range of takedowns covers
the spectrum from a sole initial investment with no further takedowns to
11.98 years to full investment. The distributions range from 2.48 years to fund
termination to 24.58 years. More interesting in the current context, Panel B of
Table 3 presents a summary of the investment life cycle of the funds in terms of
the number of years taken to draw down and distribute back capital by vintage
year. There has been a general increase in the amount of time taken to draw
down the committed capital for the ﬁrst decade of the sample. For example, the
amount of time taken to draw down 100 per cent of capital for the 1980 vintage
funds is 1.75 years, and this had increased to 7.49 years by 1991. The same trend
is evident for each percentage of drawdown considered. From the early 1990s
onwards, the average time to drawdown fell, but still remains well above the
drawdown times of the early vintage funds. When the average time to distribute
funds back to the LP is considered, there is a general decline in the data which
mirrors the trend evident in the time-to-break-even data previously discussed.
The average time to distribute 100 per cent of funds back to LPs in the early
1980s is over 14.5 and up to 18 years. By the mid-1990s, this had fallen to
around 10 years. This trend is mirrored across the other percentages of distributions considered. As with the break-even data, the distribution data also exhibit
a natural bias toward shorter fund life (the takedown data are not as susceptible
to this bias since the last fund in the sample is 2002 – recall that the 75th percentile of funds for 100 per cent takedown is 6.28 years). Nonetheless, the evidence
suggests that while funds were taking longer to invest during the late 1980s and
early 1990s, there has been a general fall in the time to break even as well as the
lifespan of venture funds. Thus, while a general trend is evident in these data, it
does not appear to be related in any meaningful way to events in the public
equity market based on the hot-issue periods previously identiﬁed, and the leadup to the bubble period in particular.
The previous discussion focuses on the speed with which the GPs take down
against committed capital and make distributions to the LP. It is possible to
extend this analysis to consider the intensity of the investment process. That is,
rather than just focussing on the time taken to invest, it is possible to capture the
 2010 The Authors
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Table 3
Summary of fund takedown and distributions by time. The following table summarises the average
number of years a fund takes to take down the committed capital by percentile. Further, the amount
of time taken to distribute a given percentile of the total distributions is also presented. Panel B sum
marises this information for the eﬀectively terminated sample of funds.
Takedown
25%
Panel A: Summary all data
Average
0.45
Median
0.34
SD
0.52
25th Percentile
0.00
75th Percentile
0.73
Max
2.98
Min
0.00
Panel B: Average by year
1980
0.04
1981
0.11
1982
0.07
1983
0.13
1984
0.06
1985
0.26
1986
0.22
1987
0.06
1988
0.75
1989
0.69
1990
0.90
1991
0.39
1992
0.68
1993
0.59
1994
0.90
1995
0.59
1996
0.92
1997
0.77
1998
0.44
1999
0.17
2000
0.01
2001
0.00

Distribution

50%

75%

100%

25%

50%

75%

100%

1.37
1.32
1.08
0.55
1.92
7.65
0.00

2.26
2.15
1.35
1.24
3.06
9.01
0.00

4.75
4.31
2.58
2.96
6.28
11.98
0.00

4.59
4.65
2.05
3.00
6.10
11.33
0.00

5.81
5.87
2.40
3.89
7.84
11.68
0.22

7.11
7.24
2.84
5.04
9.15
14.99
1.00

12.21
12.13
4.04
9.53
14.84
24.58
2.48

0.41
0.67
0.57
0.64
1.37
0.73
1.04
1.60
2.14
2.18
1.99
2.84
1.71
1.53
1.94
1.18
1.97
1.55
1.08
0.46
0.21
0.16

0.85
1.53
1.19
1.35
3.15
1.82
1.96
2.86
3.27
3.29
3.08
3.94
2.63
2.23
2.97
2.19
2.45
2.07
1.54
1.10
0.76
0.87

1.75
2.61
2.14
2.75
4.38
3.12
5.03
6.46
6.19
6.17
7.05
7.49
5.41
5.35
4.88
4.51
4.63
3.71
4.21
4.28
4.58
2.15

3.25
5.58
5.12
6.38
7.20
5.82
5.73
6.02
5.63
6.02
5.73
5.30
4.95
3.44
4.79
3.65
3.60
2.57
2.58
2.86
1.47
2.91

4.00
7.79
7.96
8.72
8.60
7.36
7.52
7.91
7.16
7.24
6.40
6.42
6.25
4.82
5.57
4.67
3.87
2.97
3.42
4.15
1.55
2.91

5.77
10.18
9.29
10.58
10.81
9.22
8.91
9.44
8.79
9.00
8.34
7.94
7.56
6.18
5.86
5.58
4.53
3.54
4.78
5.03
1.97
2.93

16.32
18.64
14.67
15.98
18.97
14.68
14.22
15.04
14.05
13.06
14.30
12.83
12.06
10.83
11.07
10.62
10.02
8.67
7.96
6.94
6.27
3.37

amount invested relative to the pool of available capital. To construct a measure
of investment intensity, the following process is speciﬁed. For each year in the
sample, the available pool of capital is estimated as the sum of the amount of
committed capital from previous years that has not yet been taken down by the
GP and the capital committed for that year. The total takedown for that year is
estimated as a composite of the sum of takedowns for funds of the current vintage year as well as takedowns from funds of previous vintage years that are still
actively investing. The intensity of the fund takedown in a given year is the total
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takedown relative to the total amount of capital available for investment in that
year. Panel B of Table 2 presents the data and to provide an industry benchmark, the same information is constructed using the VE database (note that the
aggregate nature of the VE database means that it is not known which fund was
drawing down in any given period, only the total value of the drawdowns).
The correlation between the investment intensity measure for the sample of
funds and the VE data is 0.32. As the fund database only commences in 1980,
whereas the VE database has data from 1969, the early part of the sample period
may be biased for our sample of funds. The correlation between the two series
from 1985 onwards is 0.660. A number of spikes in the intensity of the investment process may be observed in the data, which correspond to the data for
1983, 1994 and 1999–2000. It is interesting to note that each of these periods corresponds to the hot issue markets identiﬁed in Section 3.1. In particular, the bubble period is associated with an unprecedented level of investment activity which
rose from 29 per cent in 1996 (the sample low is only slightly less at 26 per cent
during the poor issue market of the late 1980s) to 64 per cent in 1999 and the
sample high of 71 per cent in 2000. Thus, evidence can be found to suggest that
GPs increase the intensity of the rate at which they invest in response to market
conditions.
Changes in the intensity of the investment process may result from GPs
investing more dollars per company and/or investing in more companies. To
investigate, we turn to the VE database, which has detailed information on the
companies the GPs invest in, the timing of these investments and their size.
These data are summarised in Figure 4, and the top part of the ﬁgure shows
the number of new companies receiving venture funding as well as the total
number of rounds of investment for each year (this includes all investments
made in ﬁrms that had previously received venture funding). The correlation
between the two series is 0.85. The upward trend in the data in the early part
of the sample reﬂects the general growth and increasing importance of the
industry. Relatively high levels of investing and ﬁnancing activity are observed
from 1995 onwards, peaking in 1998, where 249 new ﬁrms received venture
funding and 877 ﬁnancing rounds took place across all venture funded ﬁrms.
Recall that the investment intensity in both the fund sample and the VE data
did not begin to increase until 1998. The lower part of Figure 4 presents the
average size of the investment for each funding round over this period. A
marked increase in the average amount invested may be observed from 1998
onwards, peaking in 2000 at US$27.6m, which coincides with the peak in
investment intensity. It is also interesting to note that although the number of
ﬁrms receiving venture funding and the number of funding rounds has
dropped considerably since the bursting of the bubble, the average amount
invested per funding round has actually increased beyond that observed during
the peak of the bubble to a high of US$38.3m in 2005.
In general, this evidence tends to suggest that not only is the listing activity of
venture-backed companies high in a hot market (and by inference, the intensity
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such funds, and the distributions are made at a time of favourable valuations.
The most important element of the investment conditions are those prevailing at
the time of exit, which cause the IRR to vary substantially: poor exit conditions
are associated with an average IRR of 7 per cent, neutral exit conditions produce
a median IRR of 20 per cent and favourable exit conditions generated an IRR
of 69 per cent.
This paper also considers whether any other aspects of the venture investment
process respond to events in the broader market. The speed with which the GPs
take down capital is found to have increased during the 1980s and fallen again
during the 1990s; however, they remain above the levels observed in the early
part of the sample period. In terms of the average time for a fund to break even
as well as the time taken to distribute funds back to the LP, the sample is characterised by a general decline, and this mirrors the overall trend in the industry.
None of these metrics appear to be related in any meaningful way to events in
the public equity market. The same cannot be said with respect to the intensity
of the investment process, however, as evidence can be found to suggest that
GPs increase the intensity of the rate at which they invest in response to public
equity market listing conditions.
The results reported in this paper on the relationship between VC returns
and the state of the IPO market suggest certain directions for future research.
Speciﬁcally, the criteria for gaining access to the IPO market have varied
greatly over time. Analysis of those criteria and their determinants may provide insight into the context in which the venture capital industry continues
to evolve. An extended period of time in which the availability of the IPO
market is strictly limited to more mature, proﬁtable companies has negative
implications both for prospective VC returns and eventually for the ﬂow of
funds to the VC industry.
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EXECUTIVE SUMMARY
allocation of shares at the IPO versus waiting to see if the company goes public and how it trades after its IPO.
(Page 30)
In addition to its recommendations for policymakers, the task force has also developed a recommendation for
members of the emerging growth company ecosystem:
4.

Educate issuers about how to succeed in the new capital markets environment. The task force recommends
improved education and involvement for management and board members in the choice of investment banking
syndicate and the allocation of its shares to appropriate long‐term investors in its stock. Doing so will help
emerging growth companies become better consumers of investment banking services, as well as reconnect
buyers and sellers of emerging company stocks more efficiently in an ecosystem that is now dominated by the
high‐frequency trading of large cap stocks. (Page 31)

The recommendations above aim to adjust the scale of current regulations without changing their spirit.
Furthermore, the task force believes that taking these reasonable and measured steps would reconnect emerging
companies with public capital and re‐energize U.S. job creation and economic growth – all while enabling the
broadest range of investors to participate in that growth. The time to take these steps is now, as the opportunity to
do so before ceding ground to our global competitors is slipping away.
For this reason, the members of the IPO Task Force pledge their continued participation and support of this effort to
put emerging growth companies, investors and the U.S. job market back on the path to growth.

3
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BRIEF BACKGROUND AND PURPOSE
II. Brief Background and Purpose
In March 2011, the U.S. Department of the Treasury convened the Access to Capital Conference to gather insights
from capital markets participants and solicit recommendations for how to restore effective access to capital for
emerging companies, including public capital through the IPO market. Arising from of one of the conference’s
working group conversations, a small group of professionals representing the entire ecosystem of emerging growth
companies – venture capitalists, experienced CEOs, public investors, securities lawyers, academicians and investment
bankers – decided to form the IPO Task Force (Appendix A, page 33) in order to 1) examine the challenges that
emerging growth companies face in pursuing an IPO and 2) develop recommendations for helping such companies
access the additional capital they need to generate jobs and growth for the U.S. economy and to expand their
businesses globally.
This report recommends specific measures that policymakers can use to increase U.S. job creation and drive overall
economic growth by improving access to the public markets for emerging, high‐growth companies.
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DETAILED RECOMMENDATIONS
VII. Detailed Recommendations
The precipitous decline of the U.S. IPO market – driven by a paucity of emerging growth companies going public –
has stifled job creation, undermined U.S. economic strength and imperiled America’s global technology leadership.
Historically one of the most reliable routes to growth for young companies, the small cap IPO market has been
damaged and needs immediate repair.
This decline stems from a fundamental shift in the structure of the U.S. capital markets brought on primarily by
regulations and related market forces. For some aspects of the new market reality, such as decimalization, there’s no
turning back – nor should there be, as investors have benefited from greater market access and reduced trading
costs. For a number of other factors, however, opportunities exist to make limited and reasonable adjustments that
can help restore the access to the public capital that emerging growth companies need to hire new employees,
develop their products and grow their businesses globally.
To this end, the IPO Task Force has developed four recommendations that can serve as a roadmap for policymakers
and members of the emerging growth company ecosystem to revive America’s IPO market and the jobs growth it can
generate. Developed to be targeted, scalable and in some cases temporary, these recommendations aim to bring the
existing regulatory structure in line with current market realities while remaining consistent with its overarching
goals of increased investor protection and participation. The task force’s recommendations for policymakers are:
1.

Provide an “On‐Ramp” for emerging growth companies using existing principles of scaled regulation. We
recommend that companies with total annual gross revenue of less than $1 billion at IPO registration, and that
are not recognized by the SEC as “well‐known seasoned issuers” be given up to five years from the date of their
IPOs to scale up to compliance. Doing so would reduce costs for companies while still adhering to the first
principle of investor protection. (Page 19)

2.

Improve the availability and flow of information for investors before and after an IPO. We recommend
improving the flow of information to investors about emerging growth companies before and after an IPO by
increasing the availability of company information and research in a manner that accounts for technological and
communications advances that have occurred in recent decades. Doing so would increase visibility for emerging
growth companies while maintaining existing regulatory restrictions appropriately designed to curb past abuses.
(Page 26)

3.

Lower the capital gains tax rate for investors who purchase shares in an IPO and hold these shares for a
minimum of two years. A lower rate would encourage long‐term investors to step up and commit to an
allocation of shares at the IPO versus waiting to see if the company goes public and how it trades after its IPO.
(Page 30)

In addition to its recommendations for policymakers, the task force has also developed a recommendation for
members of the emerging growth company ecosystem:
4.

Educate issuers about how to succeed in the new capital markets environment. The task force recommends
improved education and involvement for management and board members in the choice of investment banking
syndicate and the allocation of its shares to appropriate long‐term investors in its stock. Doing so will help
emerging growth companies become better consumers of investment banking services, as well as reconnect
buyers and sellers of emerging company stocks more efficiently in an ecosystem that is now dominated by the
high‐frequency trading of large cap stocks. (Page 31)
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DETAILED RECOMMENDATIONS
Over the long term, the IPO Task Force believes that enacting these recommended changes will benefit all
entrepreneurs who have developed successful, high‐growth companies and who qualify for access to public, late‐
stage growth capital. Each of these action steps is outlined in greater depth in the sections that follow.
“This proposal adds to the ancient rule of caveat emptor, the further doctrine, ‘Let the seller also beware.’ It puts
the burden of telling the whole truth on the seller. It should give impetus to honest dealing in securities and
thereby bring back public confidence.” President Franklin D. Roosevelt, referring to The Securities Act of 1933.
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Venture Capital Backed IPOs in Europe
An Empirical Analysis of the Return and Performance Characteristics
Wolfgang Bessler and Martin Seim

Executive Summary
The objective of this study was to analyze the performance of venture capital-backed initial
public offerings (IPOs) in Europe for the period from 1996 to 2010 covering two complete
stock market cycles and IPO waves. For this we analyzed first the underpricing and then the
long-run return and performance behavior for the entire period. To gain additional insights
into the impact of certain market and firm characteristics, we grouped the IPO firms according
to certain attributes such as the market segment of the stock exchanges and firm size. A more
detailed analysis is then provided for the main market segments and larger IPOs. In addition,
we separated the sample into the two sub-periods from 1996 to 2003 and from 2003 to 2010
in order to explore whether there are significant differences between these two periods.
The empirical findings suggest that venture capital-backed IPOs generate positive returns for
some time period subsequent to the IPO. In fact, early investors such as venture capitalists
that were already invested in the company prior to the IPO could profit initially from a high
first day return (underpricing) and then from high positive returns during the first year of
trading. The same holds for an investor that got shares allocated at the time of the IPO.
Interestingly, investments in IPOs generate positive returns for investors for nearly three years
after going public. An investor that bought shares in the secondary market just following the
IPO could also profit from the stock price increases during the first year subsequent to the
IPO. Such an investment seems to generate positive returns for the investor for up to two
years but then returns become negative. A more detailed analysis of the IPOs listed on main
markets reveals positive returns and positive abnormal returns (performance) for up to two
years after going public. The returns for larger IPOs with market values above 100 million at
the time of the IPO or above 100 million in book values at the end of the first year are also
positive for the three year period. Finally we find differences between the two stock market
cycles or IPO waves in that the underpricing and the first year returns during the first period
are higher than for the second period. In the long run there are no substantial performance
differences suggesting that the higher underpricing and the higher first year returns were
driven by an extremely positive market environment and overly optimistic growth
expectations. Overall this study provides empirical evidence on the positive returns and
positive performance of venture capital-backed initial public offerings in Europe for the
period from 1996 to 2010.
Corresponding author: Wolfgang Bessler, Center for Finance and Banking, Justus-LiebigUniversity Giessen, Licher Strasse 74, Giessen, Germany, Phone: 0049-641-99 22 460, Mail:
Wolfgang. Bessler@wirtschaft.uni-giessen.de
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1. INTRODUCTION
It is a well known economic fact that venture capital contributes significantly to the
success of start-up firms and to long-term economic growth. A recent study by Haltiwanger,
Jarmin and Miranda (2010) provides empirical evidence that the increase in employment and
the creation of new jobs is strongly related to the growth rate of start-up firms and not to small
firms per se. Thus, providing sufficient capital resources as well as advising and monitoring
services is of fundamental importance for the success of start-up firms. Although the current
financial crisis had severe negative effects on financial markets and real activity throughout
all economic sectors during the last 3 years, it appears that in the aftermath of this financial
crisis both, financial markets and real activity are returning to more sustainable conditions. In
fact, based on the number of firms interested in going public, the issuance markets might
exhibit a significant recovery in the near future (Börsen-Zeitung 19.11.2010). A high
percentage of these potential initial public offerings (IPOs) are backed by venture capital
firms, i.e., firms in which venture capitalists have invested earlier on, demonstrating the
positive impact of venture capital on firm value also in economic downturns. At the same
time, taking companies public offers venture capital firms an attractive opportunity to exit
from their portfolio companies, and to invest the proceeds in new and promising start-up
companies. Therefore, it is an interesting and timely research question to investigate the
performance and the performance characteristics of venture-backed initial public offerings in
Europe for the period from 1996 to 2010. This period includes the last two stock market
cycles and IPO waves including the “New Economy” bubble.
In our empirical analysis we concentrate on the return and performance characteristics
of venture-backed IPOs. The interesting comparison of venture-backed and non-venturebacked initial public offerings will be addressed in a separate study. The remainder of this
paper proceeds as follows. In the next section the literature on venture capital and initial
public offerings is briefly reviewed while in section 3 we describe the data and statistical
methodology employed in the empirical analysis. In section 4, the results of the empirical
study are presented. This includes an analysis of underpricing and long-run performance. In
the performance analysis we further differentiate between certain characteristics such as size
of the IPO firm and the stock exchange segments on which the IPO is listed. Another
important issue is to analyze the difference between the two stock market cycles and IPO
waves. The paper concludes with a summary of the empirical findings and a direction for
future research.
2

75

2. VENTURE CAPITAL
The purpose of this chapter is to provide a brief literature review on the role and
importance of venture capital as well as an overview of the literature on the return and
performance characteristics of venture-backed initial public offerings.

2.1 Development of Venture Capital
Extensive empirical evidence during the last three decades suggests that venture
capital firms contribute significantly to the success of start-up companies and to economic
growth in general. This is usually attributed to the VCs’ superior abilities of screening,
monitoring, and consulting of their portfolio companies. However, when venture capital firms
exit from their ventures, it was believed that the most promising and profitable exit route was
to take the portfolio company public, i.e. selling the firm’s shares in the public equity markets
through an initial public offering. However, the opportunity to sell the equity stake at a
relatively high valuation does not only depend on the intrinsic value of the portfolio firm. It is
also closely related to the size, liquidity, and quality of the equity market in the respective
country and to the recent stock market performance (Bessler, Holler and Seim 2010). In
addition, there are significant return and performance differences between different market
environments such as hot and cold market periods (Bessler and Kurth 2007).
At least in the past decades, the high quality and efficiency of stock markets in the
U.S. appear to have been an important factor supporting the success and growth of the venture
capital industry (Black and Gilson 1998). This historically strong economic interaction
between venture capital and IPO markets may have been negatively affected in recent years as
we are currently observing that trade sales have become the preferred exit route for venture
capital firms in the U.S. and in Europe. Some refer to this situation as the “IPO Crisis”. This
crisis may be the result of excessive new regulation as well as changes in investment banking
and analyst behavior following some severe conflict of interest and problems in these markets
during the last decade (Weild and Kim 2009, 2010). In addition, recent developments in
security markets' trading systems and trading approaches such as “algorhythmic trading” may
have played a pivotal role as well. Interestingly, Asian markets such as China and Australia
are currently observing an increasingly active IPO market. Overall, there is no doubt on the
important role of venture capital in contributing to the economic growth and success.

76

3

2.2 Venture Capital and IPOs
The opening of new stock market segments for entrepreneurial and technology driven
start-up firms in most European countries between 1996 and 2000 was supposed to offer
attractive exit opportunities for venture capitalists and other early-stage investors, thereby,
supporting the growth of European venture capital markets (Da Rin, Nicodano and
Sembenelli 2006). Liquid capital markets are another important factor for creating successful
opportunities for venture capital firms to exit from their portfolio companies. Other factors
such as the quality of a country’s legal system can also be important because a strong legal
environment ensures profitable exit opportunities (Cumming, Fleming and Schwienbacher
2006). Moreover, being public offers young R&D intensive firms new financial opportunities
such as issuing additional equity (SEO), acquiring other companies (M&A), or positioning
themselves to become takeover targets. In addition, market prices continuously provide
potential investors and acquirers with information on the current price of the venture. It also
seems possible that venture capitalists stay invested for some time period after the IPO or
agree to a lock-up period if the share prices in the primary (underpricing) and secondary
markets offer attractive returns. Moreover, there is substantial evidence that venture capitalists
significantly contribute to the development of entrepreneurial firms over their life cycle by
offering strategic and operational support even after the going public (Barry, Muscarella,
Peavy and Verstuypens 1990). Therefore, venture capital firms may mitigate adverse selection
problems between IPO firms and prospective investors. This should be reflected in a superior
operating and financial performance of venture-backed compared to non-venture backed
IPOs.

2.3 Performance of VC-backed IPOs
When analyzing the return and performance characteristics of initial public offerings,
researchers usually concentrate on the magnitude of the underpricing and the long-run
performance. In general, “underpricing” is measured as the difference between the offer price
and the stock price in the secondary market on the first day of trading. Performance is usually
measured by calculating “Buy-and-Hold-Returns” (BHR) and “Buy-and-Hold Abnormal
Returns” (BHAR). The empirical findings are discussed in the next section.

4

77

2.3.1 Underpricing
When venture capital backed firms go public, a VC involvement in early stage
financing should be a better signal or provide a superior certification of the quality of an IPO
which may then result in a smaller underpricing and a superior long-run performance of
venture-backed IPOs compared to non-venture backed IPOs. This hypothesis is supported in
earlier studies for the U.S. by Megginson and Weiss (1991) and Brav and Gompers (1997).
For venture-backed IPOs in the U.S., Megginson and Weiss (1991) find a lower underpricing
for non-venture-backed IPOs on average. However, Barry, Muscarella, Peavy and
Verstuypens (1990) observe a lower underpricing only for experienced VCs. In contrast,
Francis and Hasan (2001) do not find a lower underpricing and Lee and Wahal (2004) even
document higher initial returns for venture-backed IPOs due to the "grandstanding" argument
provided by Gompers (1996). This "grandstanding" hypothesis predicts that venture
capitalists may exit their portfolio firms in favorable market conditions. This allows them to
build up reputation, accelerate fund raising and generate high returns for their investors. The
empirical findings of Hsu (2009) corroborate the grandstanding hypothesis in that venture
capitalists generally shorten incubation periods, i.e. the time periods for which venture
capitalists stay invested in the entrepreneurial venture prior to an IPO. More interestingly, this
research emphasizes that within the group of venture-backed start-ups, a longer incubation
period leads to more patents, a higher probability of survival, and above average operating
and financial performance subsequent to the IPO. For Europe there exists little empirical
evidence on these issues so far.

2.3.2 Long-Run Performance
A superior long-run performance of venture-backed IPOs is reported by Brav and
Gompers (1997). In addition, Lerner (1994) finds a special ability of VCs to time their exit.
This latter result is confirmed by Gompers and Lerner (1998) who observe that venturebacked IPOs significantly outperform before the exit and significantly underperform after the
exit of the venture capitalist. These empirical results may suggest some exceptional insights
or abilities by venture capitalists with respect to firm valuation and exit behavior. It could also
reflect the special abilities of venture capitalists to monitor and support the companies with
their special experience and expertise while invested. This advantage may be lost when the
VC exits and is replaced with other investor types. In contrast, some critics suggest that such a
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performance may be the result of private information or specific measures influencing the
price, indicating that certain conflicts of interest may arise when venture capital firms are
involved. However, there also exist other conflicts of interest, for example, that the earnings
forecasts and stock recommendations of the analyst of the underwriter are positively biased
(Bessler and Stanzel, 2009). For Germany, Bessler and Kurth (2007) report an
outperformance only for the period up to the end of the lock-up period. In addition, there are
other factors besides venture capital that may contribute to the success of a venture such as
technology or patents (Bessler and Bittelmeyer, 2008). Nevertheless, these differences
between Europe and the U.S. might be due to superior information of U.S. venture capitalists
regarding the quality of the IPO and their higher reputation which results from greater
experience of venture capital firms in the U.S. Therefore, it seems quite interesting to explore
the contribution of venture capital firms to the success of their portfolio companies by
analyzing the performance of venture capital-backed IPOs for Europe over an extended time
period.

3. DATA AND METHODOLOGY
3.1 Data
This study concentrates on an initial sample of over 500 European firms that were
venture-backed and went public on European stock exchanges during the period from January
1996 to June 2010. This period includes two complete stock market and IPO cycles and ends
with the aftermath of the current financial crisis. IPO data is from the Thomson One database
and matched with information from the VentureXpert database. We only included those firms
from VentureXpert that were backed by a reputable venture capitalist, i.e., a venture capital
firm that is member of the European Venture Capital Association (EVCA) or one of the major
national venture capital organizations in Europe. We excluded those IPOs with conflicting
IPO information in either Thomson One or VentureXpert. Stock returns as well as balance
sheet data are from Thomson Datastream and all converted into Euro. We follow the usual
approach in academic studies and excluded all firms from the banking and insurance sector
(i.e., 4-digit SIC code 6000). We also exclude penny stocks (i.e., all IPOs with an offer price
of less than 1 EUR), and countries with only a few number of IPOs during our sample period.
This leaves us with a final sample of 384 venture backed IPOs. For these IPOs we are able to
calculate the first day returns or initial underpricing. When we calculate long-run returns
6
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(BHR) and long-run performance measures (BHAR), stock return data for at least 750 trading
days, i.e., 3 years after the IPO, is required. In these cases, the sample size reduces to 365
venture-backed IPOs. The distribution of the number of IPOs on an annual basis as well as the
number of IPOs according to the country in which the firm is listed, are presented in Figures 1
and 2, respectively. In Figure 1 it becomes immediately evident that our analysis includes two
stock market cycles and two IPO waves and that the number of IPOs closely follows the stock
market performance. Especially at the end of the 1990s and in the years 2006 and 2007,
venture capitalists took their portfolio firms public. This was an environment of general
positive market sentiment that facilitated listing success in a situation of liquid stock markets.

[Insert Figure 1 about here]

Our analysis begins with the first IPO cycle that spans the time period from 1996 to
early 2003, including the extreme stock market volatility during the “New Economy” period.
In this time period, we first observe an increase in the annual number of IPOs up to nearly 60
in 2000. This number drops to less than 20 venture-backed IPOs in 2001 and even falls below
10 IPOs in 2003. The second cycle shows similar growth dynamics with the number of IPOs
strongly increasing since 2004. In 2006, nearly 80 European companies that were backed by a
reputable venture capitalist went public on European exchanges. Interestingly, the decrease in
IPO activity in relative terms is even more dramatic than during the “New Economy” period.
As a result of the current financial crisis, only a small number of firms went public in 2008
due to investor concerns and low confidence in financial markets. The figure for 2008 is on a
relative basis only about 10% of the number of IPOs in 2006. Figure 2 shows that only a few
capital markets in Europe attracted most IPOs and therefore play the dominant role. Taken
together, the number of venture-backed IPOs in the UK, Germany and France is about 250
firms or roughly 70% of all venture-backed firms that went public. Apart from Switzerland,
the remaining markets attracted less than 20 venture-backed IPOs over the last two IPO
cycles. Thus, we observe some concentration of venture capital-backed IPO activity.

[Insert Figure 2 about here]
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3.2. Methodology
In our empirical analysis of venture-backed IPOs in Europe we employ the standard
event study methodology and calculate IPO underpricing (UP) as well as long-run returns
(buy-and hold-returns or BHR) and long-run performance (buy-and-hold abnormal returns or
BHAR).

3.2.1 Underpricing
Underpricing is calculated as the return to an investor who gets shares allocated in the
primary market and sells them at the end of the first day of trading in the secondary market.
Hence, underpricing calculated for firm
to the closing price
(1)

is the percentage change from the offer price

on the first trading day (Ritter 1984; Loughran and Ritter 2004):1
.

3.2.2 Buy-and-Hold Abnormal Returns
To analyze the long-run performance of IPO firms, the standard buy-and-hold
abnormal returns (BHAR) procedure is applied and we calculate abnormal returns on a daily
basis:
.

(2)

We begin our analysis on the second day of trading and measure abnormal returns
until 750 trading days or 3 years after the IPO. The BHAR performance measure compares
the average performance of a buy-and-hold investment in a portfolio consisting of all IPOs
(BHR) to the buy-and-hold investment in an appropriate benchmark portfolio. However, as
our analysis consists of IPOs that are listed on different European exchanges we have to be
aware of country-specific risk and return characteristics that have to be taken into account by
country-specific benchmarks. Therefore, for calculating the BHAR we use the MSCI indices
1

We have opening prices on the first day of trading in the primary market available for only about half of our
sample firms. Therefore, to retain a comprehensive sample size we calculated underpricing using closing prices
at the end of the first trading day.
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for each country. As MSCI indices are available only on a monthly basis prior to January
2001, we use data from Datastream to calculate the daily country indices for the period from
1996 to 2000.2 Because some IPOs delist within 3 years after going public, we do not have the
required return data for 750 trading days. The returns of these IPOs are then set equal to the
respective market index so that they do not influence the BHAR measure. Consequently, the
weight of each of the remaining IPOs does not change and the sample size remains the same
for the whole period of 750 trading days.3 Furthermore, as some IPO firms, especially those
that went public on the “New Markets” in Europe, are characterized by some extreme returns,
we winsorized the raw returns as well as the abnormal returns at the upper and lower 1%
percentiles of the return distribution.
To test for statistical significance, we employ the standard t-test as well as a
bootstrapped version of the skewness adjusted t-test in order to correct for the pronounced
positive skewness in UP and in BHAR. Following Lyon, Barber and Tsai (1999), we draw
1,000 samples of size

to calculate the critical values of the transformed t-statistic:

(3)

,

with
and

(4)

.

In all of the tables we report the test statistics of the standard t-test (indicated by ) and
the skewness adjusted t-test (indicated by

) and the respective significance levels. Hence,

***, **, and * refer to the 1%, 5%, and 10% significance level, respectively.

4. EMPIRICAL RESULTS
In our empirical analysis we first investigate the magnitude of the underpricing and then focus
on long-run returns and long-run performance. We further analyze various aspects of the
return and the long-run performance characteristics of venture capital-backed IPOs. Here we
analyze the impact of size and market segments as well as the effects of stock market cycles

2

We repeated our calculations using the MSCI Europe as the benchmark index and the results remained the
same.
3
We repeated our calculations dropping dead stocks out of the portfolio and calculating BHAR with the
remaining IPOs and the results did not change.
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and IPOs waves. In this section, however, we first concentrate on the full sample for the entire
period.

4.1 Underpricing
It is well known that the magnitude of the underpricing depends on various firm
specific characteristics, on the reputation of the venture capital firm and the underwriter
(Doukas and Gonenc 2005), but also on the recent stock market performance and on the
equity issuing activity. Therefore, researchers usually distinguish between hot and cold
market environments and control for other firm and market characteristics. Similar to the comovement of the stock market index and the number of IPOs as already presented in Figure 1,
the magnitude of the underpricing also strongly fluctuates over time. This becomes evident in
Figure 3. During the hot issue period of the first IPO cycle (1998 to 2000) in which stock
prices increased substantially, the magnitude of the underpricing of venture-backed IPOs also
reached the highest levels of about 20% within the entire sample period. However, it appears
that a shift in this relationship has occurred more recently in that we find contradicting results
for the second stock market cycle and IPO wave (2003-2007). During the second hot issue
period or pre-crisis period, the number of venture-backed IPOs and the stock market index
increased from about 2003 until 2006/2007, but the magnitude of the underpricing decreased
during that time period. The reasons for this observation are not that clear yet. However, there
are some plausible explanations. It is possible that the venture capitalists fulfilled their
certification role and reduced uncertainty about the value of their portfolio firms or that the
market sentiment was not optimistic enough to provoke stronger investor demand and higher
levels of underpricing in spite of favorable stock market conditions.
Another explanation is that the so-called “IPO Crisis” resulted in more trade-sales
instead of IPOs of the most promising companies because of changes in the market
environment. In addition, it seems possible that the growth expectations for these firms were
not sufficiently high to warrant - from the VC’s perspective - the more risky IPO exit
compared to an immediate trade sale. Thus, the exit behavior of venture capital firms may
have shifted from going public and selling their equity stake in the secondary market to tradesales, i.e., selling the company to another company. It is also possible that these start-up firms
have become targets of established firms. Possible reasons - from the perspective of the
established firm - for acquiring these firms (M&A) are to get access to technology and patents
10
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or even to acquire early developments and ideas from these start-up ventures (Bessler, Holler,
Seim and Zimmermann, 2011).
[Insert Figure 3 about here]
[Insert Table 1 about here]

In Table 1 we provide additional summary statistics on the magnitude of the
underpricing. We also differentiate between specific characteristics in that we distinguish
between the market segment in which the company is listed (see part 5.1) and the market
value at the offer date or the book value of total assets at the end of the first year after going
public (see part 5.2). Underpricing for the full sample is 8.39%. IPOs on main markets and
larger IPOs as measured in terms of total assets exhibit an underpricing between 6% and 7%.
Somewhat surprising, if IPO size is measured in terms of market values of equity at the offer
date, underpricing amounts to 9.32% which is higher than the sample average. All measures
are significantly different from zero as indicated by both the standard as well as the skewness
adjusted bootstrapped t-test.
The practical implication of this finding is that investors - if they were already
invested in that company before the IPO or were allocated shares in the primary market at the
time of the IPO - are able to earn reasonable rates of returns on the first day of trading. It has
to be kept in mind, however, that underpricing is an important source of investor returns and
can provide some extraordinary returns to investors. In the subsequent analysis we mostly
concentrate on the return an investor could earn from the first day of trading in the secondary
market on.

4.2 Long-Run Performance
The average long-run buy-and-hold returns (solid line) and the aggregated corresponding
market indices (dashed line) are presented in Figure 4a. In general, the BHR increases
continuously from the time of the IPO up to one year (250 trading days) after the IPO. After
the first year of trading most investors are allowed to exit from their investment. This is either
due to the end of various lock-up periods or the venture capital firms are contractually obliged
to exit their investment after this one year period. Subsequently, the returns decline
84
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monotonically until the end of the three year holding period, but still generate positive returns
for the first two years of being publicly traded. Benchmark returns also increase on average
until 300 trading days after the IPO and decline thereafter, which could suggest a shift from a
hot to a cold market period. Thus, overall we find strong evidence that venture capital-backed
IPOs generated positive returns for the investor during the first day of trading and positive
returns, although marginally declining, for the first two years of being public.

[Insert Figures 4a and 4b about here]
[Insert Table 2 about here]

Although investors are usually interested in their realized returns (BHR), there are always
alternative investment opportunities available so that it is important to analyze the excess
returns relative to a stock market index or the long-run performance. We therefore explore the
performance of venture capital-backed IPOs for a period of up to three years after going
public. The empirical results suggest that venture capital backed IPOs outperform an
appropriate benchmark by nearly 10% for the first year of trading (see Figure 4b). Moreover,
for the first year of trading the abnormal returns are significantly different from zero which is
indicated in Panel A of Table 2. Thereafter, the outperformance decreases, but VC backed
IPOs still provide higher returns than the benchmark for the first 18 months following the
going public.
One explanation often given in the literature is that venture capitalists are able to time the
market and exit from their portfolio companies around the highest valuation. Another
explanation is that the venture capital exit provides a negative signal that is either due to
overvaluation or due to a reduction in advising and monitoring activities. The argument for
the latter case is that the venture capitalist is replaced by another investor that may be less
engaged in the monitoring or governance activities. Consequently the operating and financial
performance of the IPOs declines subsequent to the VC exit. To provide evidence for either
argument requires a more detailed analysis that is left for future research.

12

85

5. IMPACT OF FIRM SIZE, STOCK MARKET SEGMENT, AND STOCK MARKET
CYCLE
For the entire sample period (1996-2010), the venture backed initial public offerings generate
a positive return and a positive performance at least for some time period after the IPO.
Nevertheless, it seems interesting to analyze whether certain firm characteristic have an
additional positive or negative effect on raw returns and on abnormal returns (performance).
For this, we first investigate whether the market segment on which the IPO is listed may be of
importance and has an impact on returns and performance. For this we analyze the IPOs that
are listed on main markets in more detail (5.1). In addition, we investigate the impact of firm
size in that we analyze the returns and performance of venture-backed IPOs that have a
market value of assets of more than 100 million at the time of the IPO or 100 million in book
value of assets one year after the IPO (5.2). As already mentioned, our empirical analysis
covers two complete stock market cycles and IPO waves. It is therefore of interest whether
there exist substantial return and performance differences between these two market periods.
Because these periods may also differ with respect to growth expectations and optimism we
include underpricing in our analysis. The initial return or underpricing aspect is important for
venture capital firms that were invested in the company before the IPO and do not sell their
stake in the primary market.

5.1 Impact of Market Segment on Performance
To assess the relationship between the listing segment and the long-run performance of IPOs,
we kindly got data from the NYSE/Euronext, London Stock Exchange (LSE), Nasdaq/OMX,
Swiss Stock Exchange (SWX) and Deutsche Börse (DBAG) to classify an IPO according to
whether it went public in the main market segment with potentially stricter listing rules and
more severe disclosure requirements or in junior market segments with less regulation and
monitoring. As we do not have information for all IPOs whether the respective listing
segment is classified as “Main” or “Junior”, our sample size reduces to 340 venture-backed
IPOs. In the rest of this section we only present the results for the main market segment.

[Insert Figures 5a and 5b about here]
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For the return analysis (BHR) we find that IPOs that are listed in the main market segment
generate a rate of return of about 20% during the first year after going public and then
continue to generate positive returns for investors that got shares allocated at the time of the
IPO (see Figure 5a). Towards the end of the two year period, the return is about 10% and
decreases to around zero percent during the last 6 months of the 3 year period. When
alternative investment opportunities - as measured by the stock market index - are included in
the analysis the performance of main market venture-backed IPOs reaches about 10% at the
end of the first year and then remains positive until the middle of the second year after the
IPO as indicated by Figure 5b. Panel B of Table 2 shows that the abnormal returns are
significantly different from zero until 250 trading days or one year after the IPO. Then, closer
to the end of the three year investment period the abnormal returns are marginally negative
with about -2%. Thus, venture-backed IPOs that went public on a main market segment in
Europe generate attractive returns for nearly all of the first three years after going public. On a
relative basis, these IPOs also outperform a stock market index for more than the first two
year period. Consequently, investing in venture-backed IPOs should result in positive returns
and an outperformance for the investor even for an extended time period.
In the next section we analyze the impact of the firm size on performance and again expect
significant differences. However, we need to be aware of the fact that going public on main
markets and higher market and higher book values may be proxies for similar characteristics.

5.2 Impact of Size on Performance
Given the usual valuation and asset pricing models used in finance and investments, there is
sufficient empirical evidence that smaller firms perform differently than larger firms (Fama
and French, 1993, 2008; Bessler, Holler and Seim 2010). In the case of IPOs we may expect
that larger IPOs are more successful and therefore outperform smaller IPOs. Therefore, we
divide our sample in small and large IPOs by using different size proxies. We use either 100
million Euros in Market Value at the time of the IPO or 100 million Euros in Assets at the end
of the first year after the IPO. In our more detailed analysis we concentrate only on the larger
IPOs. The empirical evidence suggests that size has a positive impact on performance in that
larger IPOs – independent of how size is measured – have higher returns and a superior
outperformance compared to the full sample for some period after the IPO.
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[Insert Figures 6a and 6b about here]

For the return analysis (BHR) we find that larger IPOs generate a rate of return of up to 20%
during the first year after going public. The return at the end of the first year is about 15% and
these IPOs continue to generate positive returns for investors that invested early on. After two
years the returns declines to about 5% and is negative for the last 6 months of the 3 year
period. However, when the stock market index is included in the analysis, the performance of
larger venture-backed IPOs reaches a maximum of 15% and is nearly 10% at the end of the
first year which is significantly different from zero (Panel C of Table 2). Throughout the
second year performance stays positive and fluctuates around 5% until the middle of the
second year after the IPO. Closer to the end of the three year investment period the abnormal
returns are getting closer to zero which means that the investor would have earned the same
rate of return by investing in the portfolio of IPOs or in the stock market index. Thus, the
investor cannot generate an outperformance, but also does not suffer losses if he stays
invested until three years after the IPO.
When size is measured in terms of the book value of assets at the end of the first year after
going public, the returns for the investor are even better. At the end of the first year the
returns reach more than 20% and decline marginally, but reach 20% again at the end of the
second year. They decline during the last year, but the investor still generates a rate of return
of about 10% at the end of the three year period. When the abnormal returns or performance
is investigated the results suggest that the performance increases during the first year up to
significant 15% (Panel D of Table 2) and then fluctuates between 10% and 15% for the
remainder of the three year period, and finally ending up at 10% at the end of the three year
period. Overall, we find an impressive performance for this subgroup of IPOs.

[Insert Figures 6c and 6d about here]

5.3. Analysis of the Performance of IPOs in different market periods
So far we have analyzed the performance of venture-backed IPOs for the entire period from
1996 to 2010 altogether, although there is empirical evidence indicating that there are some
88
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differences between the “New Economy” period and the period thereafter. Thus, it seems
important to investigate the two sub-periods from 1996 to 2003 and from 2003 to 2007
separately in order to understand the differences between these two periods and whether some
observations of the so called “IPO crisis” in the US are also observable in Europe. Hence, a
more detailed analysis of these two periods may offer additional insights into the performance
characteristics of venture backed IPOs.
The first period covers the time interval from 1996 to 2003 and is best characterized as the
“New Economy” period or the “High Technology Bubble” period. During this time frame, the
number of IPOs as well as the stock price indices increased dramatically (Figure 1), indicating
a new economic environment or an overly optimistic outlook on future growth opportunities.
This hot issue period came to an abrupt halt in 2001, turning into a cold issue period, which
resulted in a substantial decline in stock prices and IPO activity during the following two
years. During the second period, that began in 2003 and ended in 2007, and which can also be
classified as a hot issue period, stock prices as well as IPO issuing activity increased to an
even higher level than during the first period, but then collapsed again with the beginning of
the current financial crisis in 2007. During the next 3 years, which is the second cold issue
period, stock prices strongly declined and new issues became a very rare event. Thus, the
entire period is best characterized as two hot and two cold issue periods which together form
two complete stock market cycles or IPO waves.

[Insert Figures 7a and 7b about here]

The returns for these two periods are presented in Figures 7a and 7b. In Figure 7a the situation
of an investor is graphed that bought shares on the first day of trading after the IPO in the
secondary market, whereas Figure 7b represents the return of an investor that got shares
allocated in the primary market or was already invested in the firm prior to the IPO. These
are, for example, early investors such as venture capital firms. Given the positive and
substantial underpricing in both periods, the returns are higher for this investor type at least
during the first year after the IPO.
An analysis of the returns for the first “New Economy” period reveals immediately the highly
positive returns of about 20% during the first year and the decline thereafter (Figure 7a). In
16
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fact, the returns are positive for nearly all of the first 2 years, but then turn negative later on. If
the underpricing is included into the return calculation, returns for an early stage investor
increase and reach a relatively high level of 35% after 3 months and then fluctuated between
30% and 35% for the rest of the first year. The intermediate declines and rebounds may be
caused by the expiration of various lock-up periods. Thereafter, returns decline steadily but
stay positive for up to the end of the three year period analyzed in this study. Thus, investors
such as venture capital firms that got involved with the IPO firm earlier on generated on
average a positive return for up to three years after the IPO.
Returns for the second period are lower especially during the first year, reaching a maximum
of 15% at the end of the first year. Subsequently they are higher than the returns during the
first period and stay positive for up to two years and then turn negative. The returns including
the underpricing are obviously higher and reach about 20% at the end of the first year, but
they are much smaller than the returns for the first period due to the much lower initial
returns. It appears that investors were less optimistic during the second period or had learned
their lessons from the first period. In the long run, however, there is no difference between the
return to investors in both periods, although the returns for the second period turn negative at
the very end. Thus, the major differences between the two periods is that investors were less
optimistic during the second period, causing initial and first year returns to be lower than
during the first IPO wave. However, in the long-run, the return series for both cases, with and
without underpricing, are quite similar suggesting that in the long-run returns for venturebacked IPOs are similar during both periods. Thus, investing in venture capital-backed IPOs
could evolve into a profitable investment strategy for investors.

6. CONCLUSION AND OUTLOOK
The objective of this study was to analyze the performance of venture capital-backed initial
public offerings (IPOs) in Europe for the period from 1996 to 2010 covering two complete
stock market cycles and IPO waves. For this we analyzed first the underpricing and then the
long-run return and performance behavior for the entire period. To gain additional insights
into the impact of certain market and firm characteristics, we grouped the IPO firms according
to certain attributes such as the market segment of the stock exchanges and firm size. A more
detailed analysis is then provided for the main market segments and larger IPOs. In addition,
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we separated the sample into the two sub-periods from 1996 to 2003 and from 2003 to 2010
in order to explore whether there are significant differences between these two periods.
The empirical findings suggest that venture capital-backed IPOs generate positive returns for
some time period subsequent to the IPO. In fact, early investors such as venture capitalists
that were already invested in the company prior to the IPO could profit initially from a high
first day return (underpricing) and then from high positive returns during the first year of
trading. The same holds for an investor that got shares allocated at the time of the IPO.
Interestingly, investments in IPOs generate positive returns for investors for nearly three years
after going public. An investor that bought shares in the secondary market just following the
IPO could also profit from the stock price increases during the first year subsequent to the
IPO. Such an investment seems to generate positive returns for the investor for up to two
years but then returns become negative. A more detailed analysis of the IPOs listed on main
markets reveals positive returns and positive abnormal returns (performance) for up to two
years after going public. The returns for larger IPOs with market values above 100 million at
the time of the IPO or above 100 million in book values at the end of the first year are also
positive for the three year period. Finally we find differences between the two stock market
cycles or IPO waves in that the underpricing and the first year returns during the first period
are higher than for the second period. In the long run there are no substantial performance
differences suggesting that the higher underpricing and the higher first year returns were
driven by an extremely positive market environment and overly optimistic growth
expectations. Overall this study provides empirical evidence on the positive returns and
positive performance of venture capital-backed initial public offerings in Europe for the
period from 1996 to 2010.
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Table 1: Summary Statistics and Tests of Undepricing
n

Mean

Median

Std.
Dev.

Skew.

tsa

t

Underpricing
Whole
Sample
Main
Market
Large –
Market Value
Large –
Total Assets

384

8.39%

0.74%

23.91%

5.02

12.28***

6.88***

214

6.32%

0.71%

16.77%

3.91

8.03***

5.51***

235

9.32%

13.40%

26.66%

4.71

9.77***

5.36***

131

6.54%

0.95%

19.53%

5.41

6.69***

3.83***

Table 2: Summary Statistics and Tests of Long-Run Performance
Trading
Days

Mean

Median

Std.
Dev.

Skew.

tsa

t

125
250
500
750

Buy-and-Hold Abnormal Returns (BHAR)
Panel A: Whole Sample (n=365)
7.53%
-4.45%
63.45%
3.18
2.42**
8.44%
-10.44%
91.32%
3.46
1.87*
-5.20%
-25.03%
102.13%
3.45
-0.78
-6.34%
-28.56%
100.50%
2.87
-1.01

125
250
500
750

6.25%
9.08%
2.40%
-2.55%

Panel B: Main Market (n=200)
-0.02%
51.82%
3.59
-3.15%
77.57%
3.64
-17.41%
97.43%
3.14
-21.46%
100.69%
2.74

125
250
500
750

Panel C: Large - Market Value (n=222)
11.69%
-2.20%
69.66%
3.01
2.73***
9.62%
-5.59%
76.83%
2.48
1.97**
4.17%
-21.54%
109.27%
3.42
0.59
-0.09%
-27.89%
107.69%
3.02
0.02

2.50**
1.87*
0.57
-0.01

125
250
500
750

Panel D: Large - Total Assets (n=127)
-0.13%
56.49%
3.89
1.36
1.80%
71.54%
1.92
2.50**
-7.36%
113.76%
3.55
1.66*
-8.78%
100.42%
2.83
1.20

1.31
2.40**
1.57
1.21

6.60%
15.22%
15.86%
10.76%

28

1.91*
1.82*
0.35
-0.27

2.27**
1.77*
-0.97
-1.20
1.71*
1.66*
0.35
-0.36
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STRATEGIC HEALTH INDUSTRY COMMITTEE
(CONSEIL STRATEGIQUE DES INDUSTRIES DE SANTE - CSIS)

1

THEMES AND MEASURES

1. Investment funds in the field of health related biotechnologies
2. Jobs and training policy
3. Combating counterfeit medicinal products
4. Increasing research partnerships in the biomedical field
5. The « Alliance Nationale pour les Science de la Vie et de la Santé » as point of contact for the
manufacturers
6. Development of bio-production
7. Incentives for proprietary medicinal product production
8. Export sales declaration and national price territoriality
9. Epidemiology
10. Better access to health products
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Sheet 1

Creating an investment fund for health biotechnologies

In order to encourage the development of French biotechnology expertise by helping
enterprises that are in the development phase, the state and most of the pharmaceutical
companies established in France have decided to set up an investment fund for innovative
health biotechnology companies (bio-medicinal products and technological platforms) aims to
compensate for the investment deficits resulting from the economic crisis. The fund will have
over 100 M€ available and will be jointly funded by the Fonds Stratégique d’Investissement
(strategic investment fund – FSI) and French and international pharmaceutical companies

Context and stakes
France has around 400 health biotechnology companies, employing approximately 20,000 people,
which are a major source of innovation for the pharmaceutical industry. The development of a network
of biotechnology companies offering either products or R&D services is in fact a major attraction over
the long term in establishing and maintaining the health industry in France – 100,000 direct jobs.
Because they are high-tech companies, their development requires major investment. In France in
2007, investment in biotechnology enterprises was 700 M€: 200 M€ from venture capital and 500 M€
raised on the stock market. The current crisis has severely reduced fund raising capacities on the stock
market and is beginning to affect risk venture capital investment. The crisis related investment deficit
has been estimated at between 300 M€ and 600 M€ for 2008. It has particularly impacted companies
trying to raise funds for the first time, with venture capital investors concentrating on the investments
they already have in their portfolios. State intervention is needed to stimulate investment in these
companies, encourage their development and prevent companies with a strategic value being preyed
upon.
Measure
The purpose of the fund will be to make investments in the order of 5 to 10 M€, including taking the role
of lead fund, even if its contribution must represent a minority holding in the company equity. It will
follow its investments up to the point of introduction on to the stock market or the sale of the company.
It will help in line with market conditions with regard to enterprise valorization and dilution.
Established in the framework of a partnership between French and international pharmaceutical
enterprises and the state in the form of a contribution to the Fonds Stratégique d’Investissement (FIS),
the fund, with 100 M€ available, will offer assistance in the venture capital segment in the field of
human health and in particular in bio-pharmacy. It will be aimed at SMEs that are directly or indirectly
involved in developing innovative health products and in life sciences.
The fund will invest directly in companies that are potentially profitable, either alone or jointly.
Reciprocal undertakings
Governance methods were established in partnership between the FIS and the manufacturers with a
view to signing the instrument creating the fund during the CSIS meeting.
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Sheet 2

Jobs and training policy

The health industry is confronted with economic, technological and regulatory changes that will
affect both their organization and jobs. R&D, production and marketing/sales staff may be
concerned. The CSIS wishes the implementation of the mission entrusted to Professor Manuel
Tunon de Lara, President oh the University Bordeaux II on range of training available, This
mission, conducted in partnership with the players and aimed at prospective management of
jobs and competencies that will enable between three and five bio-health training centers of
excellence to be set up along with a virtual resource centre for health industry activities.

Context and stakes
The health industry sector is experiencing major changes that require new competencies at a time
when it is increasingly difficult for young people to enter the workplace.
The state must support anticipatory management of jobs and prepare for the activities and talents that
will be needed tomorrow by implementing measures that take account of the qualitative and
quantitative developments in the job market, training related to the anticipated competencies and
measures to support job mobility.
The quality of French life and health sciences education is recognized and should be supported.
However, adapting training courses to the job market means breaking down the barriers between
courses and encouraging multidisciplinary approaches. To acquire these multiple competencies,
research and training platforms are required. They will bring together high level research laboratories,
infrastructure and equipment as well as large and small life and health sciences companies. This
organization will strength France’s position in relation to world competition.
Preparing for new activities and the talents of tomorrow means bringing together enterprises and
universities and improving the visibility of the range of courses available.
The measures
- Continue, in partnership with all players, to identify the academic and professional training required
(introductory training and life-long training) and anticipate needs in terms of jobs and retraining and
identify new types of jobs.
- Give special support to the creation and development of employer groupings in biotechnology labor
catchment areas which will enable enterprises to share experienced staff and provide earlier
availability of the critical competencies required for their development.
- develop training alternating et support experiments such as l’école des biotechnologies de Grenoble
or alternate training in University de Bordeaux II
- Help develop between three and five multidisciplinary training platforms around an industrial,
academic and health network
- Set up a “resource centre or virtual institute for health industry activities”, making it a national
benchmark in the field of life science industries in order to improve the clarity of training courses
and the visibility of industry’s requirements.
Reciprocal undertakings
The state and manufacturers,following the conclusion of the mission Valérie Pécresse entrusted to
Professor Manuel Tunon de Lara, president de Bordeaux II, undertake to organize the implementation
of his recommendations, in particular setting up the “resource centre or virtual institute for health
industry activities”,
The state and the manufacturers undertake to jointly fund the life and health sciences virtual resource
center.
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The state and the manufacturers will identify the training platforms and establish the objectives and
joint resources for training as well as methods for state health service contracts.
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Sheet 3

5

Creation of an operational multidisciplinary structure to combat counterfeit
medicinal products

France will be setting up an operational multidisciplinary structure, of the central office type,
with the legal power to conduct investigations into counterfeit medicinal products and with the
power to instruct legal proceedings.

Context and stakes
Counterfeiting medicinal products and medical devices is a threat not only to public health but also to
the economy and image of the sector (10% of medicinal products in the world are counterfeit). In 2006
around 3 million counterfeit medicinal products were seized by European Union customs officers. The
quality of the French distribution system protects our country but the internet should not be
underestimated as a means of bringing in counterfeit products. In fact according to the World Health
Organization, 50% of illegal sales on the internet are counterfeits.
Combating counterfeits is currently scattered between different structures (national police force,
customs and excise, criminal investigation departments, etc).
The measures
To improve measures to deal with counterfeits, the coordination of these authorities needs to be
improved within an operational structure that has investigative and penal powers.
Furthermore, it would seem necessary to set up suitable training for the people that will employed to
deal with counterfeit medicinal products.
Reciprocal undertakings
- France will be setting up an operational multidisciplinary structure, of the central office type, with the
legal power to conduct investigations into counterfeit medicinal products and with the power to
instruct legal proceedings.
- In the framework of prosecuting magistrate courses, specific training modules will be introduced to
give them a better understanding of counterfeiting and help them identify the risks, in particular for
patient health.
- In the next few weeks, Mr CSIS, responsible for implementing the undertakings of the fourth CSIS
meeting, will bring together the administrations of the various ministries concerned in order to
establish the resources available to this new structure and its missions.
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Increasing partnership research in France in the biomedical field

In order to support health innovation, which is increasingly being fed by collaboration between
manufacturers and research laboratories, both academic and private, the manufacturers
undertake to double their investment in these partnerships by 2012 and the Government
undertakes to continue to simplify administrative procedures for the holders of the intellectual
property rights attached to these discoveries and to maintain the same level of public support
for health related partner research projects

Context and stakes
The ten top world pharmaceutical groups devote 16% of their turnover to R&D: public and privately
funded research are complementary. In order to encourage the major industrial research centers to
draw from the breeding ground of public research and attract international researchers from the
pharmaceutical industry and SMEs, there are three essential conditions: to simplify technology
transfers, support competitiveness centers, increase the visibility of French research and the mobility of
researchers. The recent publication of the “hosting” decree relating to intellectual property rights
management1 was a first step in moving towards simplifying valorization.
The measures
- To continue to simplify valorization, (in particular during the phase of negotiating contracts
transferring industrial and technological property rights).
- To increase support for biomedical competitiveness centers (co-ordinate their work on each theme
in order to increase their visibility and networking, encourage major enterprises to actively
participate in their activities by associating them more closely with governance, develop
partnerships between manufacturers of medical devices and competitiveness centers, etc)
- To encourage public/private gateways (encourage mixed careers, develop training programs for
research and industrial development of medicinal products, integrate the health industry and in
particular their tenders in the ARIANE portal that has been recently opened by the ANR, etc)
- To promote French infrastructure and teams in the international decision making centers of major
groups with research centers of excellence.
- To breathe new energy into clinical research in France by enhancing its image by involving patient
associations and informing the general public, allowing hospital study related contracts to be
managed by foundations authorized to receive private funds and improving the co-ordination of
committees for the protection of persons, etc.
Reciprocal undertakings
Overall, partner - based research undertaken in France will double in three years on the basis of the
methods that were subject to an undertaking signed during the meeting
The state undertakes:
- to continue its efforts in terms of professionalizing, rationalizing and pooling valorization and
technology transfer activities.
- to continue its support for the Alliance pour les Sciences de la Vie et de la Santé, the ANR
and the competitiveness centers in relation to governance and R&D activities.
- to continue to reorganize publically funded research in particular within the Alliance pour les
Sciences de la Vie et de la Santé and within the hospital system by including manufacturers
in preparing the reforms.

1

Decree no. 2009-645 dated 9 June 2009 relating to management of the intellectual property rights to the results
of research undertaken by state employees or public officers between public entities
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Make the Alliance Nationale pour les Sciences de la Vie et de la Santé
the point of contact for manufacturers

In order to increase the attractiveness of and partnerships between public research and the
health industry, the CSIS has decided to set up strategic partnerships between the health
industry and members of the Alliance Nationale pour les Sciences de la Vie et de la Santé, with
one single representative.

Context and stakes
The Alliance Nationale pour les Sciences de la Vie et de la Santé now brings together the principal
French research institutions involved in this area (Inserm, CNRS, CEA, Inra, Institut Pasteur, Inria, IRD,
Conférence des Présidents d’Université, Conférence de Directeurs Généraux de CHU). It offers new
capacities in terms of strategic analysis, programming and research visibility, organized within ten multiorganization themed institutes (instituts thématiques multi-organismes - ITMO), functional research
coordination bodies. The ITMOs have the objective of establishing a visible and clear inventory of
French life and health science research providing the opportunity for strategic analysis and new
programming and to improving the coordination of operational implementation.
This means of structuring public research provides an opportunity for establishing strategic partnerships
with the health industry. The success of the day organized on 5 June 2009 at Hôtel Marigny, in
partnership with the LIR, demonstrates the importance of this organization which puts scientific issues
before institutional concerns. There was even a symposium conducted in collaboration with the LEEM
recherché, l’Inserm and la Fondation Alzheimer on 18 september. The contacts established during the
meeting on 5 June demonstrated the real attractiveness of French research with its quality, the
appropriateness of the research topics to industrial development projects, favorable tax incentives
(research tax credit CIR). A decisive factor in competitiveness in the face of international competition
will be the responsiveness of our research network and its capacity to rapidly conclude strategic
partnerships with industry.
Recent regulatory provisions have simplified the management of intellectual property rights between
universities ad research organizations. In addition the mandates for representation, negotiation and
managing partnerships between research players need to be simplified.
The measures
The following measures have been put forward:
- To give the President of Inserm the authority to represent and manage the Alliance Nationale pour
les Sciences de la Vie et de la Santé, in particular with regard to establishing strategic partnership
protocols between manufacturers and the Alliance pour les Sciences de la Vie et de la Santé
- Under the auspices of the “heath technologies” ITMO, constitute a permanent coordination
committee including members of the Alliance pour les Sciences de la Vie et de la Santé and their
valorization units in order to implement and monitor partnerships
- Through the valorization committee, provide support and specific expertise in life and health
sciences for setting up and developing regional valorization companies
- To establish a map of laboratories under each major theme and organize, in partnership with
industry, R&D speed dating sessions on the same pattern of meetings of June 5 and September 18,
2009 on the neurosciences
- To set up a single portal for promoting French research and exploring strategic partnerships
Reciprocal undertakings
- The members of the Alliance undertake to formalize the representation and management mandate
entrusted to the President of Inserm
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8
The manufacturers will set up an organization that will interact with the Alliance pour les Sciences
de la Vie et de la Santé and will integrate all dimensions of the health industry (medicinal products,
medical devices, biotechnology, etc).

9

Sheet 6

Developing bio-production
In order to contribute to the development of biotechnologies in France, the state wishes to
encourage the development of world class sites, enabling innovative enterprises to start bioproduction for clinical trials and then for commercial batches. The availability of training and
supervisory services will encourage their development. The state has decided to support
opening up these sites to small and medium sized biotechnology companies through calls for
projects for biomedical competitiveness centers in the framework of the single inter-ministerial
fund, which covers all state aid for competitiveness centers.

Context and stakes
Biotechnologies are essential in driving innovation in the life sciences industry. They are involved in the
design and development of medicinal products, developing medicinal products with the assistance of
reactive agents produced through genetic and protein engineering as well as in the production of
medicinal products from living organisms.
Although France, the n° 1 European medicinal product producer, has a strong foothold in producing
certain biotechnology products (vaccines, insulin, etc) it is virtually absent in other fast developing
segments. Production is principally located in Europe (Germany, United Kingdom, Ireland), Asia
(China, Singapore), Israel and the United States. The fact that France is lagging behind is more due to
a failure in organization than an industrial deficiency.
The measure:
Relying on the biomedical competitiveness centers, create two or three bio-production pharmaceutical
establishments in France that have the capacity to produce clinical batches and commercial batches
with a view to increasing European production capacity for the world market.
The sponsor (enterprise or ad hoc grouping) behind the industrial project should make a substantial
contribution to financing and opening up the site to manufacturing orders, following the example of the
Sanofi-Aventis Group which is planning to invest 200 M€ as part of restructuring its site in Vitry sur
Seine (Val de Marne).
Reciprocal undertakings
The manufacturers present undertook to ensure that other initiatives of the same type see the light of
day.
The state will encourage the development of these sites and opening them up to small and medium
sized biotechnology companies as part of calls for projects and innovation platforms in the
competitiveness centers. The state and the Caisse des Dépôts have therefore jointly put out a call for
projects in order to speed up the establishment of innovation platforms, if they present a strategic
interest for the competitiveness centre and if their emergence meets a significant need for enterprises.
An amount that could be as much as 35 M € per year will be allocated by the state to all the projects
that are selected. The bio-production sites may be eligible for this type of assistance.
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Industrial changes
Incentives aimed at the business of manufacturing proprietary medicinal
products
In such a way as to allow sub contracting pharmaceutical establishments throughout Europe
that make proprietary drugs and in particular generic drugs to be maintained, agreements
between pharmaceutical enterprises holding the intellectual property rights to a proprietary
drug and sub contractors will be encouraged. These pharmaceutical enterprises will be able to
grant sub contracting pharmaceutical establishments the right to begin manufacturing
operations before the rights attached to a brand name drug expire.

Context and stakes
Currently one packet of drugs in five sold in France contains a generic product. This figure will increase
over the next few years. However, this manufacturing and subcontracting activity is increasingly
frequently undertaken by companies that are located in other countries.
These relocations are in part due to the differences in national laws relating to the focus and scope of
the concept of counterfeiting; some states authorize the manufacture of generic drugs before the
intellectual property rights protecting the brand name drugs have expired. If this production leaves our
country, nearly 5,000 jobs will be potentially under threat

The measure
Pharmaceutical companies holding the intellectual property rights to a particular brand name drug will,
on a voluntary basis and in accordance with the provisions of the intellectual property code, be able to
grant sub contracting pharmaceutical establishments the right to begin manufacturing operations before
the rights attached to the brand name drug expire. 48 hours before the rights of the brand name drug
laboratory expire, sub contractors will be able to release batches and will be in a position to deliver
orders immediately after the rights have expired.
Reciprocal undertakings
The conditions, procedures and means of applying this article will be specified and defined in an
addendum to the “state / industry” framework agreement (Accord-Cadre), which will be signed when the
CSIS is held.
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Export sales declarations and territoriality of national prices

In relation to medicinal products for export, the state supports the practice of setting different
prices to those resulting from price regulation in France. Concerned about health safety, it will
put forward a system that will improve the identification of cross border trade.

Context and stakes
Heath safety issues mean it is important to monitor intermediaries that wish to benefit from the right of
free circulation in relation to medicinal products. The possibilities for counterfeits being sold at this time
and the risks of stock shortages in low price countries have recently led community and national
authorities to consider that measures to organize or establish distribution quotas that do not affect
parallel export rights are legitimate.
Such a measure would improve the traceability of medicinal products as a result of having more
accurate information about the destination of the drugs sold as declared by the wholesalers, and would
improve health safety.
The measure
In adherence with the European competition laws, a legislative change to the French public health code
will be put before Parliament in such a way as to authorize the practice of setting higher prices for
medicinal products for export than would result from price regulation.
Reciprocal undertakings
National price regulation will now only apply to sales on the national market.
It will be added to with an undertaking from manufacturers and wholesalers that they will take all the
necessary measures to ensure the French market is supplied and that they will identify cross border
trade.
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Developing Epidemiology in France

In order to reconcile public health requirements and the needs of the industry in respect of
research and patient care, the CSIS has decided on a number of measures that will contribute to
the development of effective epidemiological tools.
Context and stakes
Epidemiology allows populations and diseases to be observed and hypotheses in relation to decisive
health factors and the development of pathologies to be produced. It therefore underpins basic
research by opening new areas of development for therapies that are better suited to individuals but
also provide useful information in clarifying health policy decisions and in optimizing rational patient
treatment. It is increasingly essential to clinical research, making it possible to target patient recruitment
for clinical trials and identify at risk patients, not only in relation to medicinal products but also in relation
to medical devices.
In France setting up efficient, long term tools will speed up the development of knowledge, expertise
and partnerships in the field. Epidemiology courses exist (in Paris, Bordeaux, and Nancy) but they are
inadequately promoted, in particular to non-medical students, and need to improve their international
visibility.
Measures:
Five measures have been proposed:
- To create a portal describing the content of existing private and public health databases and
cohort studies (nature of the data, contact details of the holders, conditions for access) in line
with the legal and regulatory provisions, in particular in terms of intellectual property rights and
data protection. Access to these databases will make it possible to produce specific analyses
that will more effectively identify the target populations for particular medicinal products, as well
as the risks linked to their use (the analysis of a specific cohort has thus identified women that
would most benefit from an osteoporosis treatment; a cohort of very premature babies made it
possible to study the long term consequences of the use of analgesics)
- To define management methods, means of finance and harmonized rules of access to the
various health databases. The database of those covered by national health insurance includes
information about care consumption and medicinal products as well as data on pathologies
through hospital stays and chronic diseases and is particularly interesting. It is unique in Europe
making pharmaco-epidemiological studies possible. The means by which manufacturers will be
able to access this database will be established.
- To develop one or more general epidemiological observatories and set up new long term
observation systems. Access to the existing databases does not provide answers to all the
questions posed about new medicinal products, notably in relation to their use, effectiveness
and side effects (the CNAMTS database does not include information about the pathology
outside hospitalization). It is therefore necessary to set up on or more observatories relying in
particular on the existing cohorts such as “Constances”, which plans to monitor 200,000 people
in the national health insurance scheme
- To map existing epidemiological training courses and promote actions required to cover needs.
- To secure eligibility for research tax credit (Crédit d’impôt recherché - CIR) for epidemiological
studies, excluding those ordered by the authorities and that are obligatory and for which the CIR
is no incentive.
Reciprocal undertakings
- In the framework of the Alliance Nationale pour les Sciences de la Vie et de la Santé, the state
undertakes to put in place the “Epidémiologie France” portal.
- The manufacturers undertake to contribute, including financially, in partnerships that will allow
major cohort studies and observatories to be set up.
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Leading the development of epidemiological observatories will be entrusted to the Alliance
Nationale pour les Sciences de la Vie et de la Santé.
The map of epidemiological training courses will be produced by the French public health school
(Ecole des Hautes Etudes en Santé Publique - EHESP) in co-operation with doctoral schools in
the universities.
The state will formalize the rules of eligibility for research tax credit (CIR) for epidemiological
studies through an exemption procedure.
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Better access to health products
Some regulatory provisions have been identified that alter the competitiveness of companies in
the health industry, not only in terms of research and development but also in terms of market
access processes. Various measures will be put forward to improve the situation.

Context and stakes:
The CSIS intends improving the clarity of the policies implemented in respect of medical technology
evaluation and self medication. Two simplifications are being envisaged.
1. Manage delays in the registration of reimbursement for medical procedures related to a
medical device
The time allowed for evaluating and setting the price of a medical device is set by the regulations at 180
days. Registering and pricing a new medical procedure made necessary by the registration of a
medical device is not however subject to any particular timescale which may lead to significant delays
in implementing new therapeutic practices or innovative diagnostics. A surgeon can in fact be in a
paradoxical situation in which the medical device is registered for health insurance reimbursement but
the surgical procedure required to fit it is not yet included on the list of procedures covered, which
consequently prevents the particular medical device being fitted.
2. Continuing the rapid growth of self medication in France
A modern response to some everyday afflictions, self medication is less developed in France than in
neighboring countries. In 2008 the Government, alongside the industry, launched a plan to support the
development of self medication under the control of local pharmacists, with in particular, the display in
pharmacies of a list of medicinal products produced by the AFSSAPS on the basis of public health
criteria. The present system could be optimized to smooth the access of medicinal products to self
medication status and allow them to be promoted to patients.
Measures
- more effectively synchronize the evaluation by the HAS and the procedure for prioritizing and
pricing new medical procedures by the CCAM with the evaluation and coverage of new medical
devices or medicinal products associated with these procedures
Adapt the necessary resources to ensure efficient processing of applications to switch medicine
from POM to OTC
Authorize reminder advertising.
Reciprocal undertakings
Before the end of the year and under the authority of the ministers for health and for social security, a
technical working group including representatives of the manufacturers in the CSIS, the administrations
concerned, ATIH, UNCAM, UNOCAM, HAS and SNITEM will meet with a view to drawing up proposals
for a framework for the procedure for registering a medical procedure associated with a medical device
or medicinal product. The objective is to gradually reduce the time lag between the two procedures.
For innovative medical devices with a high anticipated service provision improvement (level I and II),
the objective within two years will be to achieve a maximum registration time of 180 days, after a ruling
by the CEPP, for procedures associated with these medical devices. The same delay will be apply to
innovative medicines associated to medical device and to medical act.
Adopt regulatory measures that will allow reminder advertising for self medication medicinal products.
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505


536


544


579


670


740


830


1,169

Market
capitalization
(RMB billion)
Total volume
(RMB billion)

1,265

1,104

933

1,779

5,730

2,411

5,928

8,641

1,215

1,642

1,327

3,873

18,764

9,938

19,873

24,742

Daily average
volume (RMB
million)

5,042

6,757

5,485

16,073

77,539

40,401

81,448

102,242

Listed companies
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US$7.6mn last year
(with net profits of
US$0.76mn & 30%
revenue growth for
last 2 year)

Revenue

Aggregated
US$7.6mn
(RMB50mn) for
last 3 years; OR
Aggregated
US$46mn
(RMB300mn) for
last 3 years

Aggregated
US$4.6mn
(RMB30mn) for
last 3 years; AND

3 years

Pre IPO:
US$4.6mn
(RMB 30mn)

NA

25% of issued
capital; 10% if
capital > US$61mn
(RMB 400mn)

NA


 

NA

Aggregated
US$2.6mn for last
2 years;

NA

2 years

NA

US$3.8mn

25% of issued
capital

100

 


US$64mn last
year if market cap
(2)
> US$512mn

NA

US$6.4mn for last
3 years; AND
US$2.6mn last
(1)
year ; OR

3 years

NA

US$6.4mn

25% of issued
capital

300

 
 

NA

NA

US$0-1mn
depends on
standards

0-2 years
depends on
standards

US$0-30mn
depends on
standards

US$8-20mn
depends on
standards

1.1mn shares

400


 

NA

NA

NA

NA

NA

NA

NA

NA




NA

NA

Ordinary profit

0-3 years
depends on
standards

US$1.6-3.2mn
depends on
standards

NA

30% of issued
capital; OR 10%
of 100mn500mn shares

500




NA

NA

NA

(3)

NA

NA

NA

15% of issued
capital

200




                          
                           

NA

Aggregated
US$1.5mn
(RMB10mn) for last
2 years; OR

3 years

Post IPO:
US$4.6mn
(RMB 30mn)

Cash flow

Profits

Financial
requirements

Operating history

Stockholders’
equity

NA

25% of issued
capital; 10% if
capital > US$61mn
(RMB 400mn)

Publicly held
shares

Market
capitalization of
public float

200




        

Shareholders
Spread

Liquidity
requirements
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1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20

      
   
Shenzhen Capital Group Co., Ltd.
Sequoia Capital China
IDG Capital Partners
SAIF Partners
Shenzhen Fortune Venture Capital Co., Ltd.
Jiangsu Govtor Capital Group
Shanghai NewMargin Ventures
China Science and Merchants Capital Management Limited
Shenzhen Co-win Venture Capital Investment Limited
Legend Capital
Green Pine Capital Partners Co.
CDH Venture Ltd.
Shenzhen Oriental Fortune Capital Co., Ltd.
GGV Capital
SIG Asia Investment, LLLP
Intel Capital Corporation
Softbank China Venture Capital
Kleiner Perkins Caufield & Byers - China
DT Capital Partners
Walden International


Domestic
Foreign
Foreign
Foreign
Domestic
Domestic
Domestic
Domestic
Domestic
Domestic
Domestic
Foreign
Domestic
Foreign
Foreign
Foreign
Foreign
Foreign
Foreign
Foreign

           
   







                  
                 
      

24

172

       

 

    

   

25

173

       

 

     

            
 
  

26

174

       




              
    
  


            
       
                
       




               
            
   
               
               
    




                 
                 
                 
                
              
               
                
                
        
                
                   
                 
                 
           
            
      
   
               
          
               

           
   





               
     




27

175

       



               
      






            
    
               
      






             
  
           
  
  



       



               
               









             
   








               
      


                
       


              
   
              
   


    

            
               
           
      











   

28

176

       



                
             
                  
              
                
              
              
               



              
             
                
    
              
   




             
   




               

29

177

