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Abstract: The current economic and financial crisis has put a serious task in front
of the economic policy makers, especially in the countries that are relying on banking
sector. This task concerns how to find enough money to support steady economic
development in future. Most of these countries do not have alternative sources of capital
such as capital markets or venture capital funds. In the absence of competition, banking
sector is not motivated either to decrease interest rates or to become a partner through
investment with entrepreneurs.
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Introduction

The main problem for Serbian economy in future period will be lack of
fresh capital in the form of direct investments in the economy. Serbian economy
needs capital, but even more it needs technology, modern management, know—
how, etc. Simply, Serbian economy needs improvements in various areas of
conducting business and this emphasis the question how to solve this problem.
One of the possible solutions is to create the favourable environment to attract
venture capital funds (VCFs). The aim of this paper is to point out venture
capital funds as alternative capital resources and to analyze their current
position in Serbian economy as well.
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1. The analysis of the venture capital business

New conditions for every national economy functioning during the time of
crisis exert great pressure on increasing productivity and creativity. This crisis
will force economies to become more aggressive while acting like a large
entrepreneur: in attracting capital, improving organization, developing new
technology and human resources, creating new products and so on. Having this
in mind, it is clear that one of the most significant things in the next period for
every economy is to attract the venture capital and private equity funds as
capital resources and as a prerequisite for improving entrepreneurship.

As we can find in the literature, the private equity market can be divided
into two parts (4, p.5):

- venture capital, which is primarily devoted to equity or equity-linked
investments in young growth-oriented ventures and

- private equity, which is devoted to investments that go beyond venture
capital — covering a range of other stages and established business including
management buy-outs, replacement capital and turnarounds.

Venture capital can be organized by private (individual) or institutional
investors.

Private investors are wealthy individuals, known as business angels (often
designated as ‘informal venture capital’), ready to invest their own money in
different stages of business. They are often former executives investing in the
known field of business, using contacts and experience in building up the
business project. They try to select a non-listed company, with great growth
opportunities and scarce funding sources in which they invest and later sell its
share through IPO at the financial market.

Institutional venture capital firms are intermediaries between financial
institutions and unquoted companies (4, p.5), they are raising funds from the
former to the latter. Their primary task is to find interesting business projects
with growing opportunities and then to convince financial institutions to invest
their money. Financial institutions are pension funds, insurance companies,
wealthy families, etc. The organizational forms of the institutional venture
capital can be different, depending on the ownership structure (4, p.6):
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- independent limited partnerships, in which the venture capital firm serves
as the general partner, raising capital from limited partners such as institutional
investors ( pension funds, insurance companies and banks)

- captive venture capital firms which are mainly funded by the internal
resources of a parent organization — a bank or an insurance company, or by non-
financial institutions

- government venture capital organizations, which are financed and
controlled by government institutions.

As the third group within the venture capital industry, the corporate
venture capital is mentioned. It is defined as ‘equity or equity-linked
investments in young privately held companies, where the investor is a financial
intermediary of a non-financial corporation’ (4, p.7). The corporate venture
capital is organized by a large corporation in order to develop a specific product
or technology that can be related to the current business or it can be totally new,
providing new sources for profit.

The native land of the whole venture capital sector in modern time is the
USA, where the first forms of the venture capital business might be seen during
the development of a few industries such as railroads, steel, petroleum and
glass. One such venture investment was the creation of the IBM as a result of
several mergers and investment made by the wealth individuals. But, there are
some economists saying that the first venture capital project was the Columbus’
journey to the west. This was a project completely financed by a wealth
individual, the Spanish queen, and it was highly profitable.

That was history and today the venture sector is one of the fastest growing
sectors in the economy of the USA, but also in Europe and Asia. Some data that
can be found in literature show that in 1999 there were 3,000 ventures with $48
billion invested in the USA, which is six fold the amount invested in 1995 (1, p.
xvii). In 2000, the total amount of the venture capital in the USA was $102
billion or $18 million per company. This was the peak because, after the dotcom
industry crash of 2000, the venture capital market declined until 2006.

The situation with the rest of the world is explained in the analysis of the
Credit Suisse First Boston for 1999 which estimates that ‘$120 billion has been
raised worldwide for venture investments’ (1, p. xvii). But when the data are
compared it can be seen that the results are modest. During 1999 there were
1297 companies with £1,326 million invested, which is far below the US level.
The situation is far clearer if we compare the data for the year 2000. In the USA
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more than $100 billion was invested as venture capital and in Europe this
amount was just €35 billion.

The situation in Asia is quite different because of the institutional
framework which, along with regulatory, legal and venture capital culture, has
not been established. However, as can be found in the specialized economic
journals (8), there is a great interest in this part of the world because it can be
seen as both a source of capital and as a very profitable place to invest. China,
India, Russia and Singapore can all be great source of venture capital
investment because of their sovereign funds established by the state and
financed mainly by selling the natural resources. These sovereign funds are
sources of the great amount of money waiting for profitable projects from all
around the world. China Investment Corp. (CIC) with total assets of $200
billion, Government of Singapore Investment Corp. (GSI) with total assets of
$100 billion or Russian oil proceeds fund of $157 billion — thanks to crude oil
price rise — are all good examples to be mentioned.

The term ‘sovereign’ comes from the fact that these are the government-
owned funds set up by the leading exporters being deployed more assertively
for investment in banks, private companies, equity funds, real property and
other assets. Some estimation says that sovereign funds now have $2.5 trillion
to $3 trillion in assets and at the same time forecast goes to the amount of $17.5
trillion in the next ten years.

It is quite clear that in the next years the great emphasis must be on
sovereign funds and efforts to attract them to the national economy. Bearing in
mind that every economy needs capital, future economic development can rely
to some extent on the sovereign funds. Of course, there is the issue of political
influence from the countries of the fund origin, but when it comes to money —
nothing matters. So the future effort must be in direction of attracting capital for
projects with clear vision as the minimum requirement of the national interest.

2. Current position of the venture capital industry in Serbia

The analysis of the venture capital market in Serbia provided very
disappointing information when it is known that a single venture capital firm is
conducting its business in Serbia, suggesting the conclusion of the undeveloped
venture capital industry, low level of entrepreneurship, lack of good investment
opportunities, reduced exit chances for venture capitalists and so on.

28



EKONOMSKI HORIZONTI

In this moment, the only representative of VCFs industry in Serbia is
Private Equity Fund called SEAF South Balkan fund as a part of the bigger
SEAF as global VCF.

The Small Enterprise Assistance Funds (SEAF) is a global investment firm
focused on providing capital and operational support to businesses in emerging
markets and those underserved by traditional sources of capital. The SEAF
selectively makes structured debt and equity investments in locally owned
enterprises with high growth potential. Based in Washington D.C., the SEAF
invests in more than 20 countries around the world through an international
network of 15 offices in Central and Eastern Europe, Latin America, and Asia.
Investors include a cross section of public and private institutions, including
several of the international finance institutions, local pension funds, insurance
companies, banks and family offices (7).

In Serbia the SEAF South Balkan Fund (in further text: SEAF) is
conducting the business as a foreign company’s office and it is not registered as
a private equity or venture capital investment fund. According to the available
information, there are several procedural problems to be solved for the
registration of VCFs.

Firstly, private equity and venture capital investment funds are not
recognized by the investment funds law. Secondly, during the investment
process it is hard to explain to the authorities the role of a venture or private
equity investment fund as a new partner in the company, its rights and
obligations. These are some of the reasons causing the low level of
attractiveness to venture capital investment funds.

Furthermore, there are some other problems that are not the result of the
legal procedure but the result of the internal SEAF research:

- very low level of business know-how among the entrepreneurs, such as
basic knowledge about finance, market, marketing and company development
strategy,

- very low level of transparency about the financial results of companies,

- misunderstanding of the role of a private equity or venture capital
investment fund in the company development,

- misunderstanding of market value of the company; several investment
deals were cancelled because of the non-realistic company value assessment
made by its owners; the wishes are one thing but the reality is something
completely different.
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Despite the numerous restrains the SEAF concluded three investment deals
in Serbia during its two-year existence using standard procedures to choose a
prospective investment. As a company with American experience in the field of
venture capital, they are using traditional tools in order to make a good
investment project.

There are three phases in selection process. The first phase is preliminary,
during which the SEAF is collecting offers for future cooperation. Hence, the
SEAF have been organizing several publicly held lectures about private equity
and venture capital funds, their role and aim. After that the companies were
asked to fill in the form with their details: field, size, structure of capital, results
and future perspective. The last phase is choosing a company to invest in. The
connection with the company is not closed after the investment has been made.
Furthermore, it is upgraded through the help in different fields of business —
product development, organization, marketing and finance.

The situation in Serbia is clear, there is not enough capital and there are
some prospective sectors where venture investors can make profit. But, the state
must make several steps if it wants to attract global players in the field of the
venture and private equity investment.

The first crucial steps needed are changes in the legal framework
concerning investing through investment funds. The big problem for private
equity and venture capital investors is that no single law recognizes them as
economic units. At this moment they are registered in Serbia as offices or
branches conducting their business as intermediaries. This is a serious problem
because during the investment process several laws must be met and it is quite
difficult to close the deal since it must be registered with the state office and the
state office does not recognize this kind of investment. This procedure is long
and expensive, so in the future efforts must be made in passing the set of laws
that recognize and regulate the field of private equity and venture capital
investment. This should help with the registration of investment funds, with
their investing process and with protection of investment projects.

The second step is concerning tax rules, because this is one of the most
significant issues associated with attracting foreign investors. Investors are
looking for the country where they can earn but they also pay low or no taxes.
This is a field where all the battles are led in order to attract capital. Future
period dedicated to the attraction of capital, must bring changes in the tax
policy. Most investment funds are interested in small and medium companies
with growing opportunities and thus, they are not involved in the ‘state’
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projects. Since investment funds are bringing money to business projects, the
state must change the tax rule for them. One of the suggestions is to make a
distinction between the ‘green-field” investments and investing in the existing
business.

Green-field projects are financed from idea to realisation and they must be
tax-free within a reasonable period of time (e.g. 10 years), having in mind that
they are ready to support the idea and that they are ready to take the great
amount of risk.

Another type of investment — investment in the existing business —should
also be tax-free within a reasonable period of time, although this period should
be shorter if compared with the previous one. This kind of tax rules would send
the message to the investors that the state is ready to support them by taking the
risk along with them. The state is taking risk by not collecting taxes
immediately, hoping that the deferment will promote higher tax collection in
future.

The third step should be addressed to the creation of the state investment
fund as a support to the investment opportunities, but also as a partner to the
venture and private equity investors.

It is not odd that states are creating so-called sovereign investments funds
as a tool to invest money in profitable projects. The money from such funds
often comes from energy exports (Norway, Russia, China, UAE) or as a result
of the successful trading strategy (Singapore). These funds are sources of cash
and the states are looking for domestic or foreign projects that can bring profits
in future years.

The first effort that Serbia can make is to attract such funds to invest in big
infrastructural projects such as high roads, rail roads and airports. These are
projects having high capital demand and no single venture or private equity
investment fund is able to finance their development. Another thing that Serbia
can do related to the sovereign investment fund is to create the one on its own.
The question is where the money can come from. The answer is — from the
privatization process, but also from dissolving some of the State Agencies,
Funds and other low-initiative, administrative bodies.
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Conclusion

The current position of Serbian economy is characterized by the low level
of capital, very old technology, lack of know-how management, but, on the
other hand, Serbia is a country with a great opportunity for investing, taking
into account the natural resources, qualified and rather cheep workforce and its
central position in the Balkan Peninsula.

In future period, Serbia can become the leader of the region if its
economic policy is defined in such a way to attract venture capital investment
funds by offering profit making opportunities and adjusting the institutional
framework. Serbia needs to encourage formal and informal investors by sending
the clear message that it is a safe place for capital through Greenfield
investment or any other form of long-term investment in the real sector of the
economy. This is a difficult task considering the current situation in global
financial markets and the image of Serbia.
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