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Abstract

In this paper, | analyze pog-investment activities of venture capitd firms (VCFS) based on
a questionnaire survey and discuss the issues and challenges of post-investment activities of
V CFswith new technology based firms (NTBFs) in Japan

The quedtionnaire survey reveds that busness supports desired by NTBFs can be
classfied into four groups—*business drategies adjustment and motivation”, “business advice
and networking”, “finance and criss management”, and “recruitment assstance’. The
questionnaire found that the business support most needed by NTBFs is ‘business drategies
adjustment and motivetion”, followed by assgance in “business advice and networking”,
“recruitment assistance’, and, laglly, “finance and criss management”.  On the other hand, the
actua support most provided by VCFs is “business advice and networking”, followed by
supports in terms of “finance and criss management”, ‘business drategies adjustment and
moativation”, and “recruitment assistance’.

In Japan, there is a low percentage of VCFs engaging in post-invesment activities
involving recruitment assstance.  Providing supports in recruitment activities may be an
effective way for VCFs to differentiate their support services for NTBFs.  To contribute to the
growth of NTBFsin Jgpan, it ssems important to provide a support environment for recruitment
assgtance.

Keywords New Technology Based Firms, Needs for Business Support, Venture Cepita Hrms,
Post-Investment Activities, Recruitment Assstance

1. Introduction

New technology based firms (heresfter abbreviated NTBFS) are defined in this pgper as
innovative and progressve smdl firms that base themsdves on inventions generated by
technologicd ideas and pursuiing leading-edge technology businesses focusing on their own
intellectual properties’.  NTBFsare denoted by Pfirrmann, Wupperfdd and Lerner (1997:1) as
important vehicles for technological invention commerciaization.

The commercidizaion of technologicd invention is perceived to be one of the ways to
help boosting economic devdlopment. It is evidenced that the fostering of entrepreneuria
companies and venture capita firms (here after abbreviated VCFs) has played an important role
in the development of today’s large businesses such as Google, Apple and Intd (Horida and
Kenney, 1988, Pfirrmann, Wupperfed and Lerner, 1997).

2 Chrigensen (1997) stated that technology is the process through which an organization
transforms labor, raw materia, and datainto vaue-added products and services. Changesin
technology are called innovation and innovation in the process of transforming into vaue-added
products does not only occur in engineering and manufacturing.
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Even though the amount of venture capitd investment is rather smdl in compardive to
GDRP, it is dill a magor source of funding for new technology-based companies (OECD 2003:
46). This risk money aone, however, is not the only requirement for venture capita invesed
in technologically innovative companies to become successful (Timmons and Bygrave, 1986.
161). Sahiman (1990: 473) indicated thet Venture Capitalists (heresfter abbreviated VCists)
also actively paticipate in the management of the ventures they inveged in and typicaly
becoming members of the board of directors and retaining important economic rights in
addition to their ownership right

This paper carefully studies pos-investment activities of VCFs in Jgpan.  The paper’'s
purpose is to contribute to the analyss of issues and chalenged o VCFs' pogt-investment
activitiesinvolving NTBFs.

2 M ethodology

For information regarding NTBFs, aquestionnaire-based survey was conducted with
managers and employees of NTBFs who attended a distance learning program offered by Nara
Inditute of Science and Technology. Among al attendees, 184 busness entities seeking to
edablish businesses based on intdlectud properties, including patents were surveyed through
questionnaires ddivered via electronic or podal mail.

In total, 116 busness entities responded to the questionnaire didtributed between
mid-November and December 2004 (response rate of 63 percent). Out of these 116 responding
entities, 47 unlisted companies currently applying for or have dready obtained patents were
identified and sdlected for study in this paper. Among al reported patents, the information
technology related patents account for 19 percent, followed by peatents rated to biotechnology
and hedth care (15 percent), and nanotechnology (2 percent). Patents involving other types of
technological areasand questionnaires with no-response in this regard accounts for 64 percent.

For additiond daa concerning VCFS' pod-investment ectivities, another st of
questionnaire forms were sentto a totd of 103 VCFs liged on the “Jgpan Venture Capitd
Directory” published by Venture Enterprise Center in 2003. This paper andyzes 32 VCFs
responses in which returned before mid-November, 2004, having response rate of 29 percent.

3. Busnesssupportsdesred by NTBFs

The survey firg asked NTBFs regarding their needs for business supports. The lig of
business assstance was sdlected based on prior researches by Harrison and Mason (1992),and
Higashide and Birley (1999). This incdudes assstance concerning debt/equity arrangements,
financid advice, mentoring/coaching, recruitment, management advice, busness drategies
adjustments, professona connections (with accountant, for example), industrial competition
advice, nmarketing plars, advice on short-term crisis,and advice on private maiters.  The leve
of needfor assstance is divided into four levelsfrom “not at al necessary (leve 1) to “very
necessary (levd 4)”. The assstance on industrial competition advice is determined to be the
highest required assstance on average, followed by ass stance concerning marketing plars, and
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busi ness drategies adjusmentsand advice on short-term crisis (see teble 1).

Table1l: NTBFs needsfor busness support

Mean SD.
Debt/equity arrangements 2.38 0.87
Financid advice 246 0.88
Mentoring/coaching 2.89 0.93
Recruitment 2.63 0.78
Management advice 2.84 0.67
Business drategies adjustments 2.95 0.76
Professional connections 2.89 0.79
Industrial competition advice 331 0.73
Marketing plars 3.10 0.74
Advice on short-term crigs 2.95 0.80
Advice on private matters 245 0.84

Note N=47

Since the items used in this survey do not cover dl detals of busness support possibly
desired by NTBFs, the grouping of these supports into broader categories shdl provide a better
indicator far busness assstance desired by NTBFs  Table 2 shows the result of this
categorization usng the principa component analyss.

The fird group of busness support comprised of assstance concerning advice as
mentoring/coaching, management advice and business drategies adjusments.  The group is
labeled asassgance regarding “business drategies adjusment and motivation (factor 1)”. The
second group covers advice on private matters, industrial competition advice and professona
connection, which can be nterpreted as “busness advice and networking (factor 2)”. The
third group is named “finance and criss management (factor 3)”.  This includes advice on
short-term criss, debt/equity arrangements and financid advice Ladlly, the forth group,
“recruitment assgtance (factor 4)”, is labded according to its content which pinpoints only
ass gtance regarding recruitment.

The averages of each mean vaues for components in each business support categories
were recalculated to further explore which types of business support in broad assstance terms
are the mogt required by NTBFs. The results reved that the need for support in factor 1
Business srategies adjusment and mativation, is the highest a 2.89 average score.  Factor 2,
business advice and networking, and factor 4, recruitment, follow at 2.88 and 2.63, respectively,
leaving factor 3, finance and crisis management, marking the lowest average score a 2.59.
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Table2: Theclasdfication of busnesssupport desred by NTBFs
Factor 1 Factor 2 Factor 3 Factor 4

Debt/equity arrangements 0.468 0.128 0.700 -0.127
Financia advice 0.531 -0.005 0.695 -0.255
Mentoring/coaching 0.831 -0.086 0.167 0.046
Recruitment 0.200 0.254 0.216 0.809
Management advice 0.796 0.401 -0.047 0.041
Business drategies adjusments 0.769 0.209 0.201 0.183
Professond connections 0.392 0.682 0.173 -0.126
Industriad competition advice -0.450 0.700 -0.032 -0.006
Marketing plans 0.026 0.415 0.220 -0.711
Advice on short-term crigs -0.119 0.088 0.787 0.224
Advice on private metters 0.320 0.768 0.087 0.087
Eigenvaue 2.929 2.018 1.796 1351
Com. % 26.627 44.97 61.299 73.582

Note: - The four factorswere extracted with an eigenvalue greater than 1.0.
- An eigenvalue greater than 0.6 was used asthe criterion for interpretation.
- The varimax method was adopted.

4. Pogt-invesment activitiesof VCFsin Japan
4.1. VCFS post-invesment activities

This section moves on to information regarding VCFs and their post-investment activities.
Tade 3 showsthe percentage of VCFs who have experienced in engaging in post-investment
activities Among dl VCFs, involvement in professona connections, financid adviceand
management advice is the highest a 84.4 percent on average.  This is followed by activities
concerning debt/equity arrangements and industrial competition advice a 75 percent

When andyzing VCFS pog-investment activities based on the broad four groups of
business assstance, the average of involvement percentage is 72.9 for factor 1, 74.0 for factor 2,
71.9 for factor 3, and 62.5 for factor 4. This showsthat VCFs are involved in business advice
and networking activities the mogt, while engagingin recruitment assistance the leest.

The results of this study when compared to those from prior reseerches (Higashide and
Birley, 1999; Harrison and Mason, 1992) reved interesting findings. When comparing this
study to the study of Higashide and Birley’ s research (1999) based on the comparable eleven
business ass stance components, the average percentages of VCFs engaged in pogt-investment
activities are nearly the same; 71.4 percent inHigashide and Birley (1999), and 71.0 percentin
this survey. However, when comparing the three studies' results based on comparable seven
business assstance components, the findings are rather diverse. The average percentage of
V CFs engaging in post-investment activities islowest in Harrison and Mason's study (1992) &
51.1 percent. The result from this study is far higher a 66.5 percert, dthough Higashideand
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Birley's study (1999) shows the highest involvement & 688 percent. In gened, the
percentage of VCFs engaging in post-investment activities in Jgpan presently is nearly the same
asthatinthe UK in the late 1990's.

Table 3: Pogt-investment activities of VCFsin Japan and the UK
Japan TheUK
Higashideand Harrisonand

2004 .
Birley (1999) Mason (1992)
Debt/equity arrangements 75.0 725 49.4
Financid advice 84.4 82.5 N/A
Mentoring/coaching 62.5 92.5 41.3
Recruitment 62.5 53.8 39.7
Management advice 84.4 88.8 N/A
Business drategies adjustments 71.9 71.3 61.5
Professional connections 84.4 725 N/A
Industrial competition advice 75.0 41.3 44.2
Marketing plars 62.5 80.0 51.3
Advice on short-term criss 56.3 70.0 70.5
Advice on private matters 62.5 60.0 N/A

Note: - Data for Japan, 2004; N= 32
- Thenumerical valuesarethe percentage of VCFs engaged in
post-investment activities

4.2 VCFs' recognition of helpful post-investment activitiestoNTBFs

The questionnaire further questioned VCFs regarding their recognition of NTBFS' nesds
for their post-invesment activities. VCFs were to choose among “not at al necessary (leve
1)”, “not necessary (leve 2)”, “necessary (levd 3)”, and “very necessaxry (level 4)”.  Activities
involving financia advice is the highest (3.77), followed by debt/equity arrangements (3.71).
The lowest is activities concerning industrial competition advice at 3.00, and advice on privae
meatters at 3.03 (See Table 4).

When exploring in terms of te four broad assstance categories, the averages of mean
vaues are 3.37 for factor 1, 3.16for factor 2 3.60 for factor 3, and 3.16 for factor 4. In other
words, activities concerning finance and crisis management are identified as the most necessary
for NTBFs, while activitiesinvolving business advice and networking, as well as, recruitment
assstance, are the least recognized as important activities.
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Table4: VCFs' recognition of hepful post-investment activitiesto NTBFs

Mean SD.
Debt/equity arrangements 371 0.52
Financid advice 3.77 0.42
Mentoring/coaching 3.19 0.60
Recruitment 3.16 0.63
Management advice 357 0.50
Business drategies adjustments 3.35 0.70
Professiona connections 345 0.72
I ndustrial competition advice 3.00 0.57
Marketing plars 3.26 0.63
Advice on short-term crisis 3.32 0.65
Advice on private matters 3.03 0.75

Notee N=32

4.3 VCFS involvement asboard membersto NTBFs

In this survey, | dso questioned VCFs regarding their actua participation or interests in
participating with their portfolio companies as an externa board member.  As to ther interest
in participation, 53.1 percent responded with gest interest, 34.4 percent replied with some
interest, 6.3 percent revealed little interest, and 6.3 percent showed no interest. In totd, 87.5
percent of VCFs expressed an interest in participating as an externa board member to thelr
portfolio companies management teams.  Regarding the question of whether VCFs hed
actudly participated as external board members with their portfolio companies, 37.5 percent
replied they had, while 62.5 percent had not. It is interesting to note that the mgority of VCFs
reved high atention in participating as board members, but only 37.5 percent had actually taken
action in such manner.

5. Summary and implications
51 Summary

This quegtionnaire survey reveds the following findings regarding NTBFS needs for
businesssupport and VCFS’ pog-investment activities in Japan:
NTBFs needsfor busnesssupport

Through classfication and interpretation using principle components andyss, NTBFs
desire for business support can be divided into four categories—business strategies adjustment
and motivation, busness advice and networking, finance and criss management, and
recruitment essistance. The need for assstance rdating to business srategies adjustment and
motivation is the highest, while the need for support in terms of finance and crisi's management
is the lowest.
VCFs' post-invesment activities
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When looking a each of the support needs identified in this survey, the highest rate of
assistance necessary for NTBFs are those in the category of finance and cris's management,
while business advice and networking, and recruitment assstance are perceived to be business
activitiesthat request the least support. The actud post-investment activities of VCFscoincide
with their perception of support necessity. The highest involvement is activities in the
category of business advice and networking and the lowed rate of involvement is with
recruitment assstance.

In this survey, the percentage of VCFs participating in post-investment activities with ther
portfolio companiesis dmog the same as the finding in the UK in 1997. However, only 33
percent of those V CFs had actudly participated with their portfolio companies asexternd board
members.  High codts of participation could be the cause of such low percentage of VCFs'
engagement in pogt-investment activities.

5.2. Implications

I will now discuss issues and chdlenges in enhancing VCFS' capabiility in adding vaueto
their investments with NTBFsin Jgpan.

Asareault of thisresearch, business supports regarding bus nessstrategies adjustment and
motivation, and business advice and networking are both important in NTBFs' perception
Their needs for such supports are high. At the same time, from VCFS’' viewpoints, the
upports in these aress are dso recognized as highly important for NTBFs. VCFs' actud
involvement in pog-investent activities and NTBFS neads for asssance in these aress
coincide.

On the other hand, the results are contradictory in the aress of finance and criss
management and recruitment assstance. The survey results from NTBFs show that the
support neeced for finance and criss management isthe least necessary, while the assistance for
recruitment ishigher. However, it ssemsthat VCFs have a strong belief that involvement in
term of finance and cris's management support is the mogt effective post-invesment activity,
congdering from their high involvement in financid support. At the same time, VCFs show
lowest engagement in recruitment assstance. These findings contradict with NTBFs' need in
which seems to be higher for assstance in recruitment than in financid related activities.

According to Hellmann and Puri (2002), VCFs in Silicon Vdley are actively involved in
personnd policies—recruitment assistance of marketing specidists and replacement of CEOs.
VCFs in which had experience in replacing CEOs of their portfolio companies revesed thet
they had replaced at least 3 CEOs on average (Gorman and Sahiman, 1989:231). It can be
implied that involvement in recruitment assstance induding the hiring of management
personnel and CEOs is a mgor pog-investment activity among VCFs in the U.S (Hellmann
and Puri, 2002:194) and thet VCFs can actudly contribute to the growth of start-up companies
through post-investment activities that focus on personnd meatters.

In contrary to the case of VCFsin the US, thereis a reaively low percentage of VCFs
engagng in pos-investment activities involving recruitment assstance in Japan  Providing
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support in recruitment ectivities may be an effective way for VCFs to differentiate their support
sarvices to NTBFs.  To contribute to the growth of NTBFs in Jgpan, it seems important to
provide asupport environment for recruitment assistance.
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